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REFORM OF MEDICARE CAPITAL PAYMENTS
FOR CAPITAL COSTS

FRIDAY, MARCH 14, 1986

U.S. SENATE,
SUBCOMMITTEE ON HEALTH,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:35 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. David Durenberger
(chairman) presiding.

Present: Senators Durenberger, Baucus, and Bradley.

[The press release announcing the hearing, the opening state-
ments of Senators Durenberger, Dole, and Bradley and a back-
ground paper by CRS follow:]

[Press Release No. 86-009]

FINANCE CoMMITTEE, SUBCOMMITTEE ON HEALTH To ExaMINE PrRoPOSALS To REFORM
MEDICARE PAYMENT FOR CAPITAL COSTS

Proposals for the reform of Medicare payments for hosl_fital capital costs will be
reviewed at a Committee on Finance Subcommittee on Health hearing March 14,
1986, Chairman Bob Packwood (R-Oregon) said today.

Senator Packwood said the hearing would begin at 9:30 a.m., Friday, March 14,
1986, in Room SD-215 of the Dirksen Senate Office Building in Washington.

Senator Packwood said Senator David Durenberger (R-Minnesota), Chairman of
the Subcommittee on Health, would preside at the March 14 capital payment
reform hearing.

When Congress passed the Social Security Amendments of 1983, it established Oc-
tober 1, 1986, as the target date for effecting refcrms in Medicare's capital cost pay-
ment methodology, Senator Packwood explained.

The Administration included such a proposal in the Federal Budget for Fiscal
Year 1987. Additionally, Senator Durenberger is expected to offer his own version of
how capital costs should be included in Medicare’s prospective payment systerm.
That proposal is expected to be offered as a Senate bill the week of February 24.

Chairman Packwood said the Subcommittee on Health expects to receive testimo-
ny from Administration officials, as well as representatives of the hospital industry
?nddghe nation’s financial community to whom the health care industry looks for
unding.

STATEMENT OF SENATOR DAVE DURENBERGER

Today’'s hearing is devoted to Medicare capital payment reform. Capital expendi-
tures were exempted from the Pert A prospective payment system when PPS was
created three years ago. But the Congress made clear its intention to include capital
in the system, and set itself a deadline of October 1, 1986. In the meantime, the
Secretary of Health and Human Services was instructed to prepare legislative rec-
ommendations to fold capital payments into PPS.

Last November this subcommittee heard testimony from the Acting Assistant Sec-
retary for Planning and Evaluation for HHS, reviewing their progress on the HHS
study of this issue. Since that time the Administration has made public its proposal

0y
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for ilncorporating capital payment into the prospective payment system, through
regulation.

This proposal calls for a four-year transition period. According to the President’s
budget figures, it would Reduce capital payments to American hospitals in FY 1987
$456 million, and by $11.5 billion through FY 1991.

The Medicare financing reforms beiun by the Social Security Amendments of
1983 were designed to save money for those who benefit from and those who finance
the Medicare trust fund. They were not designed to actively undermine efficient as
well as inefficient hospitals. It was not the intent of the 97th Congress back in 1983
and I do not believe it i8 the intent of the 99th Congress today to use reform of
Medicare Capital payments for deficit reduction.

Recently, I introduced with my colleague from Indiana, Senator %:xayle. S. 2121, a
Bl;oposal to incorporate capital expenditures into PPS. The title of that bill, the Fair

al Capital Payment Act of 1986, has drawn a few snickers since its introduction.
There was a particular reason for choosing that name-and it didn’t have anything to
do with Harry Truman.

Some of lyou have heard me talk about prospective payment as a contract between
the federal government and the health care industry. It's a deal we struck to im-
prove the way health care is financed and delivered in our nation.

But if PPS is a deal, it has to be a fair deal, and both sides have to stick to the
original terms: Health care providers cut costs and improve both efficiency and
quality of service. Washington gives providers realistic rational payment for the
services rendered.

In fact some in Washington would have us renege on that deal, using Medicare as
a whipping boy for a bloated federal budget fed by irresponsible spending policy in
other areas. This should not and will not continue. Any savings from Part A
reform—and they are substantial—must benefit the Medicare trust and fund for
future beneficiaries, not continue wasteful spending for this generation.

The hearing this mornirg will provide an opportunity for Senator Quayle and
myself to perfect S. 2121. Our intent is to take this proposal, refine it and see a
capital payment policy in law by October 1 of this year, made by this nation’s pol-
icymakers, not by its regulators. Despite th:afersonal popuiarity of our President
and the unpopularity of his incredible natiomal deficit, this is still a nation of laws
rather than of men.

The Chairs and ranking members of the authorizil’al%‘ health subcommittees car-
ried that message to the Secretary of HHS yesterday. This hearing should provide a
similar message today. Now let's see what we can all learn from those who are
expert in the details and costs of hospital investment.

STATEMENT OF SENATOR Bos DoLe

Mr. Chairman, I welcome this hearing and I compliment the distinguished Chair-
man for his and Senator eSuayle’s considerable contribution to this important sub-
ject. As we clearly signaled in the Social Security Amendments of 1983, now is the
time to tackle the way we reimburse hoepitals for capital expenditures. I do wish we
could have had the benefit of the capital cost report from the administration, as we
requested three years ago. Perhaps we will derive some benefit from that study

y. I hope s0. And we do have the benefit of hearing from these knowledgeable
and capable witnesses who have agreed to offer their contribution to this complex
and important subject.

In our deliberations, I hope we seriously take into account those institutions that
are particularly at risk in our health care system. In particular, I want to empha-
size my concern for rural hospitals. They already have difficulty obtaining access to
debt capital. While I most certainly agree that the capital cost pass through has
contributed its share to excess spending and there can be no questions that this in-
dustry is overcapitalized, I am convinced that we can move toward a more fiscally
prudent approach that does not place an even greater burden of our vulnerable hos-

pitals.
I want to thank our witnesses for joining us today. I look forward to your testimo-
ny.

STATEMENT OF SENATOR BiLL BRADLEY

Mr. Chairman, yesterday I met with Dr. James Glenn from Mount Sinai Medical
Center in New York regarding the Administration’'s Medicare capital proposal. He
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raised many thoughtful questions on the problems this proposal would present to

his hospital.
Dr. Glenn asked me to submit his testimony on behalf of the Coalition for Fair

Capital Reimbursement for the record.



TESTIMONY OF THE MOUNT SINAI MEDICAL CEN ZR
ON BEHALF OF THE COALITION FOR FATR CAPITAL REIMBURSEMENT
BEFORE THE SUBCOMMITTEE ON HEALTR
SENATE COMMITTEE ON FINANCE
MARCH 14, 1986

Mr. Chairman and Members of the Subcommittee, my name is
Dr. James Glenn, Chief Executive Officer of the Mount Sinal
Medical Center. 1 am pleased to add my comments to those of
C. Edward Schwartz of the University of Minnesota Hospitals and
Clinics on the subject of capital reimbursement under.the Medi-~
care Program. We are here on behalf of the Coal:tion for Fair
Capital Reimbursement, an ad hoc group of similarly situated
major teaching hnspitals. The members of the Coalition are
vitally concerned about various proposals now being considered by
the Congress to incorporate capital costs into the Medicare Pros-
pective Payment System (PPS), as it is directed to do by October
1, 1986.

Although still in the formativg process, the Coalition
already includes a number of the Nation's most renowned teaching
hospitals -- specifically, Brigham and Women's Hospital, the
University of Michigan Hospitals, University of Minnesota Hospi-
tals and Clinics, Montefiore Medical Center (New York), the New
York Hospital, the Presbyterian Hospital in the City of New York
at Columbia-Presbyterian Medical Center, the Stanford University
Hospital, St. Luke's-Roosevelt Hospital Center, the University of
Virginia Hospitals, University of Washington Hospital and the

University of West Virginia Hospital. Each of these nationally



recognized institutions has undertaken a mandatory renovation
project involving substantial capital obligations in good faith
reliance upon the law in effect prior to the enactment of the
prospective payment system. All of these projects replace aged
physical plants which no longer can be adapted to the require-
ments of modern medical care.

At the outset, I would like to say the Coalition fully
recognizes that national health policy -- like so many other
areas of our Federal budget -- must reflect the changing circum-
stances of rising deficits. The Coalition does not wish to
obstruct either legitimate deficit reduction efforts or the care-
fully considered and planned incorporation of capital reimburse-
ment into the prospective payment system. What the Coalition
does wish to convey to Members of the Subcommittee, however, is
that the Administration's proposal fcr capital reimbursement, as
set forth in the President's budget for FY 1987, is grossly defi-
cient in its failure to provide an adequate transition mechanism
for the renovation projects already underway at hospitals such as
those of the Coalition. Although the provisions of S. 2121 as
introduced by the Chairman of this Subcommittee are considerably
more favorable than those of the Administration's proposal, in
our opinion they do not go far enough in recognizing the severe
impact of this profound policy change on institutions such as
those in the Coalition. The Coalition members face severe
financial harm under both proposals unless an adequate transition

is permitted for major renovation projects that predate the



advent of the prospective payment system. We appreciate this
opportunity to explain the impact of these proposals on our
institutions and to provide the Subcommittee with suggestions for
ways to alleviate the adverse effects of a precipitous transition
to prospective reimbursement for capital. We hope to be able to
work closely with the Subcommittee as legislation is drafted on -

this complex but critical health care issue.

As pointed out by the wWashington Post in its editorial of

February 19, 1986, to fold capital costs into PPS without under-
standing the specific consequences of the new reimbursement
policy makes no sense. Despite a legislative directive to study
the matter and to report to Congress by October 1985 on methods
for incorporating capital into the prospective payment system,
the Administration is threatening to implement a prospective
reimbursement methodology for capital without releasing any data
on the effects of its proposal. Before the Administration is
permitted to adopt a new reimburcement system for capital, there
must be a thorough understanding of its impact on hospitals
around the country. We hope, of course, that Congress will act
this year to establish a reasonable transition to prospective
reimbursement for capital. Should the legislative process not
move forward as planned we would urge this Subcommittee to con-
gsider the imposition of a moratorium on administrative action
such as that proposed by HHS. There is too much at stake here
for Congress to permit the Executive Branch to implement an
inadequate proposal conceived on the basis of incomplete, out-

moded data on its impact.



To illustrate the need for transition relief, I would like
to describe the Mount Sinai project and the other Coalition proj-
ects. Then, I would like to provide some preliminary estimates
of the financial impact upon Coalition institutions of an abrupt
change to a prospective system. The Coalition intends to submit
more detailed information on financial impact to the Subcommittee
in the near future -- the data is presently being assembled.

The Mount Sinai Medical Center is one of the nation's
largest hospitals, with over 1,200 beds. The Mount Sinai renova-
tion project is a major one needed to bring a severely outdated
facility up to present standards. The total cost of the project
is estimated at $488 million. Due to the age of its 26 separate
structures -- most date from the 1904-1922 period -- the Medical
Center repeatedly has been cited for life safety code and other
accreditation deficiencies. Typical of Coalition members' proj-
ects, the Mount Sinai project includes a substantial reduction in
beds. One hundred beds will be eliminated in the Mount Sinai
renewal project and an additional 50 beds will be converted into
a cost-saving day bed program.

This project is necessary in order for the Medical Center to
continue in its vital role in its community. By its size alone,
Mount Sinai provides the volume of services typically furnished
by seven average community hospitals. In addition, the Medical
Center serves as a major tertiary care center for its region,
providing many services unavailable in most community hospitals.

Like other Coalition members, it is also heavily committed to



serving the poor -- last year, for example, it provided $15 mil-
lion in charity care. Seventeen percent of its patient days and
47 percent of its outpatient visits were for Medicaid patients.
The Mzdical Center, in effect, functions as the "family physician
for East Harlem."

Projects of the magnitude of Mount Sinai's require years for
planning and execution. Planning for the Mount Sinai project
began in 1977. The internal planning stage required over two
years. The Certificate of Need application for the project was
filed in 1981. I believe that it is very significant that the
Medical Center, like the other Coalition members, undertook sig-
nificant steps toward the completion of its project, including
the obligation of substantial sums, prior to the enactment of
prospective payment. The Medical Center expended over $8.5 mil-
lion in architectural and consultant fees for the project prior
to 1983. Due to the project's scope and an earlier delay caused
by a one-year moratorium on Certificate of Need approvals in New
York State, the project will not be completed entirely until
1991.

As is the case of all the Coalition members, Mount Sinai is
making a very substantial equity contribution to its project --
specifically, $110 million. The average equity contribution for
Coalition members is approximately 30 percent of their respective
projects' costs. This fact typifies the Coalition members'
efforts to hold down financing costs by substantial commitments
of whatever funds they have available or can raise through devel-

opment campaigns.



The projects of the other Coalition members are similar in
scope, timing, and necessity. The average age of the structures
being renovated is approximately 55 years. The average project
cost is approximately $250 million. The average Certificate of
Need filing date for the Coalitiorn projects was 1980, the average
approval date was 1981. The planning stage for each of these
projects has entailed considerable expenditures for architects,
engineers and other consultants prior to the enactment of pros-
pective payment. The average commencement date of construction
was 1983, and the average completion date is 1988.

It is critical to recognize that under traditional Medicare
reimbursement principles, which require capitalization of all
construction period costs, the costs of these projects would not
begin to be reimbursed until the projects are completed. Thus,
because the average completion date is 1988, basing reimbursement
during a transition period upon 1986 costs generally would deny
any recoqnition of the costs of these projects.

The impact of the Administration's proposal upon Mount Sinai
would be severe. Under the Administration's proposal for
capital, the Medical Center would experience large operating
deficits for many years unless services were substantially
curtailed. The Medical Center has made some rough estimates of
the dollar impact of the Administration's proposal compared to
continued reimbursement for capital based upon actual costs.

Even assuming very favorable Medicare reimbursement policies in

the future (the estimates and the assumptions upon which they are
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based are set forth in the attachment at the end of this state-
ment), the losses under the capital proposal are alarming. At
its peak in 1992, the annual capital shortfall would be roug?ly
$24 million. The capital shortfall for the decade 1991-2000
would be roughly $211 million in the aggregate. Although it is
impossible to predict the impact upcn the Medical Center's oper-
ating margin, since services would have to be curtailed to make
up these staggering shortfalls, it is important to realize that
the Medical Center already operates at a loss due in large mea-
sure to its strong commitment to indigent care. Mount Sinai
operates a number of programs ~- such as its sickle cell anemia,
drug treatment, and adolescent obstetrical programs -- which lose
substantial sums. The Medical Center would have to curtail these
and other worthwhile programs and reduce the level of charity
care it provides in order to offset reimbursement shortfalls of
this magnitude. Savings of $25 million per year to offset the
losses under the Administration's capital proposal simply cannot
be realized through economy measures without significant
reductions in services. Thus, the ultimate impact of the Admin-
istration's proposal would be in reduced services to the commu-
nity. 7 would like to submit for the record our preliminary
analysis of the impact of an abrupt transition to prospective
payment.

Por purposes of comparison, the provisions of S. 2121 would
cause Mt. Sinai to experience a capital reimbursement shortfall

of $14 million in 1992, with an aggregate shortfall over the
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period 1991-2000 of $163 million. Even this somewhat more favor-
able approach will necessitate massive curtailment of services.
The impact on other Coalition institutions would be similar.

The Coalition believes that it would be very unfair and
dangerous to change the rules with respect to necessary projects
-- for which obligations were committed before the enactment of
prospective payment -- in midstream without providing an adequate
transition mechanism. Since the Coalition members will have
caplital costs averaging roughly 18 percent of operating costs,
have substantial Medicare utilization (approximately 30 percent
on averace), and, typically, already operate at or near a loss,
the hew reimbursement policy as propcsed by the Administration
threatens them with great harm. Because of the mandatory nature
of these projects, the good faith reliance upon prior law, and
the important role such institutions play, we believe that the
Medicare share of these projects should be funded reasonably in
order to permit these hospitals to continue to function ade-
quately in the years ahead.

We have given considerable thought to various methods of
alleviating problems our institutions will face when capital
reimbursement is incorporated in PPS. We recommend that Congress
adopt special transition provisions for institutions at or
approaching the peaks of their capital cycles based upon projects
undertaken prior to PPS. As a comparison of projects within the
Coalition demonstrates, an extended transition period is neces-

sary to provide fair treatment. Due to the significant
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variations in schedules for planning, State approvals, construc-
tion and completion of these projects, many of our projects'’
costs will not be recognized for reimbursement purposes until
1989-1991, even though the projects represent substantial commit-
ments prior to 1983. Thus, several institutions in the Coalition
will place their projects in service significantly after the most
favorable portions of the proposed transition provisions have
passed. -

At the same time, many modern institutions without recent
major rebuilding programs will be grossly overpaid by an early
shift to a national average rate of capital reimbursement. In
our opinion, there is no policy justification for overpaying such
institutions without large capital needs while underpaying the
most needy. Scarce funds should be allocated to those institu-
tions with the greatest capital needs based upon their substan-
tial capital commitments prior to the enactment of PPS. One
possible approach would be to create a pool to fund necessary
capital reimbursement for such projects by across-the-board
reductions in future increases in DRG payments. Our preliminary
analysis suggests that a reduction of as little as 0.1 percent in
future DRG rate increases ﬁ;y be sufficient to redress this
problem for the Coalition's members.

Concerning the length of the transition period which would
be necessary, we would observe that bond obligations assumed by
hospitals for major capital projects typically involve repayment

schedules of 20 to 30 years in duration. Under these



~-10-

circumstances, it is clear that an extended transition period is
needed to provide meaningful relief to institutions such as those
in the Coalition, especially since much of the transition relief
would be limited to the early years of the transition period in
most of the current proposals.

The Subcommittee is well aware of other types of capital
proposals which have been advanced by the health care industry.
These include preserving cost-based reimbursement for "old
capital” such as the Coalition projects, and creating distinc-
tions among buildings, fixed equipment and moveable equipment.
Elements of many of these proposals would be favorable to Coali-
tion institutions, although we suspect that some may not lend
themselves to helping solve the budgetary crisis facing Congress
and the nation. I would like to reiterate the desire of the
Coaliton to work with the Subcommittee to develop an equitable
program of transition to prospective reimbursement which is
responsive to the budget crisis and which protects the national

health care delivery systemn.
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MOUNT SINAI MEDICAL CENTER
ESTIMATED SHORTFALL IN REIMBURSEMENT
FOR CAPITAL-RELATED COSTS
[By fiscal year, in millions of dollars]

1987 1988 1989 1990 1991 1992 1993
1 1 13 18 20 24 24
1994 1995 1996 1997 1998 1999 2000
22 21 21 20 20 20 19

Total aggregate shortfall 1991-2000 ....cieceosvesonneses 211

ASSUMPTIONS:

1. Capital add-on assumptions. The add-on for capital-related
costs would be a $400 addition to the nonlabor related
standardized amounts. Thus, the capital add-on would be adjusted
by the DRG weights, but not the wage index. There would be a
linear five-year transition period, with the hospital-specific
portion of the add-on beginning at 80 percent in 1987 and
declining by 20 percent per annum to zeto in 1991. The hospital-
specific portion of the add-on would be based upon actual costs
in each year rather than 1986 or some other base period.

Interest income on funded depreciation and gifts would be subject
to offset against interest expense.

2. Prospective payment system assumptions. The DRG payment
rates would be increased by 4 percent per annum for inflation.
The present indirect medical education adjustment factor (11.59
percent for each 0.1 increase in the resident to bed ratio) would
remain unchanged.

3. Hospital-specific assumptions. Despite the fact that
admissicns have declined by 9 percent for the period 1982-85,
discharges are assumed to remain constant through the year

2000. The Medical Center's case mix index, which has not changed
in several years, is assumed to remain constant. The ratio of
capital costs allocable to Medicare inpatients is assumed to
remain at its historical level of 43 percent.

COMMENT: Based upon the foregoing assumptions, this estimate of
the shortfall in reimbursement under the projected prospective
payment method for capital compared to a continued passthrough
for capital is believed to be quite conservative. However, it
must be stressed that these figures represent only a rough
estimate. More refined data will be submitted in the future.
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HOSPITAL CAPITAL COST REIMBURSEMENT UNDER MEDICARE

INTRODUCTION

From 1966 until October 1983, payments for hospital services under the
Medicare prograa were made on the basis of certain allowved or "reasonable”
costs actually incurred by participating hospitals in providing care to Medi-
care beneficiaries. In 1983, however, Congress enacted the prospective pay-
ment system (PPS) for paying hospitals on the basis of a prospectively deter-
ained specific amount per case, sccording to individusl patient diaguoses. 1/
The purpose of the change in reimburseament policy was to create incentives for
hospitals to improve controls over spending and resource use in serving Medi-
care hospital inpatients.

Not all of the expenses previously reimbursed by Medicare on a reasonsble
cost basis, howvever, were {ncorporated into the prospective payment scheme.
For example, Congress excluded capital-related costs from the prospective
payment systea until October 1, 1986. Until then, these capital costs will
continue to be reimbursed on a reasonable cost basis. Congress directed the
Secretary of Health and Human Services (HHS) to study and report to Congress
by October 20, 1984 on methods and proposals for including capital-related
costs in the prospective payment system. However, the Secretary has not yet

submitted the reportc.

1/ P.L. 98-21, the Social Security Amendments of 1983. For a discussion
of the elements of Medicare's prospective payment system, see CRS Issue Brief
IB83171, "Medicare: Prospective Payments for Inpatient Hospital Services.”
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The purpose of this paper is to review current policy regarding payments
to hospitals for capital-related costs under the Medicare program. The dis-
cussion is organized in four parts. Section I provides background information
on the nature of cspital-related costs and historical trends in methods of
financing hospital capital expenditures. Current payment policy under Medicare
for capital-related costs is described {n Section II. Section IIl summarizes
major reasouns éor the widespread interest in changing current policy and the
key issues related to the design of an alternative policy. Finally, Section
IV describes recent legislative and regulatory proposals to include payments

for capital-related costs in Medicare's prospective payment system.
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1. BACKGROUND

This section provides a brief conceptusl reviev of the capital-related
costs that may srise when hospitals scquire duradble assets such as buildings
and equipment. This review describes all of the major slements of capital-
related cost 1including rent, deprecfation and interest costs and the costs
of equity capitsl, insurance and property taxes. This discussion is followed
by & summary of trends in the methods hospitals have used to finance capital

expenditures over the past four decades.

A. Major Elements of Capital-Related Costs

Hospitals use capital assets such as land, buildings and equipment, together
wvith other resources such as labor and supplies, to produce patient care services.
Capital assets, however, generally differ from other resources in terms of their
relative durability and cost. A new building, for exllg}c. may be expected to
have an econo-iéally useful life of 30 years or more. In addition, becsuse many
capital assets such as buildings or major items of equipaent are very costly, they
are rarvely purchased outright. Instead, the cost of acquiring capital sssets is
usually financed over a period of years by a combination of accumulated earnings
(equity), borrowed funds and, in the case of proprietary (i.e., for-profit) hospi-
tals, by the sale of stock (a second source of equity funds). Alternatively, the
use of capital assets may be obtained by lease arrangements rather than purchase.

When hospitals acquire the use of capital assets through ownership or

lease trsunsactions, certain capital-related costs are incurred. The particular
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capital-related costs incurred generally depend on whether the assets are ac-

quired by lease or purchase and, if purchased, on how the purchase is financed.
Thus, 1f a hospital leases such assets as buildinge or equipment, it must pay
the related rental costs over the life of the rental agreement. If the same N

depreciable assets (excluding land, which cannot be used up or "depreciated™)

are purchased rather than leased, then depreciation expenses are generated.

Depreciation expenses represent the portion of the cost or value of a durable
asset that is used up each year during the useful life of the asset. This con-
cept 18 based on the fact that although the full initial cost of a capital asset
is i{ncurred in the year in which it is purchased, the value of the asset is not
fully used up in that year. Instead, a portion of the value of the asset (e.g.,
a8 CAT scanner) is used up during each year of its economically useful lifetime,
either because it wears out physically or because it becon?s obsolete over

time. Thus, depreciation serves to spread the cost or value of the asset over
the years in which it is 1ctually used up.

Other elepents of capital-related costs depend on the methods of financing
adopted in purchasing capital assets. If the purchase is financed by borrowed
funds, then interest costs are incurred for the use of those funds during the
period of the loan. Costs also are incurred 1f the purchase is financed by the
use of equity fund.,~i.e., accunulated earnings or the sale of stock. Io this
case, however, the cost is implicit rather than explicit since no actual cash

expenditures analogous to ianterest payments occur. This cost of equity capital

may be thought of as the loss of potential earnings that could have been ob-
tained over the lifetime of the purchased assets if these funds had been in-
vested in some other use. This element of capitsl-related cost rests on the
recognition that all funds from any source have alternative uses and something

is given up (i.e., there is a cost) when one particular use {s chosen. Thus,
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the cost of financing capital assets with equity funds also should be taken
into sccount.

In addition to these costs, capital-related costs include the cost of
insurance to protect the assets against loss and property taxes imposed on land
or depreciable assets.

These capital-related costs are generated directly by hospital transactions
favolving the acquisition and financing of capital assets. In order to measure
or account for the full cost of producing patient care services, all of these
costs aust be included along with the hospital's operating costs to arrive at
an accurate total. Historically, the exteat to which traditionsl accounting
nespoda and measurement techniques have captured the full cost of capital has
alwvays been somevhat controversial. Similar controversy also has surrouanded
the i{ssue of whether and to vhat extent each element of capital-related cost
should be reimbursed by the major purchasers of hospital care (e.g., Medicare,
Mediceid, Blue Cross plans, commercial insurers, etc.).

The capital payment policies of the major payers for hospital care are im-
portant for three reasons. First, these policies affect the hospital's abilicy
to recover its full cost of providing services and, therefore, its long-term
financial stability. Second, such policies may create incentives for hospitals
to over or underinvest in capital assets relative to other productive resources,
leading to reduced economic efficiency and higher overall costs for producing
services. Finally, capital payment policies may create incentives for hospitals
to choose one method of financing capital expenditures over another (e.g., debt
over equity), which may lead to financial instasbility, reduced access to capital
financing and higher costs for services over the long tera.

Trends in the financing of hospital capital expenditures over the last 40

years reflect the influence of the paysent policies adopted by the major purchasers
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of care as well as other factors such as the growth of public and private
health insurance programs, government tax and other policies, and trends {in
general economic conditions such as inflation. These trends are described in

the next section.

B. Financing Hospital Capital Needs--Brief History

The funds needed to acquire capital assets such as land, buildings, and
equipment, or to renovate existing buildings and equipment, represent a hospi-
tal's "capital needs.” As noted above, the capital needs of most economic en-
terprises are generally met through a combination of debt financing (i.e.,
borroving) and equity financing (i.e., retained earnings or the sale of stock).
For hospitals, however, philanthropy and govermment subsidy have also been
important sources for meeting capital needs.

Hospitals have not ordinarily been able to generate the earnings necessary
to finance their capital needs. Instead, financing for capital purposes has
usually come from other sources. For example, until World War II, the major
source of hospital capital financing was philanthropy--e.yg., donated funds
from individuals, religious groups or lccal community subscripticn. g/ After
the War, public financing in the form of Federal grants and loans under the
Hill-Burton program became an increasingly important additional source of cap-
ital financing for hospitel plant construction and renovation for many insti-

tutions. éj

2/ It has been estimated that about two-thirds of capital provided the
industry before World War II came from philanthropic sources.

3/ Nearly 4,000 hospitals received about $4 billion in grants, while 300
facilities received an additional $1.9 billion fn loans and loan gusrantees,
under the Hill-Burton program before it ceased to exist as a source of capitasl
in the 1970's.
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The end of the wvar also aarked the beginning of dramatic growth in private
health insurance protection, provided through the workplace, against the costs
of hospital care for workers and their dependents. This developauent was impor-
tant in the history of capital financing in the hospital sector because the cer-
tainty of payments from such sources incressed the stability of hospitals' cash
flov and ensured that reveanues would be available to repay borrowed principal
and interest obligations. Thus, increased financial stability enhanced oppor-
tunities to use borrowed funds as a source to finance capital needs.

The enactment of Medicare and Medicaid in the wid-1960's also had major
effects on the relative importance of different sources of hospital capital
financing. First, as with private insurance coverage, Medicare and Medicaid
further improved the general financial stability of the hospital industry.
Before creation of these two government programs, the elderly and the poor--both
important segaments of the caseloads of many community hospitals--were often
unable to pay for the hospital services they received. Medicare and Medi-
caid helped to reduce both the free care and bad debt burdens represented by
each of these groups for many institutions.

Second, Congress decided to pay for care provided to the aged and poor
under these new programs on the basis of the actual costs incurred, not on
the basis of the prices charged by the hospitals for such services. Thie
decision to opt for cost-based reimbursement further encouraged borrowing as a
source of cepital financing because the Government included both depreciation
expense and interest expense on borrowed funds in its definition of reimbursable

costs. &/

i/ These and the other capital-related expenses paid for on a cost basis
under Medicare are discusced in detail in the next section of this report.
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In addition, these developments encouraged lenders to make funds available
to hospitals because the certainty of depreciation and ifnterest reimbursement
significantly reduced the risk that borrowed funds would not be repaid. Debt
financing was also encouraged because cost reimbursement generally reduces a
hospital's ability to accumulate net earnings (revenues in excess of costs)
fctom a cost-based payer. This occurs because under cost reimbursement, payments
(revenues) to the hospital are set approximately equal to its incurred costs.
Thus, efforts to increase retained earnings by lowering costs are met by equal
reductions in payments. As a result, the potential to obtain net earnings from
cost-based refmbursement is essentially eliminated. Reimbursement of deprecia-
tion expense also made borrowing an attractive method of financing capital
needs. In the early years of debt repayment, cash inflow for depreciation
often exceeds cash outflow for the repayment of principal (known as amortiza-
tion), thereby generating “excess” funds that can be used for any nuaber of
noncapital-related purposes. 2/

Other factors, of course, also contributed to the steadily increasing use
of debt as the principal source of funds to meet capital needs for the hospital
industry during the last two decades. These included the decline of philan-
thropic contributions, the developacnt of mortgage loan insurance to facilitate
hospital plant and equipment purchases, governmental policies that expanded and
encouraged the issuance and use of tax-exeapt debt instruments to finance capital

needs, and long periods of persistent and sometimes severe inflation. During

5/ Amortization is the repayment of loan principal on an installment
basis. Under a level loan repayment schedule (e.g., constant payment per amonth
over the 1ife of the loan), the amount of the installment payment representing
principal is, at the beginning of an amortization period, usually quite small
and usually less than the depreciation amounts reimbursed by Medicare during
the initial years of repayment of the loan.
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periods of rapid inflation, for example, hospitals found that loan: could be

paid back in the future with dollars cheaper than those that had been borrowed.
The impsct of these influences on the sources of capital financing has been

dramatic. One estimate for 1962 indicated that only about 12 perceat of new hos-

pital plant was finaanced by borrowing. g/ By 1969, about 40 percent of the con-

struction costs of nonprofit hospitals and more than_60 perceat for investor-owned

{institutions were financed from debt sources. l/ Debt is now by far the most

important source of capital financiug for the hospital industry: 8/

6/ J.B. Silvers, "How Do Limits to Debt Financing Affect Your Hospital's
Financial Status?™ Hospital Financial Management, February 1975, p. 32.

1/ 1Irvin Wolkstein, “The Impact of Legislation on Capital Development
for Health Facilities,”™ Health Care Capital: Competition and Control. Ball-
inger Publishing Company, Cambridge, Massachusetts, 1978.

8/ Survey of Sources of Funding for Hospital Counstruction, American Hos-
pital Associatioa. The hospital industry borrows funds for more than con-
struction. For example, about 60-65 percent of the debt-raised capital in
1981 went for project costs, including construction expenses, equipment acqui-
sitions and architectural and engineering fees. The balance of the borrowings
wvas used to refinance existing debt, for debt service reserves and capitalization
of interest funds, and for other purposes.
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Sources of Hospital Construction Funding, 1973-1981

Funding Sources 1973 1977 1981

Government graats

& appropriations .ececesecsssses  20.8% 17.22 12.1X
Philanthropy cesscececcscecsnses 9.9 7.1 3.9
Bﬁlplttl reserves 8/ «...ccveseee 1409 13.2 14.9
Debteciescescssrscsnrssscrcssnccee Shob 62.5 69.1

a/ Reserves include funded depreciation, sale of replaced assets and
equity fer investor-owned hospitals.
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II. MEDICARE'S PRESENT CAPiTAL PAYMENT RULES

A. General
\

Present lav provides that certain capital-related costs incurred by hos-
pitals in providing inpatient services to Medicare beneficiaries are reimburs~
able on a reasonable cost basis. Under current law, these costs are excluded
from Medicare's prospective payment system for inpatient hospital services until
October 1, 1986.

Current regulations define the capital-related costs that the Secretary
of Health and Human Services recognizes ss allowable for reimbursement pur-
poses. Such costs must be reasonable and related to the provision of patient
care. Reasonable costs include all necessary and proper expenses incurred in
rendering services to beneficiaries. To be allowed, costs cannot exceed vhat
a prudent and cost-conscious buyer would pay for a given item or service.

Medicare's payments to hospitals for capital-related costs are based on
the share of the hospitals' total capital costs that is attributadle to serv-
ices provided to program beneficiaries. Thus, the allowable capital costs of
esch participating hospital are spportioned or divided between Medicare program
beneficiaries and the other patients using the hospital. This is accomplished
through accounting methods which measure the use of the hospital's resources
by Medicare beneficiaries relative to the total hospital resources used by
all patients served. Once Medicare's share is determined, such smounts are
paid to the hospitsl in additfion to any payments for inpatient services under

the prospective payment system. Other additional paymsents are made for the
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costs of wedical education, kidney acquisition and services of non-physician

anesthetists.

B. Major Elements of Capital Cost Reimbursed by Medicare

Anong the major elements of capitai cost currently reimbursable under Medi-
care are: 9/

1. Depreciation. Medicare recognizes depreciation as an element of
capital cost payable by the program. Depreciation expenses are amounts which
represent the portion of an asset's cost that is charged-off to a particular
period of operation, such as an accounting or reporting period (usually a
year). 1In the case of hospitals, depreciable assets include: buildings,
building equipment, major movable equipment, minor equipment, land improveaments
and leasehold improvements made by a lessee. 10/

Depreciation accounting is a system of accounting which prorates the ac-
quisition cost or other basic value of tangible assets, less salvage value
(if any), over the “"useful lives™ of such assets. 11/ The measurement of perio-
dic depreciation expenses or charges is dependent on three fartors: the depre-
ciation base, the “useful life” of the asset and the depreciation method.

Under Medicare, depreciation is based upon the “historical cost” of the

acquired assets. Historical cost is the cost incurred by the present owner in

2/ In addition, the regulations define capital-related costs to include
& number o«f other aminor items, such as certain betterments and improvements,
the costs of minor equipment that are capitalized rather than charged off to
expsnse, some insurance costs of depreciable assets used for patient care, and
taxes on land or depreciable assets used for patient care.

10/ Land is not a deprecisble asset.

11/ Salvage value is the estimated amount expected to be realized upon
sale or other disposition of a depreciable asset at the end of its useful life.
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acquiring the assets. The estimated useful life of an asset is its expected
useful life to the hospital, not necessarily the asset's inherent useful life
or physical life. In general, the estimated useful lives developed by the
American Hospital Aseociation (AHA) are used by hospitals and accepted by the
Medicare program for determining depreciation. 13! For assgsets acquired in
1983 and thereafter, the AHA's Estimated Useful Lives of Depreciable Hospital
Assets (1983 edition) is used as a guide for such purposes. An earlier (1978)
edition is used for assets acquired in 1982. The AHA's 1973 Chart of
Accounts 13 used {n connection with assets acquired before 1982.

Since’ August 1, 1970, only the "straight-line” depreciation method has
generally been allowed for prorating the historical cost of an asset under
Medicare. 1In this method, the historical cost of an asset (minus any salvage
value) is charged in equal amounts per year over the useful life of the asset.
Thus, a building with a historical cost of $25 million (with no salvage value)
and an estimated useful life of 25 years would be depreciated at §1 million
per year. Medicare does not require the funding of depreciation; that is, the
hospital is not required to set aside cash (in an amount equal to allowed depre-
ciation) for the replacement of depreciated assets, buildings or equipment.

The Economic Recovery Tax Act of 1981 (P.L. 97-34) uaﬁe a number of changes
in the calculation of depreciation for income tax purposes. However, the law
excludes Medicare (and other programs administered by the Secretary of Health
and Human Services) from the new depreciation rules for purposes of determining

cost reimbursement under the program.

12/ For example, the AHA guidelines show a useful life of no more than
40 years for buildings. Fixed assets in the buildings, such as elevators,
heating and air conditioning, plumbing, etc., have suggested useful lives of
between 10 and 20 years.

62-577 0 - 86 - 2
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2. Rental Expense. Rental expenses including license and royalty fees
are recognized by the Medicare program as capital-related costs if these ex-
penses are related to the use of assets that would be deprectiable {f they were
ovngd by the hospital. Thus, rental expenses [or the use of capital assets
such as buildings or equipment that are reasonably related to pstieat care would
be allowable capital-related costs. Under certain conditions, however, resson-
able and allowable rental expenses may be limited to the amount of capital-
related cost (e.g., for depreciation, interest expense and insurance) the hos-
pital would have incurred if it owned the assets instead. This limitation may
apply, for example, in certain "sale and lease-back”™ arrangements or where a
rental agreement provides for rental charges that appear excessive given the
rental charges for comparable assets in the area.

3. Interest Expense. Necessary and proper interest expense on capital

indebtedness 1s included as an allowable capital-related cost under Medicare.
Capital indebtedness represents long-term loans in which the funde are used for
meeting capital needs, i.e., acquiring or improving facilities and equipment.
Although interest expenses related to short-term borrowing (e.g., for working
capital needs) are an allowsble cost, they are generally treated as operating
costs and, therefore, not included in capital-related costs.

To be recognized as a Medicare allowable cost, interest must be incurred
on funds borrowed to satisfy the financial needs of the hospital and amust be for
a purpose reasonably related to patient care. The rate of interest must not
exceed what a prudent borrower would have had to pay in the money market in an
arms-length transaction. The f{nterest must be paid to a lender not related
through control, ownership, or personal relationship to the borrowing organi-

zation.
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Generally, allovable interest expenses are offset (i.e., reducea) by favest-
aent income, except wvhere such income arises from investment of gifts, graats,
endowments, funded deprecistion, pension funds, and deferred compensation funds.

4. Return on Equity Capital of Proprietary Hospitals. A specified

return on equity (or owner) capital invested and used in providing patient care
is an allovable cost for proprietary, or for-profit, hospitals under Medicare.
Equity capital is the net worth of a hospital (assets minus liabilities, exclud-
ing those assets and liabilities not related to patient care). Specifically,
‘equlty capital includes: (1) the net investment in plant, property and equipment
(net of accumulated depreciation and long term debt) related to patient care,
plus deposited funds required in connection with leases; and (2) net working
capital (i.e., cash on hand) maintained for necessary and proper operation of
patient care facilities.
The base amount of equity capital used in computing the allowable return
is the average investment of the owners during a reporting perfod. Under
current law (P.L. 98-21) the rate of return on the average amount of equity is
equal to the average rate of interest paid by the Federal Treasury on the assets
of Medicare Hospital Insurance Trust Fund during the same period. Prior to
May 1983, the rate of return was one and one-half times the interest rate paid

on trust fund assets:
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Interest Rates on Hedicare Hospital Insurance Trust Fund Assets
and Rate of Return on Equity Capital for Inpatient Hospitals

Interest rate Payaent Rate of Return on

FPor the Month of: HI Trust Fund® Factor Equity Capital®
(percent) (percent)
July 1982 13.875 x 1.5 20.812
October 1982 11.625 x 1.5 17.438
Jaouary 1983 10.500 x 1.5 15.750
April 1983 10.625 x 1.5 15.938
July 1983 10.875 x 1.0 10.875
October 1983 11.375 x 1.0 11.375
January 1984 11.500 x 1.0 11.500
April 1984 12.375 x 1.0 12.375
July 1984 13.750 x 1.0 13.750
Octobe: 1984 12.375 x 1.0 12.375
January 1985 11.500 x 1.0 11.500
April 1985 11.625 x 1.0 11.625
July 1985 10.250 x 1.0 10.250
October 1985 10.375 x 1.0 10.375S
January 1986 9.125 x 1.0 9.125

* Annualized rate

The amount of the allowable return on equity (ROE) is computed as the product

of the average amount of equity capital and the average rate of return during
the reporting period. If the average equity during the period was $10 aillion,
and the average rate of return was 12 percent, the allowable return would be

$10 million x .12 or $1.2 million. Medicare's payment to the hospital is deter-
mined by the share of the hospital's total costs that is attributable to Medi-
care. Thus, if Medicare inpatient costs accounted for 40 pevceat of the hospi~
tal's total allowable costs, then Medicare's payment for return on equity related

to inpatient services in this example would be $1.2 million times .4 or $480,000.

C. Future Payment of Hospital Capital-Related Costs

Public Law 98-21, the Social Security Amendments of 1983, directs the Secre-

tary of Health and Human Services to study and report to Congress on methods
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and proposals under which capital-related costs, including a return on equity,
may be fncluded in the prospective payment system. This report, which vas due
in October 1984, has not been submitted.

P.L. 98-21 also provides that, if legislation regarding inclusion of
capital-related costs under the prospective payment system is not enacted by
Congress prior to October 1, 1986, Medicare payment cannot be made for capital
costs unless a State has a capital expenditure review agreement with the Secre-
tary of HHS (under Section 1122 of the Social Security Act) and the State has
recommended approval of the expenditure. The conference report on P.L. 98-21
also expresses the intent of Congress that, if the Secretary has implemented a
system of prospective payments for capital-related costs (without any further
action by Congress) and the mandatory Section 1122 approval process goes into
effect, the Secretary must make adjustments to the payment rates to reflect
capital-related costs not approved under Section 1122.

P.L. 98-21 also includes a provision expressing the intent of Congress
that, when including capital-related costs under the prospective payment system,
new capital projects for which expenditures are made on or after October 1, 1983
may be reimbursed differently from projects begun before that date. In other
words, no assurances are given that obligations incurred after that date will
"be reimbursable on a reasonable cost basis.

Uncertainty about future payment policy regarding capital-related costs is
cause for concern on the part of hospitals that have recently begun or completed
large capital projects, hospitals that anticipate undertaking such projects in
the near future, and the financial institutions involved in financing hospital
capital projects. The reasons for this concern and the major issues related to
the development of a new policy regarding payments for capital-related costs

are explored in the next section.
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III. ISSUES IN DESIGNING A NEW CAPITAL PAYMENT POLICY

In adopting a prospective payment system for hospitals under Medicare, Con-
gress sought to establish effective financial incentives (including both rewards
and penalties) to control spending in the provision of inpatieant services to
beneficiaries. Although Congress excluded capital-related costs from the pro-
gpective payment system, the provisions of P.L. 98-21 cited above clearly
indicate the congressional desire to include such costs as soon as feasible
aethods could be found.

Medicare capital-related costs, however, represent only a small fraction
of hospital costs currently subject to the prospective payment system. For ex-
ample, during fiscal year 1984, estimated Medicare hospital inpatient operating
costs amounted to about $36.0 billion. Estimated Medicare hospital capital-
related costs in the same year amounted to only about $2.9 billion: §1.6 bil-
lion (55 percent) for depreciation of fixed assets, $0.4 billion (14 percent)
for depreciation of moveable alaet; $0.7 billion (24 percent) for interest
costs and $0.2 billion (7 percent) for return on equity. 13/ Thus, reimbursable
capital-related costs represent only about 8.1 percent of total Medicare hospital
spending (operating costs) already subject to prospective payment.

Nevertheless, potential alternative capital payment poiicies under prospec-

tive payment have become a topic of considerable discussion and debate, despite

13/ Rental expenses and other minor elements of capital-related costs
are not separately identifiable in the cost reports submitted anaually by hos-
pitals to the Medicare program. These amounts are generally included with the
reported depreciation expense figures.
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the relatively small percentage of funds actually expended by Medicare for
such purposes. The purpose of this section is to describe the main reasons
for this interest and the i{ssues related to the design of a new payment policy

for hospital capital costs under Medicare.

A. Reasons for Interest in Medicare Capital Payment Policy

The Congress, the Reagan Administration, various groups within the hos-
pital industry and others have expressed strong interest in the developaent
of new capital payment policies under Medicare. The reasons for this inter-
est are many and varied. First, a number of analysts have expressed concern
about the impact that current policy (cost reimbursement) may have on the fi-
nancial incentives faced by hospital managers in economic decisionmaking.
These analysts have argued that cost reimbursement for capital costs coupled
with prospective payment for operating costs may create a variety of potentially
undesirable incentives including:

--The incentive to substitute capital assets for other resources suci
as labor. For example, if the purchase of a new information pro-
cessing system would reduce the hospital's need for clerical staff
and thereby lower its operating costs, the hospital would have a
stroug fncentive to make the purchase, even i{f its total costs
(operating costs plus capital costs) would be increased as a result.

--The incentive to finance capital purchases by borrowing. This in-
centive arises for three reassons. First, Medicare's share of the
hospital's net interest expense (after faterest earnings are offset
against interest expenser) is fully reimbursed. Second, in an in-
flationary period, depreciation based on historical cost generally
does not allow the hospital to recover the full replacement cost of
its assets. By the time an asset is fully depreciated (the hiator-
ical cost is recovered), the price of a replacemert asset has gen-
erally increased substantially. Thus, the hospital's real (inflation
adjusted) equity capital is diminished since it recovers less in
depreciation payments than would be needed to maintain the same real
value of assets over time. Finally, the cost of equity capital is
not reimbursed (except in the case of proprietary hospitals).
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In addition, these analysts have noted that cost reimbursement permits hospital
managers to ignore prevailing market coanditions in deciding on the timing of
their investment projects. Thus, the hospital administrator whose interest ex-
penses are reimbursed on a cost basis may rot need to postpone a major capital
expenditure even though interest rates are unusually high. Some analysts have
also noted that, under curreant policy, the Medicare program implicitly subsi-
dizes the capital costs of underutilized hospitals. This occurs because Medi-
care pays a share of the hospital's total capital costs that is based on the
share of total resources consumed by program beneficiaries. Thus, L1f Medicare's
share of hospital resources is 40 percent, the program pays 40 percent of the
hospital's total allowable capital costs regardless of whether the hospital
operates at 20 percent or 95 percent of its capacity.

Many observers expect these features of current capital payment policy to
lead to higher capital costs and hlgheffy:;(all costs for inpatient services
than would otherwise occur. It is also ifmportant to note, however, that the
Medicare program is not the only purchaser of hospital inpatient services.
Thus, the strength of theceyeffecta may be diainished to the extent that the
payment policies of other major payers create off-setting or conflicting in-
centives.

A second reason for interest in capital payment policy derives from con-
cern about the potential effects of alternative policy options on hospitals'
access to capital financing in the future. Many observers have expressed
councern that hospitals facing increased competiiion in the marketplace may ex-
perience greater difficulty in obtaining the financing they need if Medicare
capital policy becomes more restrictive. These observers argue that a re-
strictive capital pcilcy under Medicare could lead to deterioration in the

quality of services provided not ouly to Medicare patients but to all patients.
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These concerns have been expressed especially with regard to rural hospitals
and large urban public hospitals which traditionally have had difficulty in
obtaining access to capital financing.

Another reason for concern {s related to variations in the relative im-
portance of capital costs across hospitals. Although estimated total reimburs-
able capttal-felated costs represent on average only about 7.5 percent of total
(rather than operating) hospital costs under Medicare, many hospitals have a
much greater than average proportion of capital-related costs in some years,
while others have a lower than average proportion of capital-related costs.
Capital costs, in other words, are unevenly distributed among the hospitals
participating in the Medicare program. This is largely due to the fact that
aajor capital expenditures--especially for replacing, modernizing, or adding
new buildings and fixed equipment~--occur fnfrequently. Hospitals that have
Just completed large capital projects may, in any one year, have capital
costs amounting to well over 20 percent of their total expenses. Older
facilities, on the other hand, can have capital costs amounting to 4 percent
or less of their current total expenses. This variation is well {llustrated
by the distribution of Medicare capital coets to total Medicare hospital costs

across hospitals in 1981: 14/

14/ Gerard Anderson, from a presentation to the Advisory Committee on
Social | Security; reprinted in "Including Capital in Prospective Payment:
Questions and Information Pertinent Thereto,”™ Catholic Hospital Association,
October 1983. Data exclude return on equity amouats.
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Medicare Capital Costs, As a Percentage of
Total Medicare Hospital Costs, 1961

Capital costs/Total costs Percentage of Hospitals

Less than 4% ..vcciivrvnvnnvasoscsssenss 2
4 to 6.6 ccriiiiicsccrnssnsannasarsaces 3
6.6% to 10% teviviiicerrccenceonrencaees 2
10 to Z1S5 ceeecieresavensnssonssnesnses 1
15 to 20% .ccvcvvcevoncncnnssoonsnonane
More than 20X ..vvcvencvsesaccoccsosonsns
Mean percentage (all hospitsls) ........

As these data suggest, the short-term impact of alternative capital policies
under prospective paywment may be very different for hospitals in different
circumstances.

These concerns raise fmportant issues for the design of a new capital
payment policy under Medicare. These issues are discussed briefly in the next

section.

B. Major Issues in Capital Payment Policy Design

In general, there are four major issues related to the design and impact
of a new Medicare capital payment policy. They are: (1) the basis of pay-
ments for capital-related costs, (2) the level of payments for such costs, (3)
the nature and duration of a transition policy to ease the change from the old
to the new payment method, and (4) the nature of any ad justments and exceptions
provided to allov for factors that may affect capital costs but are beyond the
hospital's coantrol. These issues are discussed below:

1. The Basis of Capital-Related Payments. Payments for capital-related

costs could be based on each hospital's actual incurred costs (continuing

current policy), or they could be set on s prospective basis, for example, to
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reflect the average experience of hospitals in a peer group (e.g., natlonal,
regional ;r urban and rural averages). The key issue here is wvhether and to
what extent the payments received by a hospital can be influenced by changes
in the hospital's behavior. If payments are based on incurred costs, then the
hospital's payments are determined by {ts decisions regarding which capital
investment projects to undertake and how to finance them. On the other hand,
if capital payments were based on a prospectively determined rate (e.g., a
fixed amount per discharge set in advance), then payments would be largely
outside the hospital's control. In this case, the payments received by the
hospital would be determined by the payment rate and the volume of Medicare
discharges regardless of any capital investaent decisions it made.

Payment of capital costs on a prospective basis generally would reverse
many of the financial incentives faced by hospitals under current policy.
Prospective payment per discharge for capital costs coupled with the cur-
rent system of prospective payment for operating costs would eliminate the
financial incentive to favor capital assets relative to other resources.
Instead, hospital managers would have incentives to minimize the total cost
of delivering services to Medicare beneficiaries. The financial incentives
also would be neutral regarding the method of financing needed capital invest-
ments. Hospitals would have an incentive to adopt the combination of financing
methods (e.g., debt versus equity, short term versus long term debt instruments,
etc.), that ainimized the costs of obtaining the required capital. Payment for
capital costs on the basis of a prospective rate per discharge also would elim-
inate the possibility that the Medicare program could subsidize the capital costs
of a hospital operating at only a saall fraction of its capacity. This possi~-
bility would be eliminated because payments for capital would be tied to the
volume of Medicare discharges rather than to Medicare's share of total hospi-

tal utilization.
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It should be noted here that these advantages would exist regardless of
wvhether the prospective rate per discharge for capital costs was held separate
from, or combined with the existing p;OIpective payment rates for operating
costs. These advantages derive from the fact that the hospital under full
prospective paysent cannot change its capital payment or its total payment per
discharge (capital plus operating) by changing its investment decisions. In-
stead, in order to increase profits (or reduce potential losses), the hospital
mapager can only reduce the actual total cost per discharge incurred in pro-
viding services to patients.

Prospective rates as a basis for capital payments, however, also have gome
disadvantages. First, payment on this basis would penalize hospitals which have
recently completed or are about to begin large investment projects. For exam-
ple, a prospective capital payment rate per discharge, set to cover the average
capital cost per discharge in all hospitals, generally would fall far short of
the actual cost per discharge experienced by a hospital that has recently re-
placed its buildings and fixed equipment. Similarly, an average rate would
not be adequate to cover the capital costs anticipated by a hospital that is
about to begin a major project. It is likely that such a hospital would have
to postpone a major project until surplus reveanues could be accumulated to cover
the high initial capital costs.

Second, prospective payment for capital costs in conjunction with pro-
spective payment for operating costs may increase the strength of some generally
undesirable incentives such as the incentive to increase admissions of relative-
ly healthy Medicare patients while aveiding admission of severely ill patients
or the inceative to describe cases as though they belong to a higher paid DRG
(DRG-creep). It should be noted, however, that the proportion of the hospital's

costs subject to prospective paymeat would not incresse very much as a result
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of including capital costs. Thus, the potentisl change in the strength of
these incentives might not be very substantial either.

Of course, capital costs need not be paid entirely on one basis or the
other. Some analysts have suggested, for example, that the capital costs
attibutable to buildings and fixed equipment could continue to be paid on an
incurred cost basis while the costs of moveable equipment could be paid according
to a prospective rate. The main rationale for this approach is that buildings
and fixed equipment represent very expensive and relatively long-lived assets
vhich tend to be replaced only at long fntervals. Thus, these assets may have
a very pronounced investment cycle of high initial capital costs followed by
long perfods of declining costs. Moveable assets, which tend to be less ex-
pensive and relatively short-'ived, may be replaced much more often with the
result that the assocliated capital costs may fluctuate much less from year to
year.

Such a mixed system would result in mixed financial incentives too. Thus,
for example, hospitals would have an inceantive to ainimize the costs of all re-
sources except fixed assets. To the extent that buildings or fixed equipment
could be substituted for other resources, the hospital would have an incentive
to do s0 even though total costs were increased. For example, removation of
the hospital's main building to make more efficient use of existing space and
reduce internal traffic flow could reduce operating costs but increase total
costs.

2. The Level of Payment. If capital costs are paid on a prospective

basis, then the question of how to set the level of capital-related payments
would need to be examined. The level of the payment rates will generally
depend on three factors: (1) which elements of capital costs are included in

the capital cost base used to calculate the rates, (2) the nature of the update
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factors used to adjust the base amount for inflation between the base perfod
and the year in which payment is to be made, aad (3) the nature of any adjust-
aents to the base amount.

These issues could be resolved in many different ways. For example, var-
ious proposals have suggested that only capital costs historically recognized
nized by the Medicare program should be included in calculating the base cap-
ital cost amount. Others have suggested that the return on equity capital paid
to for-profit hospitals should be excluded from the base. In addition, some
have argued that interest earnings from all sources (including earnings from
inveotment of funded depreciation, gifts and grants, pension funds and deferred
compensation funds) should be offset against allowvable interest expenses in
determining base year capital costs. By contrast, others have argued that the
base should include not only historical payments for return on equity for pro-
prietary hospitals, but a return on equity for non-profit and publicly owned
hospitals as well.

Issues regarding the nature of the update factors used to adjust the base
year gmount to the year of payment have s similar range of possibilities. For
exanple, update factors could be based only on proxy measures of changes in
the cost of capital, or they could incorporate trends in capital expenditures
and in the volume of hospital discharges between the base year and the payment
year. Thus, recent increases in the volume of capital expenditures have tended
to increase the level of capital costs per discharge and recent declines in the
volune of discharges aleo have tended to increase the level of costs per dis-~
charge as the same costs are spread over fewer discharges.

A nuaber of other adjustments to the base amount also could be made. Some
analysts, for example, have suggested ad justments to the base amounts for low

occupancy hospitals to remove the historical capital cost subsidies paid under
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cost reimbursemeant. Other analysts have argued that the aggregate level of
capital payments should be ad justed (after updating for inflation) to be budget
neutral to the amount that would have been paid {f current policy had continued.
As noted above, however, different proposals have suggested both higher and
lower amounts.

3. Transition Policy. The nature and duration of any transition mecha-

nisa is an important issue that has received much attention. Generally, pro-
posed transition mechanisms are designed to avoid or reduce the penalties that
would otherwise be imposed on hospitals that have recently completed major
capital projects. Most such mechanisms combine a hospital-specific payment
rate vhich reflects the current capital costs of the hospital with a national
average or other target rate which reflects the capital payment rate that will
apply after the transition period has ended. These rates are initially combined
80 that the blended rate is mostly based on the hosplcal—spgclflc component .
As the transition period proceeds, however, the blended rate shifts toward the
target rate and ultimately, the blended rate becomes equal to the target rate.

Transition periods ranging from 5 years up to as much as 18-20 years have
been suggested. Naturally, the longer the period, the lower the potenmtial
penalties would be for hospitals that currently have high capital costs.
However, hospitals in need of major renovation or replacement in the near future
would tend to be penalized instead. This would occur because these hospitals
'tend to have below average capital costs. Thus, their blended rate in the early
years of the t:ansition would tend to be below average. For these hospitals,
the longer the transition period, the longer they have to wait until their
capital payment rates would approach the average payment rate.

One poteuntial solution to this dilemma may Le to periodically recalculate

the hospital-specific portion of the blended payment rate based on the hospital's
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actual costs (e.g., every year or every other year). Under this approach, a
hospital needing to make a major investment very early in the transition period
could do so without being badly penalized (although the penalty would not be
eliminated). The disadvantage to this approach for some observers is that it
vould require continued use of cost reports and other administratively burden-
some methods in order to allow for periodic recalculation of each hospital's
actual capital costs.

4. Adjustments and Exceptions Policy. The final major issue relates to

choices regarding a number of potential adjustments which could be incorporated
in the calculation of prospective capitel payment rates. Most of these adjust-
aents would modify the payment rates to some extent to allow for differences
in individual hospital circumstances. Some analysts, for example, have sug-
gested that capital costs may vary substantially across DRG categories. These
analysts contend that if such differences are ignored, then the payment system
as a whole will encourage hospitals to avoid some types of cases (those with
above-average capital costs), while trying to attract patients in other cate-
gories (those with below-average capital costs). Other analysts, however, have
noted that while variations in capital costs across DRG categories may exist,
they have not been well documented. Moreover, the traditional accounting
methods used to allocate capital costs assign those costs to hospital service
departments rather than to the individual services typically used in each DRG.
Thus, the available historical data are probably much too crude to revesl
differences in capital costs among DRGs even when they are quite substantial.

A second type of rate adjustment considered in some proposals would adjust
the payment rates to reflect variations in capitsl costs across regions or
local market areas. Construction costs, for example, almost certainly vary

from one market area to another in response to variations in local wage scales,
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transportation costs for key materials, and other factors. The dats available
for measuring such variations, particularly at the local market level, however,
are somevhat limited.

Other poteantisl adjustments raise difficult policy fssues. For example,
should Medicare capital payments be ad justed for certain segments of the hospital
industry which have difficulty in raising capital? Some analysts have noted
that a major portion of the hospital industry including small rural hospitals
and financially troubled urban hospitals has traditionally had great difficulty
in obtaining access to debt capital. When they are able to obtain financing,
these hospitals generally incur above average costs for capital because of the
risk preajiun demanded by lenders. As a result, a prospective payment for cap-
ital costs based on the average cost of capital may not be adequate for hospi-
tals in these circumstances. -

Some of these issues could be addressed by allowing exceptions or individual
payment ad justments for extraordinary circumstances instead of relying on auto-
matic payment adjustments. Although exceptions policies may be difficult or
costly to administer, some snalysts believe such policles may have important
benefits where the effects of local conditions and special circumstances
cannot be systematically incorporated in the payment system.

Five recent proposals to i{include payments for capital-related costs in

the prospective payment system are described in the next section.
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IV. RECENT LEGISLATIVE AND REGULATORY PROPOSALS

Three bills introduced in the 99th Congress would amend Section 1886 of
the Socisl Security Act to incorporate payments for capital-related costs

under Medicare's prospective payment system (PPS):

e S. 1345 (Kennedy) and H.R. 1801 (Gephardt), The Medicare
Solvency and Health Care Financing Reform Act of 1985.

e S. 1559 (Durenberger/Quayle), The Medicare Capital Payument
Reform Act of 1985.

e S. 2121 (Durenberger/Quayle), The Fair Deal Capital Payment
Act of 1986.

In addition, the President's fiscal year 1987 Budget indicates that the
Administration plans to include payments for capital-related costs in DRG pay-
aents under PPS starting with hospital cost reporting periods beginning during
fiscal year 1987. This proposal would be implemented through PPS regulations
to be published later this year.

Finally, the Prospective Payment Assessment Commission (ProPAC) recently
approved a series of recommendations regarding methods of payment for capital-
related costs under PPS. These recommendations will be included in ProPAC's
annual veport advising the Secretary of HHS about changes to PP3. The report
is due by April 1, 1986.

The provisions of these proposals are briefly summarized below. In order
to facilitate comparisons among the proposals, the description of each plan is

organized to follow the outline of design issues presented in Section III.B.
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above. Thus, the description of each proposal is divided into sections that
focus on: (1) the proposed method of payment; (2) how the level of payment
for capital-related costs would be determined; (3) the nature of the proposed
transition schedule; (4) proposed rate ad justments and exceptions; and (5)

additional provisions.

A. S. 1346 (Keanedy) and H.K. 1801 (Gephardt), The Medicare Solvency
and Health Cere Pinancing Reform Act of 1985

Effective on January 1, 1986, this bill would establish a 2-year transi-
tional Federal hospital prospective payment system based on DRGs for sll
private payers (excluding Medicare and Medicaid). States would be encouraged
to develop their own cost containment plans that meet certain Federal require-
ments. Hospitals in States with plans approved by the Secretary of HHS would
be exempt from the Pederal plan, while hospitals in States without approved
plans in effect after 2 years world be subject to a stricter Federal all-payer
hospital rate-setting plan. The bill also contains provisions amending the
current prospective payment system under Medicare to include physician costs
and capital-related costs.

Under the capital-related provisions of this bill, the Secretary of HHS
would be required to establish a separate DRG-specific prospective payment rate
per discharge for making payments to PPS hospitals for capital-related costs.
This provision would be effectlve for hospital cost reporting periods beginning
on or after January 1, 1986. The current method of capital payments based on
incurred costs (pass-through payments) would be discontinued for PPS hospitals

(but not for PPS-exempt hospitals).
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Method of Payment

The capital-related rate per discharge for any DRG would be determined by
multiplying:

(1) an updated capital-related base amount, deterwined by calculsting
an updated national average standardized cspital-related payment
anount per discharge during a base period; times

(2) a capital-related DRG weighting factor, deteruined for each diag-
nosis related group by calculating the relative capital-related
resources used in that DRG compared to all other DRCs.

Payment Level

o Base period.--Hospital cost report data from PPS hooﬁitnll for cost re-
porting periods ending during the 5-year period ending with fiscal year 1984
would be used as the base for calculating the capital-related base amount.

e Update factor.--The capital-related base amount would be updated to the
year in which payments are made by the PPS update factor (which is curreatly
determined at the discretion of the Secretary of HHS).

® Return on equity exclusion.--Payments to proprietary hospitals for
return on equity capital would be excluded from the base amount and explicitly
prohibited.

Transition
Thie bill does not provide for a transition mechanism. The bill, however,

does allow for exceptions to be made for individual hospitals under certain
conditions (see below).

Adjustments and Exceptions

o Urban/rural distinction.~~The capital-related base amount would not be
calculsted separately for urban and rural hospitals..

o Regional construction cost adjustment.--The updated capital-related base
amount would be ad justed to account for the effects of regional differences in
construction costs. This adjustment would apply to the proportion of the
capital-related base amount that is attributable to construction-relsted costs.

o DRG nd?ult-ent.—-rhe capital-related base amount would be adjusted to
remove the effects of differences in case mix (the aix of Medicare cases among
the DRGs) across hospitals. Since the capital-related payment amount per die-
charge in any DRG would be calculated by multiplying the updated base amount
times a separate capital-related DRG weighting factor, payment asounts would be
automatically adjusted for differences in the use of capital-related resources
across DRGs.
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e Volime adjustment.--Capital-related payment rates for admissions in
excess of the hospital's base year admission volume would be paid at 40 percent
of the normal rate (50 percent for hnepitals in States with an approved State
plan).

e Indirect teaching adjustment.--This bill does not address the question
of whether the adjustment for indirect costs of medical education would apply
to payments for capital-related costs.

e Exceptions.—If a hospital could demonstrate that its capital-related
payments under this new method would be significantly less than the amount
needed to pay interest, principal, and lease payments for s capital project
obligated before January 1, 1986 (or approved with s certificate of need filed
before February 9, 1984), the Secretary would be required to make additional
capital-related payments to the hospital. However, total capital-related pay-
sents to the hospital fncluding such additional payments could not exceed the
total financial requirements of the project.

Additional Features

o DRG Weighting factor update.--The capital-related DRG weighting factors
would be ad justed at least every 4 years to reflect changes in DRG classifica-
tions and to take into account factors which may change the relative use of
capital-related resources among DRG categories. The Prospective Payment Assess-
aent Commission would be required to consult with and make recommendations to
the Secretary on the need for adjustments to the capital-related weighting
factors, based on its evaluation of scientific evidence with respect to new
medical practices and new technology. The Commission also would be required
to report to Congress on its evaluation.

B. S. 1559 (Durenberger/Quayle), The Medicare Capital Payment Reform
Act of 1985

Effective for discharges occurring on or after October ., 1986, the Secre-
tary of HHS would be required to adjust each hospital's national DRG payment
rates to include an add-on payment for capital-related costs. The current
method of capital payments based on incurred costs (pass-through payments)

would be discontinued for PPS hsopitals (but not for PPS-exempt hospitals).



CRS-34

Hethod of Payment

The capital-related add-on payment would be determined by multiplying:

(1) the national DRG rate for Medicare discharges within each of the
diagnosis related groups; times

(2) an add-on ratio. The add-on ratio would be based on the ratio of
Medicare payaents for capital-related costs to Medicare payments
for operating costs in a base period. Thus, a hospital's prospec-
tive payment rates for operating costs would be increased to cover
both operating and capital-related costs.

During s transition period, the add-on ratio would change from a ratio
based primarily on the hospital's historical relationship between payments for
capital and payments for operating costs, to one based primarily on the national
sverage historical relationship between payments for capital and payments for
operating costs. Thus, each hospital's add-on ratio would combine two ratios:

(1) a8 hospital-specific ratio of Medicare payments for capital-related
costs to Medicare payments for operating costs during & base period;
and

(2) a national aversge ratio of Medicare payments for capital-related
costs to Medicare payments for operating costs for all PPS hospi-
tals in the base period.

At the conclusion of the transition period, the capital-related add-on
ratio would be based entirely on the national average ratio.

Payment Level

e Base period.--Hospital cost report data from PPS hospitals for cost
reporting periods ending during the 3-year period ending with fiscal year 1986
would be used as the base for calculating the national and hospital-specific
ratios. If a hospital was not in operation for all 3 years, the base period
would be all of the complete fiscal years during which the hospital was in
operation before fiscal year 1987.

e Update factor.—-Because the add-on amount is determined by multiplying
the add-on ratio by the DRG rates, the add-on amount automatically would be
updated by the PPS update factor.

e Return on equity exclusion.--The national add-on ratio would exclude
paysents to proprietary hospitals for a return on equity capital. The hospital-
specific ratio would include those pasyments. As a result, payments for a return
on equity would be phased out over the transition period.

Transition

The proportions used to blend the hospitasl-specific add-on ratic with the
national add-on ratio during the transition period would be as follows:
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Hospital-specific Nat {onal
Fiscal year add-on ratfo add-on ratfo
1987 .95 .05
1988 .85 .15
1989 .70 +30
1990 .50 .50
1991 .25 .75
1992 -—- 1.00

In the sixth year (fiscal year 1992) and thereafter, the add-on ratio
would be based entirely on the national average ratio of payments for capital-
related costs to payments for operating costs.

Ad justments and Exceptions

e Urban/rural distinction.-~This bill does not provide for separate add-
on ratios for urban and rural hospitals. However, because their DRG payment
rates differ, urban and rural hospitals would receive different capital-related
payament amounts.

o Construction cost adjustments.—This bill does not provide for adjust-
ments for variations in construction costs across areas.

e DRG adjustment.-~This bill does not establish a separate capital-related
DRG weighting factor to account for variations in capital costs among DRG cate-
gories. Thus, the bill assumes that capital-related costs represent the same
proportion of operating costs in each DRG category.

o Indirect teaching adjustment.--This bill does not address the question
of whether the adjustment for indirect costs of medical education would apply
to payments for capital-related costs.

e Exceptions.--This bill does not provide for exceptions for special cir-
cumstances.

Additional Features

® Section 1122.-——The bill would repeal Section 1122 of the Social Security
Act. Section 1122 authorizes a voluntary program that permits States to enter
into agreements with the Secretary of HHS to disallow Medicare reimbursements
of capital costs associsted vith capital expenditures not approved by the
States' designated planning agency.

e New hospitals.--Capital-related payments to new hospitals (i.e., hospi-
tals that were not in operation for an entire year before fiscal year 1987)
would be based solely on the national add-on ratio with no hospital-specific
proportion, even during the transition period.
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e Use of estimatec.--The Secretary of HHS would be permitted, to the extent
necessary, to use estimates of costs and payments in determining capital-related
add-on ratios. The Secretary would be required to adjust the estimates as new
data become available and to adjust payments to hospitals accordingly.

e Reports to Congress.--The Secretary of HHS would be required to report to
Congress on the appropriateness of the add-on amount for capital-relsted costs
vhenever ad justments to the DRG classifications and weighting factors are made.
The HHS Secretary is currently required to make such ad justments at least every
4 years.

C. S. 2121 (Durenberger/Quayle), The Fair Deal Capital Payment Act of 1986

Effective for fiscal years beginning on or after October 1, 1986, the
Secretary of HHS would be required to include payments for capital-related
costs along with payments for operating costs in a single DRG payment rate.
The current method of capital payments based on incurred costs (pass-through
payments) would be discontinued for PPS hospitals (but not for PPS-exempt

hospitais).

Method of Payment

The hospital's overall PPS payment amount per discharge (before it s
multiplied by the DRG weight) would be determined by adding:

(1) an updated national average standardized capital-related
payment amount per discharge; to

(2) the nonlabor component of the PPS payment amount for
operating costs.

During a transition period, a hospital's Medicare capital-related payment
amount par discharge would change from an amount based primarily on the hospi-
tal's actual incurred capital-related cost per discharge, to an amount based
primarily on an updated national average standardized capital-related cost per
discharge. The hospi:al's capital-related payment amount per discharge in
each DRG during this period would be composed of portions of:

(1) & hospital-specific amount equal to the average capital cost per
discharge incurred during the fiscal year by the hospital as cal-
culated under curreant Medicare reimburesement principles; and

(2) s Federal smount per discharge, sultiplied by the DRG weighting
factor for the DRG. This amount would be the national average
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standardized capital-related cost per discharge incurred by all
PPS hospitals in a base year, updated and ad justed for case mix
and for local differeuces in construction costs.

At the conclusion of the transition period, the capital-related payment
amount would be based entirely on the Federal amount.

Payment Level

o Base period.--Hospital cost report data from PPS hospitals for the most
recent fiscal year for which adequate national data are aviilable would be
uged as a base for calculating the Federal capital-related amount.

e Update factor.--From the base year until the end of the capital transi-
tion period (fiscal year 1993), the Federal portion of the capital-related
payment amount would be updated to the year in which payments are made by a
capital marketbasket inflation factor determined to be appropriate by the HHS
Secretary. For fiscal year 1994 and thereafter, the payment amount would de
updated by the PPS update factor.

e Return on equity exclusion.--The Federal amount would exclude paymeats
to proprietary hospitsls for return on equity capital. The hospital-specific
amount would include such payments. As a result, separate payments for return
on equity would be phased out over the transition period.

e Interest expenses exclusion.--Interest expenses, otherwigse allowable
during the base year, would be offset (reduced) by interest income from aay
source in calculating the Federal base amount per discharge. Thus, interest
income from investment of funded depreciation, grants and gifts and certain
other funds (which are currently excluded from the interest offset requirement)
would be offset against base year interest expenses. The hospital-specific
amount would be calculated under current rules, without this additional interest
offset. As a result, net interest expense would be reduced (as would the over-
all capital-related payment amount) over the transition period.

Transition

The proportions applied to the hospital-specific amount per discharge and
to the Federal amount per discharge during the transition period would be as

follows: —

Hospital-specific Federal
Fiscal year proportion proportion
1987 .95 .05
1988 .90 .10
1989 .80 .20
1990 .65 .35
1991 - .50 .50
1992 .30 .70
1993 .10 .90

1994 —— 1.00
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In the eighth year (fiscal yesr 1994) and thereafter, the capital-related
payment amount would be based entirely on the Federal capital-related amount
per discharge. N

Ad justments and Exceptions

e Urban/rural distinction.—This bill does not provide for separate urban
and rural capital-related Federal base amounts. However, urban and rural hos-
pitals would receive different amounts of capital-related psyments due to other
ad justments.

o Local construction cost adjustuent.-—The Federal capital-related payment
amour:it per discharge would be ad justed for local differences in construction
costs.

o DRG ad justment .—This bill does not establish a separate capital-related
DRG weighting factor to account for variations in capital costs among DRG cate-
gories. Thus, the bill assumes that capital-related costs represent the same
proportion of operating costs in each DRG category.

e Indirect teaching adjustment.--This bill does not address the question
of whether the adjustment for indirect costs of medical education would apply
to payments for capital-related costs.

o Exceptions.--This bill does not provide for exceptions for special cir-
cumstances.

Additional Features

e Section 1122.--The bill would repeal Section 1122 of the Social Security
Act. Section 1122 authorizes a voluntary program that permits States to enter
into agreements with the Secretary of HHS to disallow Medicare reimbursements
of cdpital costs associated with capital expenditures not approved by the
State's designated planning agency.

o New hospitals.--Capital-related payments to new hospitals (i.e., hospi-
tals that were not in operation for an entire year before fiscal year 1987)
would be based on the payment blend for the first complete fiscal year during
which the hospital is operational.

o Use of estimates.—The Secretary of HHS would be permitted, to the extent
necessary, to use estimates of costs and payments in determining capital-related
payment amounts. The Secretary would be required to adjust the estimates as
new data become available and to ad just payments to hospitals accordingly.
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D. The Administration's Proposed Regulatory Initiative

Under a proposal in the President's fiscal year 1987 Budget, the Secre-
tary of HHS would include payments for capital-related costs along with pay-
aents for operating costs in a single DRG payment rate starting with hospital
cost reporting periods beginning on or after October 1, 1986. 16/ The current
method of capital payments based on incurred costs (pass-through payments)

would be discontinued for PPS hospitals (but not for PPS~exempt hospitals).

Method of Payment

The hospital's overall PPS payment amount per discharge (before it is mul-
tiplied by the DRG weight) would be determined by adding:

(1) an _updated national averasge standardized (urban or rural) capital-
related payment amount per discharge; to

(2) the nonlabor component of the PPS (urban or rural) payment amount
for operating costs.

During a transition period, a hospital's Medicare capital-related pay-
ment amount per discharge would change from an amount based primarily on the
hospital's incurred capital-related cost per discharge, to an amount based
primarily on an updated national average standardized capital-related cost
per discharge. The hospital capital-related payment amount per discharge in
each DRG during this perfod would be composed of portions of:

(1) a hospital-specific amount; and

(2) a national (urban or rural) amount per discharge, multiplied
by the DRG weighting factor for the DRG.

The hospital-specific amount per discharge would be the lesser of: (a)
the hospital's updated capital-related cost in a base year; or (b) the hospi-
tal's incurred capital-related cost for each transition year. The hospital's
updated capital-related base amount (item (a) above), would include two compo-
nents: (1) the hospital's depreciation and interest expeuse including offset
of interest income from funded depreciation and charitable contributions, and
excluding return on equity; and (i1) return on equity plus the interest income

lﬁ/ This description is based on fiscal year 1987 Budget documents and
the testimony of Robert Helms, Acting Assistant Secretary for Planning and
Evaluation, before the Subcommittee on Health of the House Committee on Ways
and Means on February 24, 1986.
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offset amouat (for .he same items). During the transition period, the return
on equity sod interest income offset component (ROE/10) of the hospital's
updated capital-related base cost would be subject to a separate phase-out
over 3 years.

The national urban and rural amounts would be determined by the national
average standardized capital-related cost per discharge incurred by all urban
or all rural PPS hospitals in a base year, updated to the year {in which payments
are made.

At the conclusion of the transition period, the capital-related payment
rate would be based entirely on the updated national amount.

Payaent Level

e Base period.--Hospital data from 1983 cost reports would be used as 3
base for calculating the national urban and rural capital-related base amounts.
Hospital data from 1986 cost reports would be used as a base for calculating
the hospital-specific capital-related base amount.

o Update factor.--The national payment amounts would be updated from 1983
to fiscal year 1986 by the fiscal year 1984, 1985, and 1986 capital marketbasket
indexes. For fiscal year 1987 and thereafter, the national payaent amounts
would be updated by the PPS update factor. The hospital-specific base amounts
would be updated by the capital marketbasket index throughout the transition
period.

e Return on equity exclusion.--The national amounts would exclude ray-
ments to proprietary hospitals for a return on equity capital. The hosgital~-
specific amount would include those payments subject to a separate 3-year
phase-out. As a result, separate payments for return on equity would be phased
out over the transition period.

o Interest offsets exclusion.--The national amounts would include net
interest expenses after offset by interest income from funded depreciation and
charitable coatributions (in addition to the types of interest income currently
required to be offset). The hospital-specific amount would include interest
expenses without these additional offsets. As a result, net interest expense
would be reduced (as would the overall capital-related payment amount) over the
transition period.

Transition

The proportions applied to the hospital-specific amount per discharge, and
to the updated national average amount per discharge during the transition
period would be as follows:
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Hospital-specific National
Fiscal year amount amount
1987 .80 (including .75 ROE/IO) .20
1988 .60 (including .50 ROE/IO) .40
1989 .40 (including .25 ROE/10) .60
1990 .20 .80
1991 -—- 1.00

In the fifth year (fiscal year 1991) and thereafter, the capital-related
payment amount would be based entirely on the national amount.

Adjustments and Exceptions

e Urban/rural distinction.--This proposal provides for separate urban and
rural national amounts.

e Construction cost adjustment.-This proposal does not provide for adjust-
ments for variations in construction costs across areas.

o DRG ad justment.--This bill does not establish a separate capital-related
DRG weighting factor to account for variations in capital costs among DRG cate-
gories. Thus, the proposal assumes that capital-related costs represent the
same proportion of operating costs for each DRG.

e Indirect teaching adjustment.-—This bill does not address the question
of whether the adjustment for indirect costs of medical education would apply
to payments for capital-related costs.

e Exceptions.--This proposal does not provide for exceptions for special
circumstances.

Additional Features

e Section 1122.--The Administration has indicated, in materials accompany-
ing the President's fiscal year 1987 budget, that it supports the repeal of
Section 1122 of the Social Security Act. Section 1122 authorizes a voluntary
program that permits States to enter into agreements with the Secretary of HHS
to disallow Medicare reimbursements of capital costs associated with capital
expenditures not approved by the State's designated planning agency. However,
the Administration has not included a proposal to repeal Section 1122 ia the
fiscal year 1987 budget.
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E. The Prospective Payment Assessment Commission's Recommendations

Under recommendations approved by the Prospective Payment Assessment
Commission (ProPAC), the Secretary of HHS would include payments for capital-
related costs along with payments for operating costs in a single DRG payment
rate. AZ] This proposal would take effect for hospital cost reporting periods
beginning in fiscal year 1987. The current method of capital payments based
on incurred costs (pass-through payments) would be discontinued for PPS hospi-

tals (but not for PPS-exempt hospitals).

Method of Payment

The hospital's overall PPS payment amount per discharge (before it is
multiplied by the DRG weight) would be determined by adding:

(1) an updated national average standardized capital-related payment
amount per discharge; to

(2) the PPS payment amount for operating costs.

During a transition period, the national average capital-related payment
amount would be split into payments for:

(a) plant (i.e., buildings) and fixed equipment costs; and

(b) moveable equipment costs.

The payment amount for plant and fixed equipment costs during the transi-
tion would change from an amount based primarily on a hospital's incurred
cost to an amount based primarily on the national average cost. Thus, the
hospital's payment amount for plant and fixed equipment costs in any DRG
during this period would coabine portions of two amounts:

(1) a hospital-specific amount equal to the hospital's
capital costs per discharge for plant and fixed
equipment incurred during the fiscal year, as allowed
under current Medicare reimbursement principles; and

17/ This description is based on recommendations approved by ProPAC on
March 5, 1986. They will be included in ProPAC's sunual report advising the
Secretary of HHS regarding recommended changes to PPS. The report is due by
April 1, 1986.
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(11) a national amount per discharge, aultiplied by the
DRG weight. The national amount would be equal to
the updated national average standardized capital-
related cost per discharge for plant snd fixed equip-
meot, incurred by all PPS hospitals in a base year.

At the conclusion of the transition period, the capitsl-related paymeut
amount for plant and fixed equipment cost would be based entirely on the national
ansount .

The payaent amount for moveable equipment costs would be determined by
the national average standardized capital-related cost per discharge for move-~
asble equipment incurred by all PPS hospitals in a base year, updated to the
year of payment. In defining the national average base amounts for amovable
equipment and plant and fixed equipment, costs attributed to moveable equipament
could not represent more than 40 percent of total capital-related costs in
the base year. Any moveable equipment cost in excess of 40 percent would be
included with fixed equipment costs.

Payaent Level

o Base period.--Hospital data from 1985 cost reports would be used as a
base for calculating the national plant and fixed equipment capital-related
base amount. Hospital data from 1983 cost reports would be used as a8 base for
calculating the moveable equipment capital-related base amount.

e Update factor.--Payments for plant and fixed equipment costs would be
updated from 1985 to fiscal year 1987 by an index of construction costs and
interest rates. Payments for moveable equipment costs would be updated from
1983 to fiscal year 1987 by an index of equipment costs and interest rates.

e Return on equity treatment.--The national capital-related base payment
amounts for moveable equipment and for plant and fixed equipment would include
paymsents for return on equity in the base year. Return on equity payments
would be excluded from the hospital-specific amount for plant and fixed equip-
ment .

Transition

The blending proportions applied to the hospital-specific and national
amounts for plant and fixed equipament during the transition period were not
specified in detsil. The Commission recommended a straight line transition
schedule over a 7 to 10 year period. In the year following the transition and
therafter, the capital-related payment amount for plant and fixed equipment
costs would be based entirely on the national payment amounts.

There would be no transition for payments for moveable equipment costs.
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Adjustments and Exceptions

e Urban/rural distinction.--These recommendations do not provide for
separate urban and rural capital-related Federal base amounts. However,
urban and rural hospitals would receive different amounts of capital-related
payments due to other ad justments.

e Geographical cost adjustment.--ProPAC would study whether adjustments
for geographic variations in capital-related costs are appropriate.

¢ DRG adjustment.--These recommendations do not establish a separate
capital-related DRG weignting factor to account for variations in capital costs
among DRG categories. Thus, capital-related costs are assumed to represent
the same proportion of operating costs in each DRG category.

e Indirect teaching adjustment.--Under these recommendations the ad just-
ment for indirect costs of medical education would not be applied to the
capital-related portion of DRG payments.

e Exceptions.--This proposal does not provide for exceptions for special
circumstances.

Additional Recommendations

o Reexamination of other PPS adjustments.--The Secretary would be urged to
reexamine PPS ad justments, such as the adjustment for indirect medical education
costs, in effect at the time capital-related costs are included under PPS.
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Senator DURENBERGER. The hearing will come to order.

Today’s hearing is devoted to Medicare capital payment reform.
Capital expenditures were exempted from the part A prospective
payment system when PPS was created 3 years ago. But the Con-
gress made clear its intention to include capital in the system, and
set itself a deadline of October 1, 1986.

In the meantime, the Secretary of Health and Human Services
was instructed to prepare legislative recommendations to fold cap-
ital payments into PPS.

Last November, this subcommittee heard testimony from the
Acting Assistant Secretary for Planning and Evaluation for HHS
reviewing the progress on the HHS study of this issue. Since that
time, the administration has made public its proposal for incorpo-
rating capital payment into the prospective payment system
through regulation. This proposal calls for a 4-year transition
period. According to the President and budget figures, it would
reduce capital payments to American hospitals in fiscal year 1987
by $456 million and through fiscal y. 2r 1991 by $11.5 billion.

The Medicare financing reforms begun by the Social Security Act
Amendments of 1983 were designed to save money, to save money
for those who benefit from and those who finance the Medicare
trust fund. They were not designed to actively undermine the effi-
cient as well as inefficient hospitals. It was not the intent of the
97th Congress in 1983 nor the intent, I believe, of the 99th Con-
gress today to use reform of Medicare payment system for deficit
reduction.

Recently, I introduced with my good friend and colleague from
Indiana, Dan Quayle, S. 2121, a proposal to incorporate capital ex-
penditures into the prospective payment system. The title of that
bill is the “Fair Deal Capital Payment Act of 1986,” and the name
has drawn a few snickers since its introduction.

There was a particular reason for choosing that name, and it had
nothing to do with Harry Truman. Some of you have heard me talk
about prospective payment as a contract between the Federal Gov-
ernment and the health care industry. It is a deal we struck to im-
prove the way that health care is financed and delivered in our
Nation. But if PPS is a deal, it has to be a fair deal. And both sides
have to stick to the original terms of this social contact.

Health care providers cut costs and improve both efficiency and
quality of service. Washington gives providers realistic and rational
payments for the services rendered. In fact, some in Washington
would have us renege on that deal using Medicare as a whipping
boy for a bloated Federal budget fed by irresponsible spending poli-
cies in other areas.

This should not and will not continue. Any savings from part A
reform—and they are substantial—must benefit the Medicare trust
fund for future beneficiaries; not continue wasteful spending for
this generation.

The hearing this morning will provide an opportunity for Sena-
tor Quayle and myself to perfect S. 2121. It is our intent to take
this proposal, refine it and see a capital payment policy in law by
October 1 of 1986 made by the Nation’s policymakers; not by its
regulators.

62-577 0 - 86 - 3
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Despite the personal popularity of our President and the unpopu-
larity of his incredible national deficit, this is still a nation of laws
rather than of men.

The chairs and the ranking members of the authorizing health
subcommittees carried that message to the Secretary of HHS yes-
terday. This hearing should provide a similar message today.

So now let us see what we can all learn from those who are
expert in the details and the cost of hospital capital investment.

Let me begin with my colleague from Indiana, a leader in the
health care issues in this Senate and this Congress from labor and
human resources, Dan Quayle. Thank you for being here, Dan.

STATEMENT OF HON. DAN QUAYLE, U.S. SENATE, STATE OF
INDIANA

Senator QUAYLE. Well, thank you very much, Mr. Chairman.

Let e just ask to have my statement included in the record, and
then 1 will just make some summary comments.

Senator DURENBERGER. It will be made part of the record.

Senator QUAYLE. Mr. Chairman, I certainly agree with you that
we need to reform the capital payment system. I believe that we
ought to do this as effectively and fairly as we can, as you have
pointed out. I do not believe that this capital payment legislation
that I hope will be passed is going to be used to relieve the short-
term problems in the Medicare Program. Obviously, there are
going to be some short-term savings there. But where the savings
are going to come is in the long term. And in the long term, there
really will be some meaningful savings. And so I congratulate you
and am delighted to work with you on this legislation.

I might point out for the record that we have already modified
our proposal at least one time; perhaps we will have to modify it
again as you move through these hearings today_and look at how
we are going to proceed on the legislative track.

But I did want to stop by and to enthusiastically urge this Com-
mittee to pass this legislation. I believe as we look at this legisla-
tion we ought to consider our options. I suppose one of our options
would be not to pass anything. If, in fact, that happens, then we
are going to have to deal with the administration’s regulations on
capital that are going to take effect.

Those are basically OMB regulations. Let us call it for what it is.
They see a lot of savings. To refer to it for conciseness sake, these
are OMB regulations. And they are interested in savings. That is
it. While I understand their constraints, I feel we have a responsi-
bility to look at this in a broader context than just budget calcula-
tions and look at its impact on hospitals. We have got to look at
this in the broad context of what can be done in the long term.

Also, we must consider what will happen if we do not take any
action. What may happen in the worst case, if we do not do any-
thing, is that the administration’s regulations will go into effect
and we do not do anything dealing with the mandatory section
1122 requirement we put in the prospective payment back in 1983;
1122 kicks in and you have got mandatory certificate of need. That
is the worst case scenario, but it is a scenario. And it is something
that could possibly happen.
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So, therefore, I think it is absolutely imperative that we move
forward in the implementation of the prospective payment system.

I congratulate the chairman in his leadership that he has demon-
strated in this area. I think that this legislation is a good step for-
ward. And I also think that the transition period is reasonable. We
have worked on this and have adjusted the blend of the hospital-
specific rate the national rate so that the new system really does
not kick in too much until the third or fourth year. A 7-year transi-
tion, I think, is a good, happy medium point. And I know that the
chairman and many of us have been working and trying to strike
that balance. And I think it is a good balance, and one that I hope
that would be acceptable as we move forward.

In conclusion, Mr. Chairman, I think it is imperative that we do
work together. I thank you for the cooperation that you have given
to me and to the Labor and Human Resources Committee. I think
it is also imperative that we get together with the interest groups
out there and the administration. We cannot just let those partici-
pants stand on the sidelines and not to be a part of this.

But I really feel that it is our responsibility to pass legislation. I
think we have made a commitment in past legislation to move for-
ward. I think you are taking the right approach. And I might also
point out that as we come to a final conclusion on what we are
going to do on this legislation, how it is going to affect hospitals,
rural, urban, all of them on these rates, that you also have a little
bit greater responsibility than I as you look at this whole tax
reform bill, and to coordinate any new tax measures that may have
an impact on the capital investment of these hospitals. That is a
different issue and something we could discuss at a different time.

But as we move in this area and begin to implement a DRG-type
system for capital cost as we have for the operational side, the tax
bill and particularly the tax-exempt bonds for financing and those
types of things are going to have to be examined as well.

So, Mr. Chairman, I am delighted to be here today to put in my 5
cents worth and congratulate you for moving this forward. And I
look forward to working with you in this area.

Senator DURENBERGER. Dan, thank you very much.

[The prepared written statement of Senator Quayle follows:]
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STATEMENT OF U.S. SENATOR DAN QUAYLE (R-IN)
BEFORE THE SENATE FINANCE HEATH SUBCOMMITTEE
ON MEDICARE CAPITAL PAYMENT REFORM
March 14, 1986
Mr. Chairman, members of the Subcommittee, it is a

pleasure to be here today to discuss Medicare payments for

capital costs. 1 appreciate this opportunity.

In 1983, when Condress enacted the Prospective Payment
System (PPS) for hospital inpatient services it decided
against incorpcrating capital related expenses into the PPS
immediately but instead set October 1, 1986, as the deadline
for making a determination as to how to treat these
expenses, That date was selected to allow sufficient time
for the development of an alternative proposal to deal with

capital costs,.

When it became apparent last session that little
pregress had been made by either the health care industry or
the Department of Health and Human Services in developing a
viable solution, Senator Durenberger and I co-sponsored a
bill designed to reform capital payments. At the tirme we
introduced our first bill, §. 1559, we noted that its
purpose was to get the ball rolling on capital payment
reform and to put this subject on the agendas of all parties
involved-~the hospitals, the Administration and the
Congress. In that regard, I believe our original bill

served its purpose.
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The new proposal, S, 2121, that Senator Durenberger and
1 introduced on Februrary 27, crepresents a substantial
revision of our orginal bill that was achieved after much
work and consultation with the affected parties, I feel
strongly that this new measure is fair and equitable,
particularly in light of the Administration's

proposal,

I would urge the members of this Subcommittee to reject
the Administration's premise that capital payment reform is
a subject that should be appropriately addressed through
regulation instead of legislative action. When Congress
passed the statute to implement the prospective payment
system, it made it quite clear that the decision concerning
the integration of capital costs into the PPS was to be made

by legislative action and not regulatory fiat.

Furthermore, I would urge the Subcommittee to reject the
Administration's decision to use capital payment reform as
simply a budget cutting exercise, The ultimate goal of
capital payment reform should be to change the incentives
for capital investment so that they will be based on
rational economic principles employed in almost all other
industries. I believe that such an approach will ultimately
save considerable dollars for the Medicare Program., Fiscal

constraint should not mean the imposition of arbitrary
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teasures which could well have drastic effects on our health

‘are delivery system,

Briefly, S.2121 modifies the current reimbursement
ystem for capital payment by adding on a percentage for
apital costs over a seven-year transition period with the
ajority of the transition taking place in the later years,
uring the transition period, Medicare hospital
eimbursements for capital will consist of blended
roportions of a hospital specific capital payment rate and

national capital payment rate. The hospital specific
ortion will be the allowable capital costs actually

ncurred by a given hospital; .thus, the hospital specific
ortion will continue to be passed through on its current
ost basis over the transition period. This transition
eriod should be sufficient to avoid serious financial
isruption to those hospitals that are highly leveraged in
apital investments when the proposal is implemented. At

he same time, the transition is not so lengthy that it will
npede the efficiency of the prospective payment system for

perating costs,

Our bill will encourage all hospitals to behave more
tficiently with regard to their capital expenditures. For
te first time, strong incentives will be in place for

»spital managers to minimize the overall costs of new
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investments by selecting the right firancial mix and by
making capital investment decisions that are sensitive to

marketplace conditions, -

In recent discussions of capital payment reform, I have
heard interested parties express their concern that the
integration of capital into the prospective payuent system
could adversely affect our efforts to deal with the problem
of indigent care and also have a detrimental impact on new
technology and on rural hospitals. While all of these
concerns are certainly legitimate, they really have no
bearing on capital reform, Whatever form that capital
payments may take, they are not going to solve our
society's health care needs of the poor. As for capital
reform's effect on new technology, any adverse #mpact—really
relates to the adequacy of the rate for the individual DRG
in question. Similarly, where rural hospitals are
concerned, the real problem relates to the adequacy of the
payment between ‘rne urban and rural classification--and
Congress has taken some steps to address these kinds of
inequities through the establishment of rural referral

centers,

We in the Congress must remember that if we are unable
to meet our own self-imposed deadline of October 1, 1986,

for passing a canrital bill, then Section 1122 of the Social
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Security Act will become mandatory for all States, Neither
Section 1122 nor its counterpart under our health planning
law, the Certificate of Need Program, has been successful in
containing health care costs, If anything, both of these
programs have acted as a disincentive to the development of
a competitive health care marketplace, To put States in the
position of having to participate in such a regulatory
program would only be to repeat our previous mistakes by

giving new life to failed policies of the past.

At the same time that I recommend our bill for your
consideration, I urge this Subcommittee to coordinate its
actions on Medicare capital payments with its actions on the
provisions of the tax reform bill that will affect hospital
capital investments, such as tax exempﬁrbonds and the
refunding of debt capital. Clearly, it would be quite
unfair not to look at the ramifications of such cummulative

actions.

I urge the Subcommittee to take action on capital
payment reform. The time has come for us to move forward on
this issue and to stick to the deadline we set for
integrating capital costs for Part A reimbursement into
Medicare's new prospective payment methodology. Hospital
capital costs represent only approximately 7 percent of

Medicare's hospital pavments., However, capital payments
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significantly affect Medicare's expenditures for operating
costs., It is now time for us to address this issue and to
align the incentives for capital reimbursement with the

prospective payment system.,

Thank you again for the opportunity to testify, I
appreciate your time and attention, and I look forward to

working with you on this issue,
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Senator DURENBERGER. I think one of the concerns that both of
us have in approaching this issue is that both the definition of
“capital” and the definition of “hospital” is sort of up in the air
these days. And you referred to the other obligations that I have
sitting up here. For example, for tax-exempt bond treatment in the
Tax Code. And probably nowhere more obvious as we approach
that issue—how complex this issue is becoming in this particular
business.

It may not be true in highway building, and it may not be true
in solid waste disposal or prisons or something like that, but, clear-
ly, this is an industry in transition. And the difficulty that we face
as policymakers in wanting to make some money while we are
doing this process is that the people that are really going to make
monei/ for us are the providers. We are not going to save money
ourselves by hacking away at the spending side. They are the ones
that can save money for us by changing the way they use facilities.
And we can help tKem change the way they use facilities by the
way we deal with the financing of those facilities.

So I appreciate very much your contribution to this effort and in
the area of health planning and the other areas that are sort of
relative to this issue.

1 think one of the things we can count on is that this body and
our counterparts on the House side are going to act this year on a
piece of legislation. That is the message we tried to leave with Sec-
retary Bowen yesterday. That he may have a June 2 deadline of
some kind to go to regulation, but we also have an October 1 dead-
line to go to legislation; we intend to make that.

So thank you very much.

Senator QUAYLE. Thank you, Mr. Chairman.

Senator DURENBERGER. Our next witness is Bob Helms. All right,
Mr. Robert Helms, Ph.D., Acting Assistant Secretary for Planning
and Evaluation, Department of Health and Human Services.

STATEMENT OF DR. ROBERT HELMS. ACTING ASSISTANT SECRE-
TARY FOR PLANNING AND EVALUATION, DEPARTMENT OF
HEALTH AND HUMAN SERVICES, WASHINGTON, DC

Dr. HELms. Mr. Chairman, let me say I am, again, happy to be
here. It is my pleasure to start off by presenting you with a copy of
the report to Congress, ‘“Hospital Capital Expenses: A Medicare
Payment Strategy for the Future,” which the Secretary has this
morning presented to the Congress.

[The document is in the official committee files.]

Senator DURENBERGER. This is a version of Carolyn Davis’ tee-
shirt. [(Laughter.]

Do not tell them what I did, Randy. [Laughter.]

We know at least half your heart is in there, Bob. We would not
toss it.

Dr. HeLms. I will not read my statement, but ask that it be sub-
mitted for the record.

Let me also just take this opportunity to thank the numerous
people that have worked on this report for 2 years. It has been a
frustrating project for a lot of us. I would especially like to thank
Randy Teecg, Kathy Means, and Bonnie Lefkowitz who at one time
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or another headed this project in my office. There were numerous
other people that also worked very hard on it.

Let me say also that my Xerox budget has been cut, and this has
been presented to NTIS and also the Commerce Clearing House. It
should be available very soon.

I would ask all the people around town—they never complain
about Xeroxing leaked documents—so I would ask them please to
pass this one around, too.

The comments which I submitted for the record are taken from
the recommendation chapter of the report, so without further ado,
I would just say that I am prepared to go through our proposal
using the charts, if you would like to do that.

Senator DURENBERGER. I think, Bob, that would be a good idea.
And if you would sort of—maybe you can even put the thing up
there. The reason we are going to go through it is so everybody in
the place can see this.

Dr. HELMS. Let me say copies of the charts we will be using are
included in the packet of the testimony.

Senator DURENBERGER. Everybody in the place have a copy of his
testimony? No. If not, let us put the charts up there so we can all
watch them.

While you are doing that, let me endorse for everybody who is
here and those that may read about this hearing—and I will just
repeat what I said last November, I think, and that is my personal
compliments to not only to Bob Helms but to Randy and Kathy
Means who is no longer part of the team, and to Bonnie Lefkowitz;
that I think that the people who were personally involved over the
last 2V, years in this study have produced an awful lot of very val-
uable information for all of us with a relatively small budget, but a
high level of personal competence and commitment to this process.
And the fact that the politics of the moment do not permit what in
my opinion might necessarily be the personal opinions of the inves-
tigators here being reflected in the recommendations of the admin-
istration is in no way a reflection on their individual talents or
commitments to the analysis of this very serious issue.

So, Bob, with that.

Dr. HELms. All right. I am ready to start.

Thank you very much for your remarks. Let me say that since I
was here last time, this policy is part of the President’s budget. It
does have savings in it, but I would point out that I think our pro-
posal—there is a lot of good information in the report for looking
at options; information that, I think, will be helpful to anyone here
on the Hill and in the industry. I do ask people to read it carefully.

I would characterize our approaches, your bill and ours, as
having a lot in common. Ours saves more than yours, obviously.
But it does have a lot of features in common.

And I will say again we will be very willing to try to work with
you and the Congress in whatever you do between now and June 2
and also between now and October 1 to provide you with what in-
formation and analysis that we can.

Now the approach that we adopted is to incorporate capital pay-
ment amounts into the nonlabor portion of the PPS standardized
amounts.
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I am %oing to work off this chart. We were supposed to have two
stands, but we don’t, and I would just ask you to put that down
below there. And, hopefully, you can see that.

But I think the advantages are that it links the payment—as
does your proposal—to Medicare patient volume, and not to the
asset value of each hospital as under cost-based reimbursement.

It also encourages prudent investment. In other words, it gets
away from the criticism of the old cost-based system which was
that people had an incentive to maximize capital revenue.

It also has the advantage of creating a set of incentives so that
we think hospital management will look at capital investment not
in terms of how to game the reimbursement rules but in terms of
what is economically efficient for that particular hospital in its
market, given its local prices for capital and other inputs.

And, also, we would argue it eliminates the needs for health
planninﬁ. And we applaud your efforts to repeal 1122,

As a kind of review, this chart is a very simplistic view of how
we calculate the DRG payments for each hospital now under the
sg;stem for operating costs. It divides the average payment of a dis-
charge into a labor and nonlabor portion—in order to adjust the
labor portion by the wage index.

What we would do in our proposal is incorporate the capital and
noncapital components into the nonlabor portion so that you would
come out with a standardized urban and rural rate. That then gets
multiplied by the DRG weights to distribute payments more for
those DRG’s which are more resource intensive and less to those
which are less resource intensive; :

So in that sense, when we include capital in here—nonlabor por-
tion—those hospitals that are treating more of the more intense
DRG’s will get more capital payment over time, as you phase this
in. That is the basic approach that we are proposing.

Now the computation of the national rates—we are saying that
we would go back to 1983 audited cost reports to compute the na-
tional rate. We will take out return on equity and interest offset,
and we will then update this amount. There are two ways we could
do this. We could do it by the percent increase in capital expendi-
tures, which are increasing at about 17 percent, I think, since that
time on an annual basis. 81' you can use a price index for capital.

HCFA has a component for capital in its market basket calcula-
tion. We think it still needs some more work. But you can update
that 1983 amount to 1986 with it or a similar inflator for the oper-
ating and capital payments. After that, the ug:iate factor would be
the same. It wouls be incorporated into the Secretary’s decision of
the annual update factor for the whole PPS system. And that
would occur throughout the transition to the national rate and
every year thereafter.

Now let me talk about the transition. We are proposing—very
similar to the one in your proposal, but shorter—a 4-year transi-
tion period for interest and depreciation. This would decline on the
hospital specific amount by 80, 60, 40, 20 and by the fifth year,
1991, it would be all in the national rate.

We have a separate 3-year dphaseout of return on equity and in-
terest offsets. And that goes down from 75 percent of that amount
in 1987, 50 percent, 25 percent. And then by 1990, it would be zero
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rcent. That is different simply because we took the reconciliation
anguage of 3 years and adopted that rather than not have any
phaseout of those two items.

Senator DURENBERGER. And the major difference, Bob, with our
proposal in this is in the relationship between the national rates
portion and the—you want to explain it to everybody?

Dr. HELMS. You have two major differences here. One, you have
extended the transition to 7 years, a true 7 years. And, also, you
have what we call an uneven blend. In other words, instead of re-
ducing yours on a straight line basis, you have kept the hospital
specific payments relatively high in the early years starting off at
95 percent, 90 percent and so on.

he other thing you have done—and all of these make it easier
on those hospitals who have high capital obligations—is to use
actual cost reports for each year.

What we are proposing instead is to freeze the hospital specific
amount to 1986 levels and then update it by a capital index.

Senator DURENBERGER. What is the difference between the two?
What is the impact of one versus the other? The rolling base versus
the index adjusted 1986 base?

Dr. HELms. Well, actually, I am getting ahead of myself, but we
would actually have a “lower-of”’ provision. :

Senator DURENBERGER. All right.

Dr. HeLMs. But to answer your question, the essential difference
is that ours would freeze it on the rationale that there has been a
lot of capital investment out there that is probably inappropriate,
and we would like to freeze it. It saves us some money.

Under the rules now, a hospital is allowed to put onto the cost
reports, when it comes on line with a new investment or new
equipment, the interest and depreciation for that year. If that ha
pens after the start of the transition in your system, they would
get the blended amount. In other words, in the first year, 95 per-
cent of that amount.

In our proposal if that happens, they would not be allowed that.

Let us go ahead t> the next chart.

S;enator DuURENBERGER. This where we get to define inappropri-
ate?

Dr. HeLmMs. Right.

Senator DURENBERGER. Is that the word you used?

Dr. HELms. What we have here is just some evidence on what
has been happening in the bond market, and to just show you that
there has been excluding refinancing, a big increase in bonds, hos-
pital bonds, issued in 1985. As you well know, this had to do with
some expectations about the treatment of tax-free bonds, but it cre-
ates a problem for us in the sense that this is all tied to future
plans for additions to capital. We see that as a potential addition to
the allowable capital costs in future years, and a big cost to us.

Senator DURENBERGER. What would the refinancing chart look
like? Or how much would it add? What is that in dollars for 1985?
Twenty-one?

Dr. HeLms. That is $21 billion.

Senator DURENBERGER. How much refinancing was done last
year? Do you recall?

Dr. HeLMs. We do not know that now.
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Senator DURENBERGER. Do you have a ballpark figure?

Dr. HELms. We were told that this excludes refinancing and we
are trying to get that information. We do not have it yet.

Maybe some of the other people tesiifying later this morning can
answer that.

Senator DURENBERGER. Hopefully, they will.

Dr. HELMS. Let us go ahead to the next chart.

This is a review of how hospitals will be paid under our proposed
system. The current payment really refers to the operating cost
payments where we have the current labor and nonlabor standard-
ized amounts computed differently for urban and rural hospitals,
times the DRG weight. For the teaching hospitals, that amount
gets multiplied by the indirect medical education adjustment.

The capital payment comes in two parts also. The first one is the
national rate which takes the blending percent, such as 80 percent
in the first year, times the capital national amount—which would
be the standardized amount. This account gets multiplied by the
DRG weight, as I said earlier, so that the capital amount, which is
glﬁ Gnational rate, reflects the intensity of use of resources in each

On the hospital-specific side, we would pay the blended percent
such as 80 percent in the first year of a hospital’s specific deprecia-
tion and interest, what is on their cost reports in 1986, updated by
that index factor to 1937.

We would then take a different blending percent such as 75 per-
cent in the first year for the return on equity and interest offsets.
However, to avoid paying an inflated amount to those hospitals
whose cost reports would have declined anyway, we have a “lesser-
of”’ provision in there to pay the blended percent times what is on
the actual audited cost reports for that year.

Of course, there is a lag. When you get the information, HCFA
has normal procedures for starting out on the basis of estimates
and then making corrections after the audits are done.

The rationale for this is that the percent change in capital ex-
penditures is at the top of the chart. You can see the actual ex-
penditures in red at the bottom of the chart. But the percent
changes have really stayed up around 17 percent per year in terms
of the total capital expenditures that have been paid out by Medi-
care at the same time that the occupancy rates in hospitals have
been going down. We have created a situation here where hospitals
have still been pumping out a lot of money into capital. HCFA is
obligated to pay for that under cost reimbursement, at a time when
occupancy rates are going down.

I do not think we have a chart, but included in the packet is data
on occupancy rates in MSA’s. This chart is in your packet. When
we adjust occupancy for length of stay, we have about 11 percent of
the MSA'’s with occupancy rates that are under 60 percent, and ap-
proximately 55 percent of the MSA’s have occupancy rates which
are 60 to 70 percent. So we do have a good deal of excess capacity
out there in hospitals.

Of course, I will point out—I am sure the point will be made that
has been made to us by the hospital industry—that a lot of this so-
called excess capacity is a result of people being unwilling to give
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uf on licensed beds because of the trouble they have had with the
planning process.

This is a rather complicated chart, but let me try to explain it
this way: Several years ago there were numerous experts who were
making estimates about what future capital requirements were
going to be in the hospital industry. We commissioned a study to
take a look at all of these independent studies. And one of the
things that they found was capital expenditures, in the decade
from 1986 to 1990, were very sensitive to their assumptions, par-
ticularly about inflation and utilization. They were also sensitive to
the assumptions about HMO enrollment and the renovation cycle.

Under the assumption of 5-percent inflation, a 30-year cycle,
HMO enrollment up near 32 million by the end of this decade, and
constrained utilization, the projection said that we would need ap-
proximately $70 billion in the hospital industry for capital require-
ments in that decade.

We estimate that our proposal will still pay out about $46 billion
over this period of time. In other words, what we are trying to say
is that is going to be approximately 65 percent of the capital re-
quirements over this decade.

Medicare’s historic share is centered around 40 percent, which
would calculate to something like $28 billion. So how good are the
assumptions behind this estimate of future capital requirements? I
would ask you to look at some other charts here which are includ-
ed in the packet.

Here we have projections for total admissions for hospitals which
look rather steady here, and also admissions for those over age 65.
There is a little increase to reflect the aging of the population here.

May I have the next one?

At the same time, we see actual data that total patient days in
hospitals have declined. And, of course, this is a direct result of the
drop in the length of stay.

As an economist I have to be cautious about predicting future in-
flation rates. You know, economists do not have a very good record
at this. But the official projection in the trustee’s report and from
the Government accounts and so on are for modest increases in the
inflation rate, but very close to the 5-percent level assumed in that
$70 billion figure. So you can make your own guesses about infla-
tion.

But my point is that even if you take these assumptions and say
that $70 billion is maybe an underestimate, we might have more
inflation and so on, we think that under this proposal we are still
going to be paying out a relatively high amount compared to Medi-
care s historical proportion for paying for capital.

HMO enrollment is also important. That projection was talking
about 32 million enrollment by 1996, but projections are now that
we will reach 30 million by 1988. We are around 20 million now.
And the projections are that this will increase. As you know, this
administration, as well as you, has been out there pushing HMO's.
And all the hospital magazines that I read lead me to believe there
is a great deal of actively, not in just federally qualified HMO’s,
but all kinds of other at-risk I)lans. They attempt to save money by
keeping people out of hospitals and treating them by more efficient
forms of care.
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That concludes the presentation. I tried to go over this rapidly. I
think it explains our approach. And as I said before, we will do our
best to supply information and anal{lsis to you as you in Congress
proceed on this in the next few months.

Senator DURENBERGER. Let me ask you to respond to the recom-
mendations of the Prospective Payment Assessment Commission
which I think came out in the last few days relative to capital, one
of which—I mean if you are not familiar with all of them—I mean
one of the concepts, obviously, fyou are familiar with is the possibil-
ity of treating the two kinds of capital investment differently. One
for fixed capital, the building and the real estate, and the other
being the so-called moveable equipment that goes into the delivery
of health care.

Suppose.we were interested in sort of a two-part approach to this
system as PRO PAC has recommended that we should be. What
would your reaction be to that?

Dr. HeLms. Well, first of all, I have not had a chance to look in
any detail at PRO PAC’s recommendations. We certainly looked at
that issue a great deal. And it is one of several things. I would ask
p}elaople to go back and think about what is the purpose of doing
this.

Senator DURENBERGER. Purpose of doing what?

Dr. HeLms. Of separating out fixed and moveable capital.

Senator DURENBERGER. Because they are two different kinds of
investments, I take it, for very different purposes.

Dr. HELMms. Right.

And I think the notion that somehow with moveable equipment
you can go ahead and put that into the national rates and then the
fixed equipment is longer lived and there are more bond obliga-
tions for that, and, therefore, you ought to space that out over
time.

However, we looked at all of these proposals on the fixed and
moveable equipment and really thought a better way to get at this,
if this is what you really want to do, is to do the things that I think
you have put into your proposal—extend the transition, make it an
unleven blend. All of those things help the high capital cost hospi-
tals.

We have problems with trying to break out fixed and moveable
or old and new assets. We tried to avoid all of those things because
we think we put HCFA, who has to administer this thing, in the
very difficult position of making these distinctions. It is, I think, an
unnecessarg complication.

Senator DURENBERGER. But the problem is you and I really need
to put ourselves in the position of the chairman or the board of
trustees or something like that of a health center or hospital or
whatever we are going to call them. And each of them is somewhat
differently situated. Some people probably can make equipment
purchases. We will assume that everybody each year has to make a
certain amount of equipment purchases.

Some people are doing well enough so they can make them out of
current earnings or some kind of a set aside from current earnings
so they do not have to go to the debt market. But even that has a
cost associated with it.

Dr. HeLms. Right.
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Sen.ator DURENBERGER. Some other people have a paid off facili-
ty, not a lot of debt against their equity, and they have got a lot of
borrowing capacity. Now then there is a second kind of person who
just built. They have got the $500 million or $100 million hospital,
building, land, sitting out there. And over time, what is inside that
$500 million investment with its big debt service hanging over it
has to be remodeled and new technology and whatever.

But they are differently situated in terms of their capital. A
third or fourth or whatever it is I am on now kind of an institution
would be one that I think of as akin to the farmer who owns a
$3,000 per acre farm and all of a sudden it is only a $500 per acre
farm. I mean there are devalued hospitals in this country, and not
all of them are going up in value or even staying even in value.
Some of them because of location, because of the competition
factor, whatnot else, may be going down in the overall value or
equity in the facility. And yet they need to deliver certain competi-
tive quality medicine. And to do that, they need to make an annual
set of investment.

But it strikes me that one of the reasons you pull apart or even
consider pulling apart the moveable, so-called, equipment invest-
ment in this kind of an approach from the capital is because differ-
ent hospitals are differently situated in terms of their access to
being able to finance this.

How would you react to that?

Dr. HELms. Well, if you are saying that you would go ahead and
include moveable equipment in some kind of plan and keep the
fixed equipment as a passthrough, I mean one of our objectives was
to get out——

Senatcr DURENBERGER. Not necessarily. Forget the passthrough
issue, the old capital, new capital kinds of issues. Just thinking
about ongoing. Would you set up a different factor in your prospec-
tive payment system for moveable from the factor that you would
set up for fixed?

Dr. HeLms. Well, if I understand—and I am not sure I do—but if
I understand your question, I think that if we did that it would be
very complicated. I could never really understand—if you are just
concerned about the hospital’s revenue, the approach we have
taken with this thing is to maintain a sufficient amount of revenue
compared to what they got under the old system. Have a transition
which keeps revenue relatively high early on and gradually goes to
the national rate. As long as hospitals are getting sufficient reve-
nue that's all that matters. Developing a different payment system,
for the different classes of capital, I find unduly complicated be-
cause you then put HCFA in the situation of having to distinguish
between the two types of capital.

That is a difficult auditing problem. Some people say, well, it is
no problem, but, believe me, when you get to dealing with these
kinds of accounting issues, there are always people who are going
to try to figure out ways, as we think they are doing now with op-
erating and capital, of moving one to the other, whichever is to
their advantage.

Our whole approach is to get it into one payment where the hos-
pital gets the money they need and then they decide how they
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want to use the imputs; not to keep a separate payments system
for the two classes of capital.

Senator DURENBERGER. And 1 have not read it, but I have been
given to understand secondhand what they are recommending is,
in effect, they are probably dealing with the transition. Nobody
argues that at some point in time, 4, 7, 10 years out there, there
will be a percentage factor zdded onto each DRG to reflect capital
in the larger sense.

But I think what they said that dealing with the equity as be-
tween institutions the variability in capital cost is, among institu-
tions, largely on the fixed investments. That most hospitals, DRG
by DRG, will have a much more comparable over the next 4, 7, 10
years, plus their historic carryover, comparable kind of capital in-
vestment needs as far as moveable equipment is concerned. Where
the variations will come will be in what they walked into 1986 with
in terms of debt service on their facilities.

Dr. HELMs. It is agreed that hospitals have different situations.
They are in different points in their investment cycles and so on,
and that was certainly the whole theory behind a transition system
of keeping the hospital-specific part high in the first years. What-
ever their situation is, they continue to get what they have been
putting on the cost reports or a percent of it.

Senator DURENBERGER. How much does the Department estimate
will be the national average standardized capital payment amount
in fiscal year 1987 under its proposal and under S. 2121?

Dr. HELMS. As you know, HCFA is developing the regs and would
have to compute this un the basis of the annual update and the re-
lated data. But we think that our standardized amounts and yours
would be the same and about $300 on the urban rate and about
$180 on the rural rate.

But that is not how much they are going to get per discharge.
Remember, on both of our plans, they are going to be getting, in
the first year, a very large portion of what they were getting per
discharge on the hospital-specific side.

Senator DURENBERGER. On what basis does the Department of
Health and Human Services conclude that it has the legal author-
ity to implement its capital reimbursement policy by regulation?
Hf?s tgxere been a written legal opinion from legal counsel to this
effect?

Dr. HELMS. Yes, there has. Both ours, and I think also the Con-
gressional Research Service has come out with a similar interpreta-
tion.

The legal interpretation that we have is that we have to proceed
by regulations until such time as the Congress passes a different
plan. And, therefore, the Secretary is obligated to go ahead with
this, and those regs are in preparation.

Randy has reminded me that the interpretation is that unless we
}t::ve a reg in place, we cannot pay for capital after the 1st of Octo-

r.

Senator DURENBERGER. Thank you.

Max, do you have a statement or questions?

Senator Baucus. Thank you, Mr. Chairman.

Dr. Helms, Senator Durenberger, probably because of the bills in-
troduced and because of his position as chairmen of the subcommit-
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tee, has asked a lot of general questions. I generally agree with the
uestions that he has asked, but I am going to ask you questions
that deal much more in the specific area with rural America.

The first question is: If you could help us, what is the degree to
which the capital cost proposals for sole-community providers is
the same or different from the way the proposal treats operating
costs. )

Dr. HELMs. What we are proposing for capital for the sole-com-
munity providers is to, in essence, carry out the present payment
policy for all these hospitals. As you know, there are certain stand-
ards that the people have to go through to be qualified as a sole-’
community provider. There are roughly 380 hospitals in the coun-
try that currently qualify.

Generally, that policy is designed to identify those which are out
in rural areas that are isolated for various reasons—geography or
weather conditions or distance and so on. We are proposing that on
the capital side they would still get the same percent as on the op-
erating side. They would get 75 percent of their cost on the hospi-
tal-specific basis—the same as on their the operating side—and 25
percent on the national rate. We actually think that because of
this they will be a little bit better off getting some percent on the
national rate than they would be if it were 100 percent from their
hospital cost reports.

Senator Baucus. But is there any significant difference between
the way the proposed would treat capital versus operating costs for
sole-community providers or is it just straight across the board at
75 to 25 with no differences? The only difference being is that one
is capital and the other is operating.

Dr. HeLMms. That is right.

Senator Baucus. Now does that also mean that the 75 percent
cost based reimbursement would be for sole-community providers
to be continued indefinitely as is the case of operating cost?

Dr. HeLms. That is right. Until it is determined at some future
time that somebody could figure out a way to put them into the
prospective payment system. But we are proposing that that
remain permanent.

Senator Baucus. Now does that 75 percent cost base reimburse-
ment apply to actual capital cost incurred today or tomorrow or
whenever this is put into place?

Dr. HELMs. That is right. Under the old reasonable cost rules,
which HCFA now has for capital on the cost base reimbursement,
they woyld continue to fill out the cost reports and whatever they
put down on there, they would get 75 percent. Meanwhile, they are
getting a 25-percent adjustment on the national rate, depending on
what DRG’s they have.

Senator Baucus. That, then, also means that 75 percent would
not be based on past capital costs, minus some adjustment.

Dr. HeLms. That is my understanding, yes. Current cost reim-
bursement.

Senator Baucus. Yes.

Would a sole-community provider, to quality, be able to opt out
under your proposal, opt out of that status and switch?

Dr. HeLms. Only if they opted out of sole<ommunity provider
status.
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Senator Baucus. That is what I mean.

Dr. HELMs. And then they would go under the regular rules,
unless you are talking about them opting out of Medicare, and I do
not think that is——

hSenator Baucus. No. I am just talking about them opting out of
there.

Dr. HELMs. No. They cannot just opt out of that, if what you
mean can they just take 100 percent cost reimbursement, no, they
cannot.

Senator Baucus. Would a hospital be able to opt out for capital
cost reasons but not for operating cost reasons?

Dr. HzLms. No.

Senator Baucus. Do you have any figures on the financial
impact of the proposal on sole<community providers, hospitals, by
size, by region or State or type of ownership? Is that broken down
in any way?

Dr. HeLms. Yes, we do.

Senator Baucus. How is that broken down?

Dr. HeLms. Well, we can break it down, I think, into regions. We
cannot get down to individual hospitals. As a matter of fact, we are
restrained by the agreements with the AHA on the data that we
cannot release that. I mean the contractor, ICF, cannot even re-
lease it to us.

But we can do it on broad areas, such as States. And we can do it
on ownership classification.

Senator Baucus. Can you do it by size as well?

dDr. HEeLms. Yes. We have got a lot of capability, I think, to break
it down.

Senator Baucus. Could you provide that information, please, for
the record?

Dr. HELMs. Yes, we can do that. I would be glad to.

[The information from Dr. Helms follows:]
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If a hospital has a capital ‘lobt which stretches
out for 30 years, is a four year transition period
with a straight-line phase out of the
hospital-specific portion sufficient for such a

hospital to meet its debt obligation?

In the tirst place, we do not think that Congress
ever intended to quarantee that investments made
by hospitals would be paid by Medicare. In
addition, Congress specifically warned hospitals
that debts incurred after 1983 were likely to be
treated by Medicare in a manner different from the
treatment afforded older obligaticons. Therefore
any debt, and especially any debt incurred after
the date set by Congre¢ss, was incurred with the
understanding that Medicare did pot guarantee its
repayment. The interest rate presumably reflected

any risk perceived by investors.

Even under the current pass-through system,
Medicare in general does not pay all of a
hospital's capital and other costs. Rather it
pays the proportion of the bills that Medicare
days represents of totalAdays. Therefore, the
investors and the hospital were aware at the
outset that other sources of revenue would be

required if the hospital were to be able to pay
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off its notes and to pay the interest on them, 1t
is still true that Medicare revenues must be

supplemented with revenues from other sources,

At the same time, the Prospective Paynent System
should provide sufficient funds tn pay the

interest and principal on the debt if the hospital

has a sufficient number of Medicare patients.,

Hnspitals which are not competitive enough or
which do not have other non-Medicare sources of

revenue may not be able to pay their bondholders.

Hospitals which are competitive are making profits
on their operating costs under the Prospective
Payment System. These profits added to the
capital payments made under the President's
proposal should allow efficient competitive
hospitals to pay the interest and principal on

their bonds in a timely manner.
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Moving to a per case payment for capital will
redistribute the pool of Medicare dollars
differently across hospitals than a cost
reimbursement formula. How does the
Administration's proposal assure that this

redistribution occurs gradually?

The question really has two parts: One part
concerns the distribution of Medicare patients;
the other concerns the capital costs per case.
Nothing in the Administration plan or any other
plan will "save" a hospital which is losing
Medicare patients hecause it cannot compete with
other hospitals in its area. Even cost
reimbursement will do little to save a hospital
which is losing cases to other hospitals because
it is not in a good competitive position unless
it also loses non-Medicare patients such that the

proportion of days is unchanged.

The Medicare payment per case is to be phased in
frur

over £ive years. While a hospital may get a

payment less than its capital costs, it should

get a sufficient amount to cover its old capital

expenditures and this is all that Congress

promised in its 1983 "sense of Congress”



85

statement, Certainly by 1991 wh:n all hospitals
are paid solely on the hasis nf the national
rate, most of the old capital committed under
cost reimbursement will be off-line, The new
capital should have been commitied with an eye to
the probability that it would be paid for under
some prospective payment scheme, Therefore wise
managers should be able to make their capital

debt repayments easily.
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Senator Baucus. Are you convinced that no sole-community pro-
vider will close because of these capital cost changes?

Dr. HeLms. Right. [Laughter.]

I am convinced that they would not close because of this policy.
They may close for other reasons, but not because of this.

Senator Baucus. As you know, there are sole-community provid-
ers and there are sole-<community providers. What I am really get-
ting at is that all hospitals in Montana are rural providers but for
four because the{ happen to be in the city of Great Falls and Bil-
lings, two of the larger towns in the State. The fact is Montana is a
big State. There are a lot of other towns in Montana that qualify
under the classification of rural providers. One of the other cities
happens to be Helena, the State Capital. Because it is the State
Capital, it is the State government there and so forth, and it has
fairly extensive capital equipment. And I am wondering whether
the proposal makes any adjustments for various kinds of rural pro-
viders, because, obviously, some of them are in much different situ-
ations than some other.

Some sole-community providers are very, very small hospitals in
very small towns and 12 to 20 beds. And other sole-community pro-
viders are larger, different needs, different purposes, serve differ-
ent people. And I am just curious to the degree to which your pro-
posal makes adjustments for those kinds of hospitals like, say, St.
Peters Hospital in Helena, MT.

Dr. HeuMs. If the hospital is a regional referral center, it would
get the urban rate. It will get that on capital as it is getting on the
operating side. But there are no other special provisions. However,
I will point out that by leaving this at 75 percent on the cost side
for the sole-community providers, they are getting an allowance
under the reasonable cost rules for that extra capital which your
expensive hospital has already.

Also, if that hospital—on tl)':e 25 percent they are getting on the
national rate—if their case mix is more severe and so on, they are
going to get more capital payment even on the national rate.

Senator Baucus. What about indexing? When capital costs are
updated for future years, does your proposal provide for the same
indexing per capita cost for both rural and urban hospitals? Is it
the same indexing that is applying to both?

Dr. HeLMs. Yes. I think that is the same as the procedure on the
operating cost.

Senator Baucus. What about an exceptions provision? Have you
looke‘(ii at that? I know you have. Why don’t you tell us for the
record.

Dr. HELms. We have looked at it. We have not come up with an
exception process that we think is clean enough to make it work.
So we have not recommended an exceptions process, but we are
perfectly willing to look at proposals that you or anyone else can
come up with and try to analyze them. We are actually, I think,
going back and look at some of these ourselves.

But we, of course, can tell you we will look at this exceptions
process just as we do with outlyers and operating costs in a budget
neutral way. If you won’t let us take it out of the Small Business
Administration, then we will have to take it out of the national
rates, I suppose.



87

Senator Baucus. But do you have an outlyer?

Dr. HELms. No. We do not have an outlyer policy included in our
proposal.

Senator Baucus. Would it make sense if you could outline for
us—I once asked you yesterday—the least difficult exceptions pro-
vision or the least difficult outlyer provision. I know it is tough. I
know it is difficult. But I think we owe it to ourselves to look at
that and see whether there is a way to put that together.

Dr. HeLms. Everyone that I have looked at looks extremely com-
plicated. And the more I look at it, you know—so picking the least
difficult, I am perfectly willing to try to look at those to see if we
can find something that works. But we have to go to the Health
Care Financing Administration and the people who have to admin-
ister this and work out with them the details about what is work-
able. It is just very complicated, and I am not convinced that we
could make it work.

Senator Baucus. I appreciate that. I know it is difficult, but I
think we are going to have to look at that because I know we are
going to run up to situations that are critical.

All right. I have no other questions, except that I just feel that
we are going to have to extend the length of this transition period,
frankly. I am sure Senator Durenberger mentioned that during his
opening statement or in questions. But it just seems to me we are
going to have to compromise here somewhere, and I hope that we
do that very quickly rather than on some long, protracted basis.

Senator DURENBERGER. Max, thank you very much.

And, Bob, we thank you for your testimony; Randy, for your
help; Kathy and Bennie and everybody else that has been involved
in this project.

Thank you. You can take your charts or you can leave them.
Maybe somebody else wants to use your charts in another presen-
tation.

[The prepared written statement of Dr. Helms follows:]
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Mr. Chairman, distinguished committee members, my name is
Dr. Robert Helms and I am Acting Assistant Secretary for Planning

and Evaluation in the Department of Health and Human Services,

It is a pleasure for me to appear before you this morning and to
present the Department's report on capital related expenses
for inpatient hospital care. My office has had policy
development responsibility for this issue within the Department.

The rep>rt includes useful information reqgarding capital finances
in the health care and other industries. It includes a
discussion of alternative approaches for incorporating capital
into perspéctive payment system, and finally it contains a

discussion of the Department's recommended approach.

As you know, Congress in the Social Security Amendments of 1983
decided to exclude capital related expenses from the prospective
payment system until October 1986 and directed the Department tc
study ways that capital might be incorporated into the
prospective system. The Administration's policy is an outgrowth

of our study effort.

I have appended to my opening remarks: (1) an outline of the
Department's proposed method of incorporating capital expenses
into the prospective payment aystem; and (2) a rationale for the
proposed method. We will be pleased to work with your staff, as
we have in the past, with the development of your own proposals

in this area.
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1 do not intend to read from the statement, but provide it to the
committee as background information to the chart presentation I
have prepared. The charts should facilitate my explanation of
the Department's proposed policy and reasons for its formulation.
with your permission Mr. Chairman, I would like to proceed with
the chart presentation. Copies ¢f the charts I will use are

attached to this statement.
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MSA OCCUPANCY RATES - 1984
(3103 Hospitals)

ACTUAL ADJUSTED*
UNDER 60% 22 ( 6.71%) 35 (10.67%)
60 — 70% 149 (45.43%) 180 (54.88%)
70 — 80% 129 (39.33%) 107 (32.62%)
80+ 28 ( 8.54%) 6 ( 1.83%)
$UM 328 100.00% 328 100.00%

* Adjusted length of stay
* HP310~1486-3P
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RECOMMENDATION FOR INCORPORATING CAPITAL RELATED EXPENSES INTO
THE MEDICARE PERSPECTIVE PAYMENT SYSTEM

In developing our mandated report to Congress regarding inpatient
capital-related expenses, the Department of Health and Human
Services analyzed several methods for {incorporating
capital-related expenses into the Medicare prospective payment
systen. One method, cost~based reimbursement with or without
l1imits and controls, would continue to reimburse capital costs
independently of the basic DRG payment methodology. The other
approach, the average-rate method, would pay for capital
prospectively. The latter method requires decisions regarding
the payment mechanism, the level and distribution of payments,
the structure of a transition period and the relationship of the
capital payment to the current prospective payment system.

Although the cCongress requested only a study of wmethods for
incorporating payments for capital into the prospective payment
system, we chose to examine a broad rance of options for making
" capital payments to hospitals. Fronn our analysis, we have
concluded that most of the possible methods for paying hospitals
for capital related expenses are not consistent with the goals of
administrative simplicity, flexibility for hospital management,
predictability of payment, and incentives for efficiency.

Based on analyses conducted pursuant to our study contract with
ICP, Inc., using their Hospital Investment Simulation Model,
we believe that amounts for capital can be averaged into the DRG
payments. We have concluded that such a change in Medicare
reimbursement policy for hospital capital would be a major step
toward a more rational and 1less interventionist role for
government as the major payer for hospital services. It is
also a necessary next step for attaining the efficiency and
quality goals of the prospective payment system.

This chapter details conceptual specifications for 1ncorpora'ting
Medicare payment for capital into DRG payments. In the course
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of the decisicnmaking process, we will continue to refine and
perfect our approach. In some cases, the process may
significantly modify these conceptual specifications. Similarly,
the Department will be refining preliminary estimates contained
in this report, which will be subject to detailed actuarial
review.

As discussed in the previous chapter, cost reimbursement for
capital has several undesirable attributes. In reimbursing an
individual hospital for depreclation and interest, Medicare
reimburgses hospitals on the basis of past investment. This
policy insulates hospitals from the financial risk of a poorly
conceived or poorly timed investment,

For example, Medicare subsidizes the fixed costs of hospitals
associated with excess and unused capacity. In effect, this
subsidy of total fixed costs has helped maintain the financia.
golvency of hospitals that suffer from very low occupancy levels
in geographica. areas with a significant number of excess beds.
In general, if a hospital's fixed costs or overall debt service
expenses are being covered, it can financially survive prolonged
periods of 1low occupancy, provided its staffing and other
operating costs are aligned with its actual occupancy levsel, and
not its total bed capacity. In competitive markets and areas
with good access to hospital care, Medicare has been
inappropriately subsidizing underutilized hospitals that simply
are not able to attain a reasonable market share. This subsidy
as been estimated by Medicare studies to range from $8,400 to
$27,900 per bed per year, depending on the staffing 1level
associated with the bed. These estimates came from Mark Pauly's
article in PBusiness and Health ("Policy Lessons from Studying
Hospital Costs", September 1885), and from conversations with
Mark Pauly.
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Cost based reimbursement also produces senormous inequities in
the ability of different classes of hospitals to make capital
investments because reimbursement to hospitals is not directly
related to demand for service. 8ince payments are based on each
hospital's financing costs for capital, on the value of its
current assets and on its total bed capacity, there are large
disparities in Medicare payments for capital to different classes
of hospitals for reasons unrelated to the care of Medicare
patients. Medicare makes high capital payments, on average, to
many hospitals primarily because those hospitals in the past have
been credit-worthy, have had good access to capital markets, and
have used that access to invest heavily in capital inputs. On
the other hand, Medicare makes low capital payments to hospitals
such as large public hospitals and to other hospitals which are
less able to obtain financing for capital investment.

In sum, the current cost pass-through for capital displays the
same problems and liabilities as did the pre-prospective payment
system for operating costs. It provides the wrong kind of
incentives for hospital managers; it requires detailed cost
reporting; and it makes payments that are difficult to predict
for Federal budget purposes.

Medicare's cost reimbursement rystem subsidizes hospitals which
are not economically viable and which are not needed for patient
cara. These capital subsidies can better be used for patient
care in economically viable hospitals. In this time of scarce
resources, Medicare cannot continue a policy that subsidizes
inefficient economic units that are not needed to maintain access
to high quality care. Further, the Federal government cannot
sustain a policy that rewards hospitals based on their ability to
access capital markets, instead of rewarding them for the
provision of care to Medicare beneficiaries.
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Our proposed payment system would break the link which relates
Medicare capital payments to the value of a hospital's current
assets rather ¢than to its Medicare volume and case-mix.
Currently, assuming the identical Medicare utilization, a high
capital asset basa generates high capital-related revenues, while
a low capital asset base generates low capital-related revenues.
With our policy, payment for capital would be linked directly to
absolute Medicare volume (i.e., diacharges) rather than
Medicare's relative share regardless of total capacity.

RECOMMENDATION

The Department's recommendation is based on our conclusion that
the hospital industry is currently experiencing a significant

and costly excess capacity. There are currently 4.5 beds per
1,000 population nation wide and many areas are experiencing
significantly higher rates. Current demand for beds is only

2.7-2.9 per 1,000 population and is expected to decline below
this rate with the continued growth in alternative site
providers, such as ambulatory surgery centers.

Excess beds including the associated staff and equipment greatly
decrease the efficiency of the care provided. In fact, excess
capacity may tempt hospitals to provide more care than is
medically necessary thereby increasing the risk of an adverse
medical outcome.

In order to be a prudent purchaser of hospital services, Medicare
should correct for the inefficiencies created by its current
reimbursement policy, but it must do so without reducing either
the quality of care provided or access to that care for Medicare
beneficiaries.

As requested, we recommend to the Congress a proposal that would
accomplish the following:
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o Establish an all-inclusive prospective payment amount
that would pay hospitals an average amount per Medicare
discharge. This payment amount would not distinguish
between payments for capital and operating expenses
and would be neutral with respect to hospitals' prior
success or failure at accessing capital markets.

o Reduce Medicare payments to hospitals for capital
by establishing a national payment amount that does not
include payments for return on equity for investor
owned hospitals and payments to hospitals for interest
on funded depreciation.

) Provide for an adequate transition period from current
cost-based roimbursement to the prospective payment
system in order to allow hospitals the necessary tine
to adjust to the new payment system while assuring that
hospitals do not over-invest during the transition.

o As appropriate extend special rules regarding capital
payments te hospitals that are subject to these rules
under the prospective payment system for operating

costs.
OUTLINE OF THE RECOMMENDED POLICY
Mechanism. Build into the non-labor component of the

standardized payment amounts for rural and urban hospitals
(separately) an amount for capital. This amount combined with
the current non-labor amount will constitute the standardized
payment amount for Medicare PPS hospitals. After inclusion in
the standardized amount, capital payments will Dbe
indistinguishable from other non-labor payments. Table 1 depicts
how the payment mechanism would operate when fully implemented.
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implemented.

Payment Levels. During the transition, separate standardized
capital payment amounts will be established for rural and urban
hospitals, as designated by current PPS regulation. The separate
rates for urban and rural hospitals would be developed in manner
which is consistent with current PPS policy for operating
expenses. These standardized payment amounts for fiscal year
1987, the first transition year, will be established from 1983
audited cost report amounts updated to 1986 by a capital market
basket for fiscal years 1984, 1985, and 1986. Aggregate return
on equity and interest offset, chief among them interest offsets
on funded depreciation amounts will be excluded from these
computed standardized amounts.

Trangition. The transition period is designed to fully implement
an all inclusive prospective rate for Medicare by 1991. The
transition involves separate schedules for phasing out hospital
specific payments for depreciation and interest, and for return
on equity and interest offsets on funded depreciation. Payment
levels for depreciation and interest, and for Return on Equity
(ROE) and Interest Offsets (I0) will be established for each
hospital based on audited cost reports. During the transition,
these two unique HSP amounts will be updated from year to year
after 1986 using the actual hospital capital market basket. 1In
each year of the transition, they will constitute a reasonable
cost growth limit on each hospital's costs. Hospital will be
paid the lesser of the sum of their two payment amounts, or their
actual audited capital costs, after the appropriate blend
proportions have been applied.

The setting of reasonable cost limits for hospitals has long
been a Medicare tradition. Section 223-type limits were imposed
elsewhere when cost reimbursement growth was as large as 15 to
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20%. There is now evidence that capital expenditures have
increased substantially in recent years, while occupancy rates
have declined. It now seems apparent that in order to promote
efficiency in hospital investment management, 223-type limits
are an appropriate mechanism.

The blending proportions during transition are depicted below:

Table 2
Blending Percentage for the Transition Period

HSP HSP

National Depreciation Return on Equity

Rate Interest Interest Offset

Portion = PRortion = Portion

FY 1987 20% 80% 75%
FY 1988 40% 60% 50%
FY 1989 60% 40% 25%
FY 1990 80% 20% 0%
FY 1991 100% 0% 0%

For example, hospitals in 1987 will receive 75% of their ROE-IO
plus 80% of their 1986 depreciation and interest net of offsets
for funded depreciation trended forward, (or 80% of the actual
amount if it is less) plus 20% of the national rate. 1In 1991,
they will receive a single payment for each discharge equal to
the sum of the national rates for capital and for operating
costs., Table 3 depicts graphically how the transition period
would work.

In FY 1986, hospitals will be paid their actual costs for
Depreciation, Interest, ROE, and Interest Offsets under the
current reasonable capital cost procedures. The transition to
the national rate will be implemented beginning October 1986 (FY
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1987) according to each hospital's accounting year.

RPistribution. The applicable DRG weights for the year in
question will be used. These weights are based on hospital
charges and on average reflect each hospital's estimate of the
relative operating and capital resource consumption associated
with each Medicare service, discounted or enhanced by the market
value of the service category.

Update Factor. A capital component will be incorporated into the
hospital market basket. The PPS standardized amounts will be
updated during the transition and subsequent years by the DRG
update factor as determined by the Sacretary of HHS. The
Secretary will take into consideration the capital needs of the
hospital industry when establishing this factor. The HSP amounts
during the transition will be updated each year by the capital
component of the hospital market basket. Capital related items
will be incorporated into the Medicare hospital market basket.
Disaggregation of the standardized amounts will be accomplished
as it is under current policy. The relative labor and nonlabor
proportions found in the market basket will be applied to the
standardized amounts to produce the separate labor and nonlabor
amounts used to make PPS payments to hospitals.
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Senator DURENBERGER. Our next panel consists of Jack W. Owen,
executive vice president, American Hospital Association; Michael
D. Bromberg, executive director of the Federation of American
Health Systems; William J. Cox, vice president, Catholic Health
Association; and Larry S. Gage, president, National Association of
Public Hospitals.

Gentlemen, we welcome all four of you. Your statements will he
made part of the record.

And we will begin with Jack Owen.

STATEMENT OF JACK W. OWEN, EXECUTIVE VICE PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, DC

Mr. OweN. Thank you, Mr. Chairman. It is a pleasure to be here
today, and it is also a pleasure to comment on Senate bill 2121 and
to hear your comments that this should be a legislative solution
rather than a regulatory one. And we support that fully.

I have submitted data for the record, and I would just like to
take my short time to summarize what I think are some important
points, if that is acceptable to you.

We feel strongly that this should be a legislative solution because
the HHS was asked for a study which has been reported back
today, and it seemed to be the intent of Congress at the time that
the prospective payment system was passed that we would come
back and have a chance to debate the capital issue, which is impor-
tant to all of us. And this gives us a chance for dialogue.

We have looked at the administrative approach. What they have
done is very good from the standpoint of how they have approached
it. However, it is completely unacceptable. It looks to us like a
budget-cutting tool more so than a way to get a proper amount of
capital to the health care field.

If the cuthacks and the reductions in capital are carried out by
the-administration, we see some defaulting likely to occur in some
bonds, and we think this is going to create problems not only for
the health care field but for the financial institutions as well.

Hospitals can make operating changes and have made them. And
you know that as well as anybody because you have been very
much behind the changes that have occurred. But we cannot make
the changes in capital. We have commitments that go back in the
1970’s, the 1980’s, and you cannot cut back on equipment and you
cannot lay off machines or lay off pieces of building like you can
employees. So that the changes that we have made in the oper-
ations have been dramatic, but we are not as able to make the
changes in capital. Can in the future, and should. And we do not
argue that point. But what has been committed, we are stuck with.

Your bill and Senator Quayle’s bill, we think, moves much closer
to what we are looking for. I think the length of the transition is
certainly much better. It provides opportunity, we think, to meet
some of those obligations. But we still have some problems with
. that as well, and we hope to continue dialog with you. Mostly
where you start in your base for your capital.

The long-term savings that Senator Quayle talked about are
there. And I think they should be there. The question that we have
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is can we take those savings out of the commitments that we al-
ready have, and we do not think we can.

Hospitals must receive capital payments adequate to meet these
commitments. Certainly, anything that was committed before April
1, 1983, were done under the auspices of the Government going to
pay for that. There was no warnings, no indication, to hospitals as
they made their long-term commitments that anything would
change. And so those commitments were made.

The Government is setting the price at the present time. It is not
a question of the hospital setting the price to include capital. And
if you are going to set the price, it certainly appears to us that that
price has to reflect the fact that those commitments that were
made prior to 1983 have got to include the full cost of that capital.

Payment policy must be Fhased in over a period long enough to
assure adequate fair capital payments. We would like to see a 10-
year phasein. It appears to us that that would take care of about 90
percent of the problems that might occur in the hospital field. Cer-
tainly, your bill with 7 years'is much better than the 4 years that
the administration has, and we applaud you for looking in that di-
rection. We hope we can encourage you to add a couple more years
to that bill and make it even a little better.

The update factor as we move into new capital, as we talk from
1987 on, must represent the real world and what is happening out
there and not just be a budget-cutting tool.

We have some very good equipment and technology in our health
care system, and we need to maintain that. And we are going to
Eave to have a capital update figure that is going to allow that to

appen.

n closing, I would just like to make one comment on the tax-
exempt bond issue that was brought up. Certainly as you looked at
that chart and you saw that large increase in tax-exempt bonds in
1985, it makes it look like the hospitals have gone out and done
something that is terribly wrong.

Our figures show that 41 percent of the tax-exempt bonds pur-
chased or sold in 1985 went for refinancing.

Senator DURENBERGER. 417

Mr. OweN. 41 percent. And we have those figures. And I made
them available to the House Ways and Means Committee. I didn’t
bring them this morning. I didn't think it would come up, but I
have them available if you want.

If hospitals had not done that, I think in 1986 or 1987 you would
be back at us saying why didn’t you reduce the rates when you had
the chance. So we cannot win for losing in a case like this.

I might just add that since January 1 there have been no tax-
exempt bonds sold so it was the market itself and knowing what
was happening with the Tax Code that created the problem.

And I would just like to finish by saying that the capital issue is
very important, and I think it is one that has to be looked at very
carefully because as you look down the line, if there isn’t a proper
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price, I think there is a constitutional issue that is involved in here
that could be taking private property without due process. And I
think there has to be a good price.

Thank you very much.

Senator DURENBERGER. Thank you very much, Jack.

[The prepared written statement of Mr. Owen follows:)
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SUMMARY

Tne American Hospital Association (AHA) believes that any specific plan to
change the method by which hospitals are reimbursea for their capital
expenaitures should be basea un the following four principles.

First, hospitals should be reimbursea at a rate adequate to support their
current comnitments. Hospitals shoula not be penalized tor commitments made
betore changes 1n capital rewunbursements are imposea.

Second, any new payment policy should be phased in over a period sufficiently
long, 1U years at a minimum, So as to assure adequate and tair capital
payments to meet 1ndividual institutions' needs.

Thira, the amount ot capital to be incorporated into prices must reflect
current spending levels. The base year should be the most recent year for
which data are available, and updated to reflect real increases in capital
costs.

Fourth, any changes made in capital reimbursement policy must be made by
Congress rather than by the Administration through regulation. The
Administration's proposal for capital reimbursement, insofar as it has been
revealed, is based simply on achieving short-term budget savings rather than
on establishing sound policy.
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INTRUDUCT TUN
un benalt ot 1ts 0,100 nstitutional menbers, the American Hospital
Assocldtion welcomes this opportunity to comment on the issue of Meoicare
capital reimbursement. AHA pdarticularly appreciates the interest that
Congress nas shown 1n this i1ssue and 1ts willingness to tind a legislative

method of changing the current system.

BACNGKOUND

hhen Longress, n 1983, first considered a Prospective Payment System (PPS)
tor the Meuicare program, 1t unuerstooa that capital costs were significantiy
ditferent trom operating costs. hhile it devised and put 1pto law a new
incentive system to pay hospitals tor their operating costs under Meaicare, 1t
set aslae any decisions on cap:ital payments until October, 1986, ana directed
the Department ot lwalth ana Human Services (HHMS) to study the issue and
report pack by Uctober, 1984. HHS has not yet delievered the congressionally-
mandated study, and has instcad proposed as part of its Fiscal Year 1987

budaget the incorporation of Medicare payments for capital into PPS.

CQURRENT COMMITMENTS

A key issue that Congress should recognize is the nature of current capital
commitments. The time between deciding to replace a plant and actually
putting it into service easily can be from three to five years. Funding

mechanisums such as bonds ana mortgage funding are long-term commitments
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ubligating hospitals tor 2u to 30 years. Miajor equipment purchases have a
Iite ot U or wore years. hhen these coumitments were naae, hospital managers
properly counted on a certain level ot reambursement trom Medicare to honor
the Medlcdre portion ot these aebts. The ability ot hospitals to repay
existing uebdts will be severely hampercu 1t the level of capital reimbursement
15 uramatically reduced wille their debt service costs remain the same. Any
payment scheme accepteu by ungress must recognize these prior commitments

nade vy hospitals.
TRANSITIUN

when considering major changes in the way in which the Medicare program pays
tor capitai costs, the structure ot these costs must be fully understood.
Capital costs can vary tremendously over time for a particular hospital,
dgepending on the overall average level ot investment in capital or on whether
1t has recently undertaken a major investment. High capital costs in any
given periou may simply reflect a recent major investment ana have no relation
to whether a hospital is operated efticiently. Capital costs are long term in
nature ana tollow an extendea cycle unique to each hospital. In general, this
capital cycle is 20 years, with a 10-year mid-life. Therefore, to avoia maj)or
disruption 1n hospital capital tinancing programs, the payment system should
be phased 1n over a period ot at least 10 years. A phase-in period that is
sympathetic to current hospital capital cycles will help ensure that capital

policy is adequzte and fair.



119

-4-

hnlle hospirtal operating costs can be altered relatively easily over the short
term, managers cannot make short-term decisions to reduce capital outlays.
Une cannot reducc work hours or lay off equipment as can be done with stafft.

Simply changing resource use docs not relieve payment of debt.

Only gecisions that play out over time can reduce capital costs. Movement
trom a cost pass-through reimbursement method to a consolidated price payment
method constitutes a ma)or change in Medicare payment policy--so major, in
fact, that the aaministrative and incentive benefits realizea from such a
change can casily be negatea 1t an adequate transition mechanism i1s not
includea. Hospitals making major capital expenditures incur financial
obligations over extended periods ot time. Absent an adequate transition
mechanism, such hospitals are unlikely to be able to satisfy these obligations

and tuture access to capital will be jeopardized.

The transition mechanism should be structured to recognize and account for the
needs of those hospitals that have recently incurred significant costs for

facilities not yet in use, or that may soon incur such obligations because of
code and standards compliance requirements and capital requirements associated

with increases in commmity service needs.

Splitting payments for moveable equipment and fixed plant and equipment would
not compensate for a short transition. The AHA has significant concerns about
the teasibility of separating moveable from fixed capital due to the

complexity adcded to the exi: ing payment system and the lack of current data



120

-5-

pertaining to the ditferentiation between tixed anu movedble assets.
Scpardating only Lilxea assets tor cost pass-through or a long transition would

invite a4 continued role for health planning or 112¢ regulation.

ADBQUACY UF CAPLTAL PAYMENTS

The AHA's fundamental concern 1s that capital payments be adequate to meet
hospitals® existing and tuture capital needs. Cuirent spending levels should
be used as a starting point, and if incentives to reduce future growth are

established, they should be effective only tor future years.

To reflect real hospital capital costs, when devising a formula for
reimbursement, the most recent base year pussible should be used. In
auultion, all capital costs that have traditicnally been reimbursed under
long-standing Meaicare policy shouid be a part ot that base. To remove these
costs trom the base woula penalize hospitals unfairly and limit their ability

to meet existing obligations.

Beyona initially incorporating capital payments at current spending levels, in
future years the consolidated Medicare price should be updated annually using
an expanded hospital market basket that includes weights and factors

pertaining to hospital capital costs.
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Finally, an explicit, minimm technology improvement factor should be applied
in annually updating consolidated prices to recognize increases in both
capital and vperating costs associated with certain types of medical

technolouygy 1mprovements.
ALUMINISTRATION PROPUSAL

The Administration's buaget calls for incorporation of capital payments into
PPS through a regu cory proposal, that, in its current, draft form, violates

all the principles established by AHA for a workable capital plan.

HHS plans a four-year transition, considerably shorter than the 10-year
transition considered essential by t;\e hospital industry. Aftér the
transition is complete, the HHS plan would resuit in payments based on 1983
costs, which tail to adequately recognize the changes in capital costs over
the past three years and the life of the transition. The proposal also
eliminates from the 1983 base several important elements, including return on
equity, interest on funded agepreciation accolmts, and donated assets. These
adjustments erode the base-year funding pool solely for budgetary reasons.
‘The capital update tactor, which would be used to project 1983 actual costs to
1987 levels, bears absolutely no relationship to the actual increase in
capital costs over this period and underscores the clear intent of HHS to use

this formula to reduce budget outlays.
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The 1S aratrt proposal, expectea to ve published in"June, also centalns a

variely ot caps g the hospitai-speciric portion ot the payment tormula

restricting growth to 1986 levels. Such caps again are proposud solely for
L 4

budgetdry redsons 4nd tail to anticipate that some hospitals must increase

capitalization tor public health reasons.

It 1s clear that 1f thas nation's hLealth care delivery system is to continue
to have the ability anu capacity to serve the Medicare population and others,

we must loon to Longress tor a balanced solution to the problem of capital.
FAIR D_bAL CAPLTAL PAYMENT ACl

Senators burenberger ana Quayle have introduced legislation, $.2121, to
mcorperate capital payments into PPS. Under this legislation, over a seven-
year transition period, Medicare hospital reimbursements tor capital woula
consist ot blenaea proportions ot a huspital-specific capital payment
pass-through, ana a natiocnal standardized average capital payment amount. The
base year for calculating the national capital rate would be the most recent
t1scal year tor which adequate national data are available. The national rate
woula be adjusted to offset interest expense with interest income, eliminate
return on equity, retlect local construction costs associated with
depreciation ot physical plant, and reflect changes in the cost of capital

since the base year.
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khile the AHA strongly supports a legislative solution to the probiem of
changing capital reimbursement, the mechanlcs ot 5.2141 present zxgni{icant
problems. Ut greatest concern is the calculation ot the national payment
amount. ‘The AHA anticipates that the method proposed will result in capital

payments to hospitals that tall substantially short of actual capital costs.

Agjusuments made to Medicare average capital cost-per-discharge in the base
year to exclude return on equity and to offset capital-related interest
expense with interest income from all sources could result in reducing the

base an estimatea 24 percent.

The update factors that would be used to bring the base forward to FY 1987 do
not reflect the actual increases in capital expenses during this time period,
since they woula account only for price changes and not volume changes. This
coulu result in updates as much or more than three times lower than what would

be required to reflect actual hospital capital expense increases.

There has becn approximately a 7 percent decrease in Medicare admissions since
1983, the likely base year. bince the national capital add-on payment may be
based on the FY 1933 Medicare average capital cost-per-discharge, it will not
retlect or compensate for this reauction. In order to compensate, the base
would have to be reaefined as FY 1983 Medicare average capital cost per FY
1986 or FY 1987 discharge.



Atter the transition under d.Z1Z21, AHA estumates that hospitals may experience
as much as a 3U-percent to SU-percent deficit in Medicare capital payments.
kven witn the seven-year transition--three years short of the 10 years
supported by the AHA--hospitals witn hign capital costs will experience ma)or
shorttalls 1n capital payments. In particular, hospitals adversely atfected
would be those that have obligated, but not yet expensed, major capital
expenaltures prior to the incorporation date and those that must incur major,
non-discretionary capital expenditures during the transition to satisfy

accreditation or licensure standards.

Uther potential problems with the bill include inadequate defin:tion of the
mechanism that the Secretary ot HHS would use in estimating the capital
payment ratios, inadequate assurance of timeliness of retroactive adjustments
In capital payments based on corrections of those estimates, and inadequate
provision tor updating the national capital add-on payment on an ongoing basis
atter the transition. hhile the bill indicates that the national adda-on
payment would be updated after the transition by the same increases applied to
the UKG standardized amounts, there is no provision to include consideration

of capital expense increases.

while the AHA seeks a legislative approach to capital incorporation, the
Durenberger/Quayle proposal differs little from the Administration's capital
proposal and provides too much discretionary power to the Secretary of HHS to
determine the national capital rate update amount. However, S$.2121 does

provide a longer transition period to the national rate than aoes the
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Aaministration plan and it recognizes the neea for a high percentage of
hospital-specitic costs 1n the payment formula in the early years ot this

period.

hEALLH PLANMNG

As & tinsl point, the AMA believes that a federal role in state capital
expenditure regulation 1s no longer necessary. Whether or not Medicare
capital payments are incorporated into LKG prices, recent moderation in
hospital capital spenuing demonstrates that hospitals are responding to
changes 1n health services utilization ana to the efficiency incentives
inherent 1n Meaicare ana other payment systems. Rates of increase of hospital
capital expenses for commumity hospital have been lower in 1983-1985 than they
were in 1981 and 1Y8Z (see attachea table). Most notably, the change in
capital expenses in the first 11 months ot 1985 compared to those in the first
11 months ot 1984 is 1Z.2 percent, over b percentage points lower than the

rate of increase in capital expenses in 1984 compared to those in 1983.

The percent change tor capital expenses in the quarter ending November 1985
compared to those in the quarter ending November 1984 is 10.0 percent, an even
sharper decline in the rate of increase ot hospital capital expense. Given
this clear indication ot moderation in hospital capital spenaing, federal
sponsorship ot the Section 1122 review program and involvement in state CON
programs should be terminated. In addition, any attempt by HHS to impose

Section 1122 requirements should be blocked by Congress.

62-577 0 - 86 - 5



126

-11-

UONCLUSJON
‘fhe AhA believes that it capital payments are to be incorporated into DRG
prices, capital ana aggregate DKG payments must be adequate and equitable from
the stundpoint of the inaividual hospital.

Congress should establish any new payment policy and, if it is unable to agree
by the October 1, 1986 deadline, should continue the current payment system
through a short-term legislative extension until permanent legislation is

enacted into law.

Any new payment system should be phasea in over at least 10 years, recognize
ana account for hospitals' current commitments, and be based on the most

recent costs and reimbursement policy possible.

The AHA is particularly concerned that, in the current federal fiscal
environment, changes in Medicare capital payment policies and methods will be
used as a budget deficit reduction device, with catastrophic financial impacts
on those hospitals that have recently incurred or may soon incur necessary
major capital expenditures. Ia view of the substantial reliance of hospitals
on debt sources of capital, the use of capital piyment to help achieve deficit
reauction goals coula substantially affect investor confidence in hospital
industry investments, thus unnecessarily leading to an industrywide increase

in the cost of capital.
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Finally, AHA believes that, beyond the issue of capital payment, several
tundanental concerns with the LRG system itselt must be audressed in order to
assure that aggregate Medicare payments to hospitals are adequate and

equitable ana, thereby, that Meaicare beneficiaries are well-served.
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RATE OF INCREASE OF HOSPITAL CAPITAL EXPENSES®
FOR COMMUNITY HOSPITALS
1981 - 1985°°

¢ DEPRECIATION AND INTEREST

*®  FOR 1985, FIGURES REPRESENT PERCENT CHANGE FOR THE
FIRST 11 MONTHS OF 1985 COMPARED TO THE FIRST 1l
MONTHS OF 1984 (NOT LEAP YEAR OR SEASONALLY ADJUSTED).
THE PERCENT CHANGE FOR CAPITAL EXPENSES IN THE QUARTER
ENDING NOVEMBER 1985 COMPARED TO THOSE IN THE QUARTER
ENDING NOVEMBER 1984 IS 10.0 PERCENT, AN EVEN SHARPER
gigtﬁggslﬂ THE RATE OF INCREASE OF HOSPITAL CAPITAL

X .

SOURCE: AHA NATIONAL HOSPITAL PANEL SURVEY



129
Senator DURENBERGER. Mr. Bromberg.

STATEMENT OF MICHAEL D. BROMBERG, EXECUTIVE DIRECTOR,
FEDERATION OF AMERICAN HEALTH SYSTEMS, WASHINGTON,
DC

Mr. BroMBERG. Thank you, Mr. Chairman. I appreciate this
chance to testify, but | agree so much with what Jack said that I
think what I will do instead is try to raise a few of the points I
have heard on the other side and react to them and submit the
statement for the record.

We really make three points in our testimony. The first is that
we would urge the Congress to pass legislation as quickly as possi-
ble to prohibit the subject being done by regulation. Legally, we
cannot understand why the Congress would have gone to the trou-
ble to say that if Congress does not act, 1122 will trigger in, if what
Congress really meant to say was if Congress does not act, the Sec-
retary should do whatever he wants by regulation. And I would
hope that you would ask for a copy of that legal memo that they
told you existed so that we could share it. And if we do some of our
own, we will be glad to share them with you.

But I think we are going to get into the situation not only of liti-
gation if this happens, but changing the base line for Gramm-
Rudman, if*they go ahead with the regulation, and it is really im-
portant.

The argument I have heard against this from some sectors seems
to be that if Congress did something like that, prohibit regulations,
that our industry would not be held to the fire and that there
might not be a bill. And I just want to assure you that we are
much more worried about Congress not passing a bill and those
regulations triggering in, which would be much worse for us. And
we pledge our cooperation if it really is a fair deal to work with
you on it.

Senator DURENBERGER. I should say that it occurs to me now
that last year we did not get around to passing authorizing legisla-
tion until today, as I recall. And I think we will be on the floor
sometime. We may be on the floor right now or sometime. And I
just was shown a small, little item in the Congressional Record
that says that we are moving to national averaging on PPS in rec-
onciliation everywhere except the 49 States outside Oregon.
[Laughter.]

You may proceed.

Mr. BRoMBERG. Thank you.

The second point we make in our testimony and the one I want
to stress the most is that if we are going to have a fair deal, I think
we have to think about old capital and protecting it.

Let me start by saying it was very clear—and we certainly sup-
ported it a couple of years ago—when we passed prospective pay-
ment, the rationale behind it was if you tell hospital managers out
there they are going to get a predetermined amount, they can then
use their management skills to cut cost and everybody will benefit.
And that is why we supported it. You cannot tell them that for
capital if they have already obligated it. There is no way a good
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hospital manager can change his debt obligations that he has com-
mitted to in the past.

And for that reason, the rationale of incentives for efficiency and
penalties for inefficiency just do not apply to old capital.

Second, this committee and the Congress itself has a history and
a tradition in the tax laws which are no different on changes in
capital. You never make them retroactive. When you do things like
repeal or change investment tax credits, you never penalize a busi-
nessman who made a decision 3 years ago based on what the law
was and what the message was and what the incentive was at the
time. So if this bill is going to be a fair deal, I would hope that you
would consider an amendment that would apply it only to prospec-
tive capital.

A transition period, even a longer one than the 7 years, even a
10 or a 15, does not help. It helps mitigate, but it certainly does not
solve the problem for the manager out there who just signed 4
years ago a 20 year mortgage. It only mitigates harm.

I think the last point we want to make in the testimony, Mr.
Chairman, is to say that of all the proposals we have seen, your
bill, S. 2121, is clearly a more acceptable approach than the others,
clearly much more acceptable than the administration’s for many
reasons. But we would still be concerned that it not apply to cap-
ital obligated in the past. And for that reason, we would urge you
to consider an amendment to that effect.

And we thank you for this opportunity to testify.

Thank you.

Senator DURENBERGER. Thank you very much.

[The prepared written statement of Mr. Bromberg follows:]
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The Federation of American Health Systems is the nation-
al association of investor-owned hospitals and health systems
representing over 1,300 hospitals with over 154,000 beds. Our
member hospital management coapanies also manage under contract
more than 300 hospitals owned by others. Investor-owned hospi-
tals in the United States represent approximately 25 percent
of all nongovernmental hospitals. In many communities, the
investor-owned facilities represent the only hospital serving
the population.

We appreciate this opportunity to present our views

on capital financing under the Medicare program.

Requlatory vs. Legislative Action

The President's fiscal year 1987 budget proposes inclu-
ding hospital capital payments in the prospective payments sys-
ten, through regulatory action. We question the statutory author-
ity of the Department of Health and Human Services to take such
unilateral action.

The 1983 Medicare Prospective Payment System (PPS)

___ Yaw assumes Congress will pass a capital plan as evidenced by
the statutory directive to mandate section 1122 capital expendi-
ture reviews if Congress does not act.

In order to clarify this point and prevent cogtly,
lengthy, and confusing litigation, we urge Congress to immediate-

ly ©cz8 legislation to make clear that no capital prospective
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payment plan can be implemented without Congressional approval.

Budget Neutrality

The President's budget calls for savings of $456 million
from its capital plan in the first year alone, FY 1987. This
is a cut or at best a freeze in capital payments which can only
be characterized as a freeze in maedical technology or a prohibi-
tion against progress in inpatient treatment of illness. That
kind of rationing should be debated carefully. There are al-
ready signs that private research and development funding is
being slowed by manufacturers of medical equipment. They fear
that hospitals will not be ahle to pay for either incurred capi-
tal costs or the increased operating costs of naw services with
Medicare DRG rates not keeping pace with inflation. We urge
the Subcommittee to adopt the more realistic definition of budget
neutrality - total expenditures which are no more or no less
than would have been spent under existing law.

If the Medicare program is unwilling to contribute
its fair share toward needed capitzl improvements in our health
syastenm, then Congress should recognize that usuch improvements
constitute "non-covered services" and can be charged to patients.

It is critical that any action on capital should be
at the very least budget neutral.
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0ld Capital

when Congress enacted the Prospective Payment System
in 1983, the rationale for the use of prospective rates for
all hospitals based on average costs, was that facility managers
could lowver their operating costs by improving productivity
through efficiencies in such areas as labor, supplies, and length
of stay. That rationale cannot be applied to capital, particu~
larly capital expenditures already obligated. The payment of
some average capital amount to a facility with existing above
average debt leaves that hospital manager helpless to do anything
to lower those costs.

Similarly under DRG operating rates, lower cost hospi-
tals are rewarded for their presumed efficient management but
if hospitals with low capital costs are paid a higher rate based
on averages, that can only be regarded as a windfall, not a
rewvard for efficient management.

For these reasons we urge the Subcommittee to treat
old, that is existing, capital in a manner similar to current
lav. This Committee has historically acted in just that manner
vhen passing tax legislation dealing with capital, recognizing
that businesses can do nothing to reverse previous decisions

obligating capital expenditures.
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A transition period for old capital does not remedy
this problem, because the fixed obligations run for many years.
It merely postpones the inequitable treatment. We therefore
urge you to 1limit any legislation incorporating capital into

DRG rates to new capital expenditures.

New Capital

If Congress establishes prospective payment rates for
new capital it is essential to assure equitable annual increases
which are based on an economic index reflecting changes in capi-
tal costs, such as interest rates, construction costs, and techno-
logy changes.

This concept of a fair annual rate of increase wvas
recognized with respect to operating costs when the Medicare
prospactive payment system first was enacted in 1983 but it
has been ignored by the Administration and Congress since that
time. It il very difficult for hospital managers to believe
it will be any different for capital. At the very least any
legislation approved by the Subcommittee should restrict the
regulatory power of the Department to reduce or freeze capital
payment rates and annual increases without Congressional ap-
proval.

If old capital is excluded from prospective rates and
paid for as under present law, then the issue of the transition

period becomes relatively less important; we would, howvever,
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urge the new system not begin until October 1, 1987 (FY 1988)
to allow adequate time for hospitals to prepare for the switch
over to prospective capital payments and the effects.

If old capital is included in the prospective rates
the transition period must be long enough to mitigate the harm
done to higher than average capital cost hospitals. Any period
less than ten years would be inadequate. We would also recommend
a weighted transition so that actual or hospital specific costs
would be more accurately recognized in the earlier half of the
transition period.

There is No Need for Precipitate Action

Part of the sense of urgency to replace cost based
payment for capital has come from concern that the continuation
of the status quo would set off a capital spending boom. This
fear is greatly exaggerated and not supported by experience.
The rate of increase in hospital capital spending has declined
from over 20% in 1981 to 8.8% in 1984. The 1983 increase |is
believed to be lower still. We believe the Medicare prospective
payment system will restrain capital expenditures beyond the
expectations of many policy analysts. The reason is that while
capital costs (depreciation, interest and return on equity)
are now excluded from Medicare's DRG rates, the operating costs
associated with new capital expenditures are not.

If, for example, a hospital purchases a Magnetic Reso-
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nance Imager (MRI) machine for $2 million, it will receive Medi-
care cost reimbursement for the depreciation and interest, but
no cost reimbursement for the technician hired to operate the
equipment, or the maintenance costs associated with the new
service. Unlike the old cost based reimbursement system, a
hospital adding a new service such as a burn unit or a coronary
care unit will recover capital costs but receive no direct rein-
bursement for the personnel hired to staff these units. Since
every dollar of capital spending produces about 22 cents of
annual operating costs on average, the absence of assursd reim-
bursement for capital related operating costs will act as a
very real impediment to capital expenditures, especially nev,
high cecst technology. To illustrate, the ratio of operating
costs to capital costs for coronary care units ranges from 1.2
to 3.8; ultrasound from .7 to 1.3 (1). 8imply put, the new
Medicare DRG prospective payment system, which 1limits hospital
reimbursement to a set payment per case by diagnosis regardless
of what type or amount.of services the hospital provides a pa-
tient:, has for the first time placed hospitals directly at risk
for increased costs due to both operating and capital-related
decisions.

Some of these capital-generated operating costs would

normally be recovered under an intensity index, but the Medicare

1) Arthur D. Little, "Development of a Evaluation athodology
for Use in Assessing Data Available to the Certificate of Need
(CON) and Health Planning Programs,” Department of Health and
Human Services, Office of the Assistant Secretary fcr Health,
Contract Number 233-79-4003, April 1982.
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prospective payment rates were increased only a net 4.15% in
fiscal 1985 and zero percent so far in fiscal year 1986. Since
new capital spending generates higher operating costs, but Medi-
care's payment for operating costs is fixed by diagnosis, there
is 1little incentive to invest in cost increasing technology.
These new operating cost restraints which reward cost efficient
behavior by hospitals through incentive payments, are suffi-
ciently strong so that hospitals will not find it in their inter-
est to expand high cost acute care capacity. There is a strong
incentive to invest in cost reducing technology.

Purthermore, since capital costs are only 7 percent
of Nedicare reimbursement, even a large increase in capital
investment by hospitals far beyond any reasonable expectation
would have only a minor impact on overall reimbursement. More
importantly, since the 93% of Medicare reixbursement going for
operating costs is nov controlled through the DRG prospective
payment system, the remaining 7% attributable to capital costs
has been and will continue to be restrained. Since the status
quo would not generate perverse behavior, and since capital
costs vary so widely among hospitals, we do not think that there
should be a rush to implement a new Medicare capital payment
system on October 1, 1986.

Future Hospital Capital Needs

Current hospital stock is aging rapidly and will at
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scme point have to be renovated or replaced, to meet life and
safaty code requirements, accreditation requirements of the
Joint Commission on Accreditation of Hospitals, and to maintain
the current quality of healthcare services provided to Medicare
patients. Approximately 40 percent of all U.S. hospital beds
were built in the 1950's and early 1960's during the prime of
the Hill-Burton program. Those beds are now at or nearing an
age of thirty years and need major renovation. Such capital
replacenent will not be possible if hospitals cannot make a
profit or generate a surplus. Given the administration's capital
proposal, contained in the Fiscal Year 1987 budget, and the
restrictions on increases in hospital payment rates under pro-
spective payment, hospitals will not be able to generate capital
internally. Even if there were no expansion of the hospital
system, these policies would not provide hospitals sufficient

income to even maintain their plants.

S$.212)1 The Fair Deal Capital Payment Act

The "Fair Deal Capital Payment Act", S.2121, introduced
by Senator Durenberger presents a much more acceptable approach
to Medicare capital payment reform than that proposed by the
Administration. This legislation provides a 1longer transition
period of 7 years and would weight that tranaition more heavily
towards a hospital's actual costs in the earlier vyears. The

bill would also repeal Sec. 1122 which would mandate requlation
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of new capital projects. Such regulation clearly is unnecessary
since hospitals currently are at risk for capital decisions
generating additional operating costs. Congress has failed
to increase payments for operating costs by the actual hospital
market basket and a technology factor, since 1984.

While we find many components of the Fair Deal <Capital
Paymant Act vast improvements over the Administration's capital
proposal, we are concerned that it still would not adequatsly
reimburse hospitals for capital commitments made prior to any
change in the treatment of capital under the Prospective Payments
Sytenm. We would recommend strongly that the changes in capital
payments described in 8.2121 be applied prospectively to new
capital. We look forward to working with Senator Durenberger
and members of this Subcommittee to develop an equitable Medicare
capital payment plan for hospitals.

Conclusion

In summary, if the hospital sector is to have adequate
capital and if that capital is to be used efficiently, a Medicare
prospective payment system must be fair. The Federation of
American Health Systems pledges its cooperation to the Department
and Congress in efforts to develop a capital prospective rate
because we continue to believe that Medicare payments should
be totally prospective. A fair Medicare price will restrain
all hospital costs, including capital, but an arbitrarily . low
price will reduce capital spending below what consumers and
communities have a right to expect in modern hospital technology
and quality of care.
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Senator DURENBERGER. Mr. Cox.

STATEMENT OF WILLIAM J. COX, VICE PRESIDENT, GOVERN-
MENT SERVICES, CATHOLIC HEALTH ASSOCIATION, WASHING-
TON, DC

Mr. Cox. Mr. Chairman, I too agree with most of what has been
said already this morning, and I am just going to elaborate on a
few key points.

The Catholic Health Association has been very concerned about
the capital issue since the adoption of prospective payment in 1983.
And the reason for that is twofold. First, we tend to believe that
our hospitals as a group are probably going to do less well under
national DRG rates as we move toward those rates. And, second,
our hospitals tend to be at the very beginnings of their capital
cycles which means that they have got a large volume of fixed
costs that they need to deal with and which costs are very sensitive
to any capital proposal treatment within the Medicare Program.

Our concerns have been intensified by some of the issues you
raised at the opening of this session. That is, the budget-driven at-
mosphere within which the prospective payment system has been
operated. They have been further intensified by Gramm-Rudman-
Hollings and the clear prospect of wholly inadequate rates of in-
crease in the PPS payments for the next 5 years. So you can under-
stand, I think, our deep concern about exposing this large volume
of fixed cost to a system that has become somewhat arbitrary with
respect to its payments to hospitals and to a grea. deal unpredict-
able from the hospital point of view.

The administration—my second point would be—and to echo
Mike and Jack—that the administration’s proposal is wholly unac-
ceptable to the Catholic Hospital community. We have developed, 1
think, a rather sophisticated methodology that individual hospitals
can use to determine the impact of various capital proposals on
them to anticipate that impact. And for today’s hearings, we ran
the numbers on a large midwestern hospital. And I would like to
make a couple of points about this facility.

It is widely recognized within the hospital community as being
efficiently run. It has made sound business decisions with respect
to its capital expenditures. It began planning for the replacement
of a 50-year-old facility in 1979, got all of the necessary approvals,
and brought that capital on line in 1984.

If the administration’s proposal goes into effect, that facility will
not make its principal and interest payments. It will be in techni-
cal default on its bonds.

I think that this—we do not think that this hospital, having
looked at a number of them, is an isolated example. The hospital is
probably, as Bill Gradison said over on the House side, the tip of
the iceberg. There are some very scary scenarios out there with re-
spect to folding capital into the prospective rate. And we think that
the experience of this facility and other facilities argues very
strongly for Congress to act immediately to prevent the administra-
tion from folding capital into the prospective payment system via
the regulatory route.
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And I think that would be the strongest point or recommenda-
tion that I would like to make this morning.

By way of contrast to the administration’s proposal, yours is
clearly superior. And we ran the numbers for this midwestern hos-
pital in terms of your proposal, Mr. Chairman, and I am happy to
say that the facility would be able to make its principal and inter-
est payments under your approach. However, the 7-year transition
probably does not go far enough.

Senator DURENBERGER. They want to make more money?

Mr. Cox. Pardon?

Senator DURENBERGER. They want to make more money?

Mr. Cox. No. I think they want to meet their capital needs.

Finally, I would like to make one last point, Mr. Chairman, and
that is with respect to relating what is going on in tax reform with
what is going on in the capital issue. That is to indicate that non-
profit hospitals must continue to have access to advanced refund-
ixﬁg. And I know you have recognized, and we commend you for
this——

Senator DURENBERGER. I am going to ask each of you to respond
on the specific on that particular issue as it relates to the tax-
exempt bonds.

Mr. Cox. Well, that they should continue to have that access. I
know your proposal would allow them to have at least two ad-
vanced refundings. But under the State by State per capita caps,
our analysis indicates that the advanced refundings have to occur
under the caps. New financings will use up most of the money that
is available and leave very little available for advanced refunding.
So I think that issue needs to be examined very carefully.

And that concludes my testimony.

Senator DURENBERGER. Thank you very much.

[The prepared written statement of Mr. Cox follows:]
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Mr. Chairman, and members of the Committee on Finance, I am
William J. Cox, Vice President of the Division of Government
Services for the Catholic Health Association of the Unites States
(CHA) . CHA represents 630 Catholic hospitals and 285 long-term
care facilities nationwide.

I am grateful for the opportunity to be here today to testify
on the subject of incorporating capital costs into Medicare's
prospective payment system (PPS). I am also grateful to you, Mr.
Chairman, for your leadership and interest in this critical

issue.

CHA's Position on Capitol

CHA first enunciated its capital position in April 1984
before the Department of Health and Human Service's National
Council on Health Planning and Development. At that time, CHA
told the Council that while Catholic hospitals remained open to
discussing and evaluating proposals for incorporating capital
into PPS, we had not yet seen any capital proposals that would be
acceptable to our members. Furthermore, before we would deem a
capital proposal acceptable it would have to be demonstrated to
be workable and equitable for Catholic hospitals. Finally, we
expressed our belief that identifying such a capital proposal
would be more difficult than many of us had originally believed.
Nothing has happened in the intervening two years that would

change CHA's view of the matter.

CHA's Concern About Capital

CHA's concerns about incorporating capital costs into the DRG
payments was caused by two factors:

First, CHA believed Catholic hospitals would on average
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do less well than other facilities under PPS national
rates., This belief has been corroborated by several CHA
research efforts as well as by studies conducted by the

Congressional Research Office (CBO);

Second, many Catholic hospitals, especially those
associated with multi-hospital systems are at the
beginning of their capital cycles, 1i.e., they recently
undertook large capital financings for renovations and
other purposes.

Accordingly, CHA's serious reservations concerning the impact
of any Medicare capital proposal on its membership, has caused it
to be very hesitant about endorsing such proposals.

More recently, CHA's reservations about capital have been
deeéened by the wholly inadequate rates of increase in PPS
operating payments hospitals have experienced during the past two
years. The even more serious prospect that the Gramm/Rudman/
Hollings deficit reduction act will cause those rates to remain
substantially below hospital input prices in each of the next
five years, confirms our doubts that the government cannot
presently deal with the capital issue as anything other than one

more mechanism for further reducing the federal deficit.

Mr. Chairman, CHA wunderstands the threat that federal
deficits of unprecedented magnitude pose to the nation's economy.
Furthermore, we believe all sectors of society should be required
to do their fair share to bring those deficits down.
Nevertheless, CHA would be remiss if it failed to mention that
hospitals have been doing their share and more since the 1981

adoption of the Omnibus Budget and Reconciliation Act (OBRA).
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Since then, the government has cut the Medicare program by
billions of dollars; and hospitals have experienced the largest
proportion of those cuts. As a result, since the early part of
the decade, Medicare payments to hospitals have not kept pace
with the cost of treating Medicare patients.

This experience will quickly become intolerable should Gramm/
Rudman/Hollings cause zero rates of increase in PPS payments in
each of the remaining years of this decade. Should this _occur,
the enclosed chart demonstrates that the federal government would
force the nation's hospitals to absork 100 percent of the almost
40 percent projected increase in hospital input prices between FY
1985 and FY 1991.

Even if the government allowed hospitals a 2 percent annual
increase in Medicare payments in each of the next five years, PPS
payments would still fall almost 60 percent short of the total
projected increase in hospital input prices. Still too much of a
budgetary hit; especially when, theoretically, half of the
nation's hospitals have been making massive reductions in their
operating costs in order to get under projected naiional PPS
payments.

If the government incorporates capital into the prospective
payment system based on average capital cost per discharge,
capital payments per discharge will be 17 percent to 40 percent
below average hospital capital costs by the 1991 end of
Gramm/Rudman/Hollings. This effect clearly exacerbates, beyond
the point of acceptability, the adverse impact a capital payment
mechanism based on average capital dollars per discharge |is
likely to have on large numbers of highly leveraged hospitals

that are at the beginning of their capital cycles.
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PROJECTED HOSPITAL INPUT PRICES (1985-1995) VS
VARIOUS RATES OF INCREASE IN PPS PAYMENTS

Hospital indexed by indexed by
Market PPS 1.0 til 1.02 til
Basket 1 Rate 1992 19923

FY 85 3000* 3000 3000
86 1.056 3168 .0 3000 .0 3000
87 1.061 3361 .0 3000 1,02 3060
88 1.060 3563 .0 3000 1.02 3121
89 1.057 3766 .0 3000 1.02 3184
90 1.054 3969 .9 3000 1.02 3247
91 1.054 4183 .0 2000 1.02 3312
92 1.054 4409 1.054 3162 1.054 3491
93 1.054 4647 1.054 3333 1.054 3679
94 1.054 4898 1.054 3513 1.054 3878
95 1.054 5163 1.054 3702 1.054 4087

*For the sake of example, PPS rates in FY 85 were assumed to
be $3000.

Igetween FY 85 and the end of FY 91 the time at which the budget
is expected to be in balance, the hospital market basket will
have increased by 39.46%,

FY 86 FY 91
1.056 x 1,061 x 1.06 x 1.057 x 1.054 x 1.054 = 1.3946

zxf Gramm/Rudman/Hollings means zero rate of increase in PPS rates
until FY 1992 that means hospitals will have to absorb a 39.46%
increase in their input prices. (This includes a zero rate of
increase in rates between FY 85 and FY 86.)

3If under Gramm/Rudman/Hollings PPS rates increased by 2% a year
PPS rates would increase by 12.6%

FY 86 FY 87 FY 88 FY 89 FY 90 FY 91
1.0 x 1.02 x 1.02 x 1.02 x 1,02 x 1.02 = 1,126

This would mean that between FY 85 and the end of FY 91 hospitals
would have to absorb a 23.85% of the 39.468% increase in input
prices (1.2946 < 1.126 = 1,2385) or 60.4% of the increase in
input prices.
41f under Gramm/Rudman/Hollings hospitals were granted an annual
increase in PPS rates on the order of 3% that would mean that
between FY 85 and the end of FY 91 PPS rates would increase
by 19.4%

FY 85 FY 86 FY 87 FY 88 FY 89 FY 90 FY 91
1.0 x 1.03 x 1.03 x 1.03 x 1.03 x 1.03 x 1.03 = 1,194

Under this scenario hospitals would be expected to absorb 16.8%
of the 39.46% increase in input prices or 42.57% of the increase
in input prices.
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Other Matters of General Concern

Mr. Chairman, before I address myself to the relative merits
of several of the proposed capital methodologies, I would like to
share CHA's deep concerns about two other aspects of the
environment in which the Medicare capital proposal issue is being
discussed.

First, there is not enough detail about any of the proposals
to permit a precise analysis of what their effect would be on
individual hospitals. For instance, details on the
Administration's capital proposal have been especially sparse,
The proposal is outlined in the President's FY 1987 budget, but
the budget description focuses more on what the proposal is
projected to save the government than on how it would wcrk.

While bits of additional information about the proposal were
revealed during the Administration's recent appearance before the
House Ways & Means health subcommittee, too many important
elements remain unavailable. The most important of which is the
proposed separate dollar amc'.-ts for the urban and rural payments
and the calculations as to how the Department of Health & Human
Services arrived at those amounts. The Department had to know
these amounts in order to determine 1its capital proposal's
projected budget savings; unless, of course, those savings were
projected on the basis of gross estimates. In any event, the
Department has the capacity to calculate the dollar amount it is
planning to publish on June 1, 1986, and should reveal them
immediately so that hospitals and the Congress can determine
their reasonableness.

Another critical missing detail is the annual amount by which
the Administration plans to roll the total PPS payments forward.

In the absence of these and other critical details it would be



149

impractical for any hospital or hospital association to endorse
or support a capital proposal.

Even with respect to your own capital proposal®, Mr.
Chairman, a precise analysis of its potential effects on’
hospitals has been handicapped by the fact that the Senate does
not have access to the Health Care Financing Administration's
(HCFA) data base. Such information is necessary in order to make
reasonable judgements about such important matters as what the
capital dollar amount should be.

While there are aspects of your proposal that cause CHA
clearly to prefer it to the Administration's (most notably_ the
transition mecharism), the absence of a dollar value for the
capital amount makes it difficult to evaluate and impossible to
embrace., (Later in our testimony, CHA will make some assumptions
about dollar values and other matters and evaluate the impact of
capital proposals based on those assumptions.)

Another issue of general ccncern to CHA is the patent abuse
the Office of Management and Budget (OMB) has made of the
discretion Congress left to the Secretary under the PPS statute,
Repeatedly since the FY 1983 implementation of PPS, OMB has
forced HHS to implement prospective payment system policies that
were more extreme than the best professional and programatic
judgement within Congress and at HHS deemed desirable.

There is every reason to believe that OMB will continue to
abuse the Secretary's statutory discretion under PPS~-unless it
is specifically prevented from doing so by statute. Accordingly,
CHA strongly believes that Congress must specify in the proposed
statutory language such matters as the dollar value of the
capital add-on, the factor for updating the add-on, etc. Unless

* The Fair Deal Capital Payment Act of 1986 (S. 2121)
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such details appear in the statute, CHA will have little or no
confidence that Congressional intent regarding the equity and

reasonableness of a capital proposal will be respected by OMB.

Fvaluation of Capital Proposal

Mr. Chairman, CHA has developed a rather elaborate and
detailed methodology that allows an individual hospital to
evaluate the potential effects on the facility of any of a
variety of Medicare capital proposals. This methodology is also
arrayed ¢n an electronic spreadsheet. The electronic spreadsheet
allows a hospital to test quickly and easily changes in the
variables of vdarious capital proposals. For instance, what
happens to the hospital's Medicare payment when the transition is
lengthened or shortened, when the dollar amount is increased or
decreased, etc.

CHA has sent the methodology to all Catholic hospitals and
multi-hospital systems. We already have some early returns,

- At this time, I would like to share with you the relative
impact of your proposal and the Administration's on one of CHA's
member facilities.

The hospital is a large teaching facility in a midwestern
city. It is also at the very beginning of its capital cycle.

The hospital just went through a major renovation/replacement
of parts of its plant that were originally built more than fifty
years ago.

We have selected this hospital as a case study, Mr,
Chairman, because it is widely regarded within the hospital
community as a faéility that is operated efficiently and has made
consistently sound business decisions with respect to its capital

acquisitions and financings.
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The hospital began planning for the replacement in 1979 and
received the necessary state and local approvals in 1981, The
project financing was obtained almost two years prior to the
April 1983 adoption of the Medicare prospective payment system.

In the process of using the CHA methodology to evaluate the
possible effects of the Administration's capital proposal the
hospital made the following assumptions:

o The national urban PPS capital amount would be $258.79 for

FY 1987, (The number was derived by the California
Hospital Association based on assumptinns supplied to it

by the Catholic Health Association.)

o Relative to the annual PPS payment update the hospital
evaluated the Administration's capital proposal under each
of the following assumptions:

- PPS rates updated on an annual basis in accordance
with projections issued by the Trustees of the

Hospital Insurance Trust Fund.

- under Gramm/Rudman/Hollings PPS rates were updated
by 2% each year until 1991 and thereafter by the
hospital market basket as projected by the Trustees

of the Hospital Insurance Trust Fund.

- under Gramm/Rudman/Hollings PPS rates were updated
on an annual basis by 0% until 1991 and thereafter
by the hospital market basket as projected by the
Trustees of the Hospital Insurance Trust Fund,

o The hospital specific portion for both the
Administration's proposal and your proposal, Mr,

Chairman, is based on the hospital's actual capital costs
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for the year in question. (Therefore, the hospital's

assessment of the Administration's proposal somewhat
understates its adverse impact.)

The following chart demonstrates the impact of the two

proposals vis a vis the hospital's current and already obligated

capital costs under 3 different PPS rate update scenarios in the

fifth years of the capital fold-in, i.e., FY 1991,
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Impact of Medicare Capital Proposal on

Current and Obligated Capital Costs in FY 1991

$ Add-On Assumed to be $258.79

Market Basket G-R-H
2% increase

PRINCIPAL in PPS rates
INTEREST

S Yr (1995) -$114,153 (1998) ~-$336,126
(even) (1999) ~$541,307 (2004) $943,483

7 ¥Yr +$928,068 +$8830,955
(front-loaded) 32,717,592 +32,565,506
DEPRECIATION
INTEREST

-$2,074,810 (-45%)

S Yr (2000) -$1,852,837 (-41%) (2002)
(2008) =354,792,535 (-27%) (2010) 35,374,711 (-29%)

7 ¥r (2000) -$810,616 (-18%) (2002) -$907,729 (-20%)
=31,713,636 (-9.2) (2009) =31,865,722 (-10%)

G-R-H
zero % increase

in PPS rates
(2000) -$449,057
(2007) =31,147,366

+$781,54
+ r ’

(2003) -$2,187,741 (-48%)
(2511) =$5,579,194 (-30%)
(2003) _ -$957,134 (-218%)
(2010) =%1,943,080 (-10.5%)

(2000) 3 -s1,852,8371 (-41%)2

(2008) % -s4,792,535% (-27%)°

lannual gain or loss in $

Zannual gain or loss as a % of cost

3break even point where payment covers cost
4accumulative gain or loss in §
Saccumulated gain or loss as a % of cost

6recoupment point when hospital recovers earlier losses

gsl
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The chart demonstrates that under the Administration's
proposed 5 year even phase-in the hospital would not receive
sufficient reimbursement to cover its principal and interest
payments until 1995 under the market basket scenario; and not
until the year 2000 under Gramm/Rudman/Hollings assuming a zero
rate of increase. The variance or short-fall from the hospital's
current and obligated capital costs would be 4% under the
optimistic market basket scenario, and 48% under the
Gramm/Rudman/Hollings zero rate of increase scenario. The
hospital's break-even or crossover point isn't reached until the
year 2000 under the optimistic scenario and not until 2003 under
the Gramm/Rudman/Hollings scenario. Thus, the Administration's
proposal would threaten the hospital's viability even under the
optimistic assumption that the total PPS payment would be rolled
forward by the hospital market basket. _

The chart also demonstrates the 7 year front-loaded phase-in
contained in your proposal, Mr. Chairman, would make it possible
for the hospital to meet 1its debt service obligations with
respect to current and obligated capital. However, even with the
longer front-loaded phase-in, the short-fall from the hospital's
capital costs as measured by depreciation and interest is still
sufficiently severe and prolonged that the hospital would have
insufficient funds to make the necessary equity contributions
when the time comes to renovate and replace major fixed equipment
in the late 1990s and early 2000s.

The following chart compares the hospital's total Medicare
PPS revenue to be received to its total expected Medicare costs
for services covered by PPS under both your proposal, Mr.

Chairman, and the Administration's. This includes current and

obligated capital costs, future capital costs and operating costs.

11



155

Summary Comparison of Total Medicare PPS Revenues to
Total Medicare PPS Costs FY 1991

$ Add-On Assumed to be $258.79

Market Basket G~-R-H G-R~-H
2% increase zero 8 increase
in PPS rates in PPS rates
5 Yr (2007) -$2.2M (-5.3%) -$7.74 (-18.5%) -$10,.4M (-25%)
(never) =35.5M (-38) =3520M (-12.9%) - . -17.5%)
7 ¥Yr (2005) -S1.2M (-2.9%) -$6.6M (-15.9%) ~$9.2M (-22%)

(never) =$2.2M (~1.4%) STe. oM (-10.7®) =323.4M (-15.2%)

(2007) 3 -52.2M1 (-5,34)2

(never)® -ss5.5M% (-34)5
annual gain or loss in §
annual gain or loss as a % of cost
break even point where payment covers cost
accumulative gain or loss in §

accumulated gain or loss as a 8 of cost

D N s W

recoupment point when hospital recovers earlier losses

12
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The first and most obvious point the chart makes is that the
losses experienced by the hospital on the capital side are cannot
made up on its operating side,

The second point, 1is that the hospital cannot sustain a zero
rate of increase under Gramm/Rudman/Hollings.

It is not clear from this chart whether the hospital can
sustain itself under a Gramm/Rudman/Hollings scenario in which
PPS rates are updated by 2% each year until 1991 and then by the
hospital market basket each year thereafter. The hospital will,
however, experience future capital costs associated with
replacement of wornout fixed equipment in the late 1990s and
early 2000s. The addition of these costs make the shortfalls the
hospital will experience deeper and more prolonged even under a 7
year front-loaded phase-in. The impact of these anticipated
short-falls is so severe that even with a 2% increase in the PPS
rates under Gramm/Rudman/Hollings followed by market basket
increases in PPS rates in 1992 and thereafter, your proposal, Mr.
Chairman, would generate a level of funds insufficient to meet
the hospital's minimum capital requirements.

From the data presented, one can safely conclude that the
Administration's capital proposal is clearly unacceptable under
any of the scenarios relative to inflation in the PPS rates.
One can also safely conclude that a zero rate of increase in
PPS rates under Gramm/Rudman/Hollings is also unacceptable,
We can also safely conclude that the fact that a hospital
entered into its capital obligations well prior to April 1983
is no guarantee that it will be able to cope with a Medicare
capital payment mechanism; even one with a front-loaded

transition mechanism.

13
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Summary and Conclusion

In summary Mr. Chairman, at this time, CHA believes that:

1.

In order to proceed responsibly with the debate over
incorporating capital costs into the PPS rates both
Congress and the hospital sector need to be discussing
the value of any add-on in actual dollars and cents

terms.

In the absence of such a number, or numbers, hospitals
cannot reasonably evaluate the actual impact on them of
various capital proposals. Furthermore, unless such a
number, or numbers is written into the statute hospitals
cannot be confident that the capital agreement arrived
at between the Congress and the hospital sector would
survive the Office of Management and Budget's regulatory
process.

Identifying a capital payment mechanism that is fair and
equitable will be more difficult than all of us
originally anticipated, and the impact of
Gramm/Rudman/Hollings will add substantially to that
difficulty.

The hospital cited in our testimony is but one example
of a large number of Catholic and other hospitals in
similar situations that are in danger of going under
financially if the capital proposal that is finally

implemented isn't carefully thought out and examined

14
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before~-hand.
Congress should act at its earliest opportunity to
preclude the Administration from proceeding to

implement its capital proposal by regulation.

Thank you Mr. Chairman, for the opportunity to appear before

you and the Committee today. This concludes my prepared

remarks. I would be happy to answer any questions.

15
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Senator DURENBERGER. Mr. Gage.

STATEMENT OF LARRY 8. GAGE, PRESIDENT, NATIONAL
ASSOCIATION OF PUBLIC HOSPITALS, WASHINGTON, DC

Mr. Gage. Thank you very much, Mr. Chairman. I will also
submit my statement for the record and just summarize a few
ﬁoints that I think are important to add to what has been said up

ere.

First, I do want to thank you for your support for public hospi-
tals and disproportionate share hospitals in the context of the rec-
onciliation act. I think that support, which began nearly 5 years
ago in the context of the Medicaid program, underscores the atten-
tion we think needs to be paid to certain categories of hospitals,
whether it is in the defining of a capital reimbursement program
under Medicare, or in a variety of other issues that you are looking
at this year in the tax bill and elsewhere.

I want to come back to what Senator Baucus said a short time
ago, because 1 think it is important to recognize that the combina-
tion of trends—the move toward prospectivity in the Medicare and
Medicaid programs, the competitive pressures well underway in
most parts of the country in the private sector, the trends in medi-
cal practice away from inpatient care and towards outpatient
care—all of these trends are established facts. And one of the pri-
mary results of these trends is going to be an overall reduction in
inpatient hospital capacity in many parts of this country. There is
no question that this is a goal of many aspects of our health
system, to reduce both the number of hospitals and the number of
beds. And the question is: Are competitive pressures alone, or is ef-
ficiency driven prospective fixed pricing alone, going to make the
decisions as to which hospitals and which beds are eliminated from
the system? :

We believe the answer cannot be that competitive and payment
trends alone are going to be making those decisions. We think Con-
gress has recognized this in trying to carve out some special atten-
tion to the needs of classes of hospitals like sole-<community hospi-
tals and urban area public hospitals in fashioning the Medicare
prospective payment system. And we just want to underscore that
this has to be done in the capital reimbursement and financing
area as well.

Public hospitals in urban areas face something of a paradox in
the Medicare capital arena. We are, as Gerry Anderson and others
have pointed out over the last couple of years, the most under-re-
imbursed segment of the industry for capital financing under the
current system. A major urban public hospital, on average, gets
about 3.9 percent of its Medicare revenues as capital payment, as
compared to the 7 percent national average.

The fact is, if you folded capital into DRG’s tomorrow, in some
kind of 7 percent solution, with no phase in at all, many of my
members and clients would be substantial beneficiaries of that.
However, there are reasons for the low rate of reimbursement that
have to do with the nature of the physical plants of these hospitals.
Our member hospitals, on average, have physical plants that are
12%. years old. Compare that to Council of Teaching Hospital mem-
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bers generally, which have an average of 7.4 years, or non-COTH
hospitals, with an average of 6.7 years. You will see that there is a
substantial unrecognized need for future capital. We have polled
our own members, and just 20 of our members identified about
$900 million in very specific capital needs over the next few years.

By contrast, some of the public hospitals that have been able to
continue to get access to capital—and I give some examples in the
testimony—are in the situation that Mike and others have alluded
to earlier. They have undertaken recent capital financing projects
that need to be taken into account. But the majority of our mem-
bers have future needs that, if they are going to continue to pro-
vide the services that they are providing to their communities, they
are going to need to find some way to meet.

We do have a capital policy agenda for public hospitals. It is
spelled out in some detail in our testimony. It is not limited to
Medicare reimbursement. We include, for example, several obser-
vations on the House-passed tax bill. We have several observations
about credit enhancement programs, in that we think we are going
to need some special programs to enable public hospitals to gain
access to capital.

Finally, as with the other witnesses on this panel, and, despite
the fact that public hospitals in general would probably gain from
a rapid implementation of a “7 percent solution” in the very short
run, we think you need to have a much more sensitive approach
than the administration’s proposal, one that phases in through leg-
islative action a very carefully designed Medicare policy. And we
strongly agree with Senator Baucus that you must have some kind
of sensible outlier policy that takes into account, among other as-
pects of our health system, the particular needs of metropolitan
area publichospitals.

Senator DURENBERGER. Very good. [Laughter.]

Well timed.

[The prepared written statement of Mr. Gage follows:]
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STATEMENT OF LARRY S. GAGE
President and General Counsel
National Association of Public Hospitals
March 14, 1986
Before the Subcommittee on Health

Committee on Finance
United States Senate

Mr. Chairman, members of the Subcommittee, 1 am Larry Gage,
President and General Counsel of the National Association of
Public Hospitals. NAPH consists of 60 public hospitals and
hospital systems that serve as major referral centers and
hospitals of last resort for the poor in most of our Nation's
largest metropolitan areas.

1 am particularly pleased to have this opportunity to
testify before the Senate Finance Committee again today, because
the NAPH greatly appreciates the attention the Committee has paid
in recent years to the many difficult and important health care
issues confronting "disproportionate share hospitals."” We are
especially grateful for your attention to the needs of such
hospitals in the context of current efforts to reduce Medicare
payment levels to hospitals generally, and major teaching
hospitals in particular, in the pending Budget Reconciliation Act

Conference Report. -
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We welcome the opportunity this morning to provide you with
our observations regarding two current proposals concerning how
capital costs should be paid for under the Medicare program,
Pirst, we will respond to the Administration's proposal that
capital payment amounts be incorporated by regulation into the
non-labor portion of Medicare prospective payments during a
four-year transition period. Second, we will respond to the
proposed Fair Deal Capital Payment Act of 1986, recently
announced by Senator Durenberger, which would also incorporate
capital costs into PPS payments, but with a seven-year phase-in
period and by statutory amendment, rather than by agency

regulation,

We will discuss these two proposals in a broader context,
hovever, because we believe it is important for the committee to
understand and appreciate the extremely precarious capital
situation of many NAPH members and other essential providers of

care to the poor.

For example, a superficial analysis might indicate that
large, metropolitan area public hospitals as a group receive the
lovest average capital pass-through of any category of hospitals
in the nation -- less than 4%, as compared with about 7%
nationwide. However, a closer look will reveal that this is due
in large part to the older, more deteriorated physical plants of

such hospitals. Hospitals in that condition might therefore
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realize a "windfall" in the short run from rapid implementation
of a 7% capital add-on to Medicare/PPS payments. In the long
run, however, such hospitals would more likely experience greater
deterioration in their ability to make future capital
expenditures necessary to enable them to continue filing their
unique and valuable "safety net" role. I believe we all agree
that this role is a necessary and appropriate one, particularly
at & time when increased competition throughout the nation's
health system continues to increase pressure on hospitals serving
lov income patients. For this reason, our basic position on
Medicare capital payments is this: whatever action you may take
regarding such payments for the hospital industry generally, ve
believe you must provide some measure of additional flexibility,
perhaps on a case by case basis, to address the special needs of

such hospitals.

Pinally, wve believe it is important for the Committee also
to appreciate that other Congressional and regulatory actions
this year can also have an impact on the ability of urban public
hospitals to gain access to capital. These include tax reform
and the increasing need for additional credit enhancements, such

as under the FHA hospital mortgage insurance program.

Although Medicare payments of capital play a significant
role in the capital financing situation for hospitals, Medicare's

treatment of such costs is only one part of a much larger
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picture. A signal feature of this picture over and above the
is¢'e of reimbursement, is access to capital, wvhether such
acc-.s88 it is obtained through tax-exempt financing, or through
credit enhancement programs, such as the Hill-Burton program or
FHA mcrtgage insurance under $242 of the National Housing Act.
Since several of these issues are also within the jurisdiction of
your Committee, and tax exempt financing in particular is
presently under active consideration, we would like to provide
you with our observations on these issues as well, as part of our

overview of the capital situation of NAPH members today.

For these reasons, the remainder of my testimony this
morning will be divided into three sections: Section I will
describe the capital characteristics and capital needs of NAPH
members and other public hospitals generally, including a
comparative analysis of the current Medicare capital
reimbursement received by such hospitals. Section II will
provide several specific examples of the capital situation of
particular NAPH member hospitals. Finally, Section III will
provide our specific comments on Medicare capital reimbursement,
and other capital-related issues affecting public hospitals

today.
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I. Capital Characteristics and Capital Needs of Public

Hospitals

It is generally acknowledged that the hallmarks of public
hospitals -- serving a high number of indigent patients, relying
on major support from public sources of revenue, operating older
and, at times, obsolete physical plants, and failing to have an
overall competitive "attractiveness” to patients and private
payers -- are also formidible obstacles in obtaining access to
capital. The investment community has historically eschewed
institutions with such profiles, absent governmental guarantees
or other credit enhancements. However, traditional public
sources of capital financing (e.g., general obligation bonds,
state or local appropriations) have become far more unreliable
due to the relatively greater fiscal weakness of many localities,
increased demands for taxpayer and community dollars, and in some
casés, outright taxpayer revolt. And all the while, many urban
public hospitals see a greater proportion of low income patients,

face increasing deficits and grow older and older,

What is the current financial situation of public hospitals
with regard to capital? What role have Federal programs played
in supporting capital initiatives? What sources have public
hospitals used to support capital? What are the capital needs of
these facilities and what does the future portend for financing

of their capital improvements? The following sections identify
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the capital situation of urban public hospitals and consider
their capital requirements for the remainder of this century.
The information presented here is based upon a small but reliable
sample of large urban public hospitals, re-verified through 1984,

the latest date for which information is available.

-TABLE I presents financial ratios and other selected
financial characteristics affecting hospitals' ability to obtain
access to sources of capital. Comparisons of critical indicators
of capital "attractiveness” confirm the assertion that public
hospitals are in a uniquely precarious position and are at a
severe disadvantage when competing for funds in the capital

marketplace,

1. Age of plant. The average age of an NAPH member's
physical plant is 12.5 years (TABLE I). This average is well
above the Council of Teaching Hospitals (COTH) average of 7.4
years - a group that also includes the majority of NAPH members -
as vell as the non-COTH average of 6.7 years. In fact, when NAPH

is compared to COTH and non-COTH hospitals by census region, the

NAPH member's average plant age exceeds every area and every
hospital average in the country (TABLE II). This substantial age

difference reinforces the belief that many of the large urban
public institutions are in a singularly serious situation with

regard to their capital needs.
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2. Ratios of current assets to liabilities. The ratio of
current assets to liabilities (i.e. the current ratio) is often
used as one of a number of indicators of hospital attractiveness
in the bond market. For example, Standard & Poors has determined
that a hospital with less than average current assets to
liabilities have ratios below 2.0, NAPH members average 1.9,
indicating relative non-liquidity of funds, and symptomatic of

the financial stress they suffer,

3. Maximum debt service coverage. TABLE ! identifies NAPH
members' maximum debt service coverage, which represents current
capacity to carry their debt, Six of the 10 members responding

identified a ratio of 2.0 or less.

According to investment analysts, hospitals whose maximum
debt service coverage is roughly 2.0 or less would fall into a A-
or lower bond rating. These hospitals would have "no real
market” for obtaining capital, and would need mortgage insurance
or some other assurance to support their profile. Thus, 6 of the

10 responding NAPH members would require such support.

4. Ratio of debt service to qross patient revenues. NAPH

members’' debt service to gross patient revenue ratio averages
2.9%, indicating that there is not much debt outstanding. In
theory, it could mean that they could take on capital projects.

However, these facilities, in general, are often very old due to

their previous inability to obtain capital support. That is,
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public hospitals often cannot find sources willing to finance
debt for capital. The result is an old plant that cannot be

renovated,
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TABLE 1

Selected Financial Characteristics of NAPH Members - 1983

Average Age of Plant

Ratio of Current Assets to
Liabilities

Ratio of Debt Service to
Gross Patient Revenues
(expressed as a percent
of gross patient revenue)

Maximum Debt Service Coverage

12.5 years
(20 hospitals)

1.9 (average)
(22 hospitals)

2.9% (average)
{15 hospitals)

Average: 2.6
range: -2.1 to 8.7
(10 hospitals)
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TABLE I1

Average Plant Age (in years) in
Short Stay Non-Federal Hospitals
by Membership in COTH and Census

Region, 1982

Av A .
COTH Non-COTH
Hospitals ~ Hospitals

New England 8.74 8.16
Middle Atlantic 8.00 7.53
South Atlantic 7.04 6.19
East North Central 6.81 7.17
East South Central 7.32 6.22
West North Central 7.51 7.21
West South Central 6.74 6.01
Mountain 5.80 6.05
Pacific 7.74 5.99

* Average Age of Plant = Accumulated Depreciation .

1982 Annual Depreciation
Source: AHA Annual Hospital Survey

Excerpted from: J. Bentley, "Toward an Understanding of
Capital Costs in COTH Hospitals", 1984.

-10-
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B. Capital Reimbursement under Medicare and Medicaid

TABLE II! identifies 1983 Medicare and Medicaid depreciation
reimbursement (i.e. depreciation of capital assets) and debt
principal payments (i.e. payments for new investments) to NAPH
members. As expected, average depreciation reimbursement to
members was substantially higher for both programs than were debt
principal payments. These public hospitals averaged $790,000 in
Medicare depreciation reimbursement and $730,000 in Medicaid
depreciation reimbursement., Debt principal payments, however,

vere very low, averaging $30,000 per hospital for Medicare and

§40,000 for Medicaid, including 18 hospitals that reported “"zero"
‘reimbursement for debt principal payments.

NAPH members differ dramatically wvhen these findings are
compared to other sectors of the hospital industry. A 1982
report (Kinney and Lefkowitz) investigated the relationship of
Medicare and Medicaid depreciation reimbursement to debt
principal payments (See TABLE IV). As indicated, proprietary
hospitals represented the greatest proportion of debt principal
to depreciation payments, 81.8%, ($90.0 million/$110 million),
folloved by voluntary hospitals, 50.48% ($530 million/$1,050.0
million); public hospitals demonstrated the lowest proportion,
258 ($60.0 million/$240 million). However, NAPH members’' debt
principal/depreciation reimbursement, is substantially below
these levels: ¢.7% ($1.7 million/$36.5 million).

-11-
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Recent studies confirm the extreme situation of urban public
hospitals. For 1983, capital costs accounted for 7% of Medicare
reimbursements to hospitals in general. Payments to public
hospitals vith over 400 beds averaged 3.9% overall, lowver than

any other category measured (Anderson & Ginsberg).

-12~
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TABLE 111

Medicare and Medicaid Capital
Reimbursement to NAPH Members - 1983
(in millions)

Medicare Medicaid
Total Avg. Total  Avg. Total Avg.

Depreciation

Reimbursement
No. of hospitals 2¢ 18,90 .79 17.62 .73 36.52 1,51
Debt Principal

Payments
No. of hospitals 24* .75 .03 .96 .04 1.7 .07

* 18 hospitals reporting Medicare and Medicaid reimbursement indicate
no debt principal payments accrued.

-13-
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What are the implications of these findings for large city

public hospitals? More than any other qroup, these institutions’
assets are the oldest while their investment in new capital is

xtremely low. And while the availability of discretionary funds

for proprietary and not-for-profit hospitals represents monetary
support for additional capital expansion and investment, the
public hospitals "discretionary® funds are most often used for
other purposes, in particular to cover operating deficits
resulting from providing high amounts of bad debt and charity

care.

-14-
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TABLE 1V

Estimated Depreciation Reimbursement and Debt Principal
Payment by Type of Community Hospital, FY 1981 ($ in millions)

All
Community

Voluntary Proprietary Public Hospitals
Total Medicare and

Medicaid

Reimbursement 22,700 2,470 6,080 31,250
Depreciation
Reimbursement 1,050 110 240 1,400

Debt Principal
Payment 530 90 60 680

Diffarence Between

Depreciation and

Debt Principal

(Discretionary Funds) 520 20 180 720

Sources: AHA, Hospital Statistics, 1980 Edition and AHA, 1977
Annual Survey (Unpublished Data),

Excerpted from: E, Kinney & B. Lefkowitz, "Capital Costs to
Community Hospitals under the Federal Health

Insurance Programs.” _Journal of Health Politics,
Policy and Law, .982.

-15-
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C. Funding For Capital Initiatives

NAPH members, like other sectors of the hospital industry,
have relied primarily on debt to finance capital construction and
renovation. Long-term debt accounted for for more than half of
the more than $200 million obtained by these public hospitals.
NAPH members also relied on local governments and internal funds
for supporting almost $100 million in capital projects.
Philanthropy and Federal government sources by far contributed

the least to member capital funding.

D. Debt Financing of Capital

Don gahodes has reported a substantial increase in financing
of capital through tax-exempt public offerings from 1973 (36.2%)
of financing) to 1979 (80.6%). Private placements, conventional
mortgages, government sponsored programs and taxable public

offerings have all deceased dramaticallly during that period.

For NAPH members, although debt financing information is
incomplete, the importance of tax exempt public offerings, as
identified by Cahodes, is evident. For the three years examined,
NAPH members identified a total of more than $200 million in tax
exempt public offerings - more than three-quarters of all debt
financing reported (private placements were a distant second).
And in 1983 this mechanism represented almost 90% of debt

financing. Of critical importance during these years, however,

-16-
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is the decrease in taxable public offerings and the virtual
absence of support from almost all other sources. For example,
in 1983 none of the reporting hospitals identified financing
through taxable public offerings, while two hospitals had
obtained financing through conventional mortgage loans or Federal
government programs for a total of only $600,000., Thus, members'’
access to debt financing, in general, has been confined to what
the tax-exempt mechanism, and, to a lesser extent, private

placements, have allowed.

E. Capital Needs of NAPH Member Hospitals

NAPH members who responded to the request for information on
capital needs identified in the aggregate at least $900 million
(TABLE V) over the near term. Almost 84% of these needs were
related to basic building construction and renovation, including
the following: a trauma center, a surgery building, all or a
major part of a hospital (5 hospitals) an ancillary services
facili:y; a children's clinic; and pediatric and neonatal
intensive care units., The estimated building needs approach $40

million per member,

Equipment need estimates approach $140 million for 21
hospitals, and include radiology and laboratory equipment, CT and
NMR equipment, operating room tables, anesthesiology systems.
Comparatively little funding is forseen for land (total $6.3

million).

-17-
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Although the $900 million total recognizes that substantial
capital need exists at NAPH institutions, it is essential to
recognize that these estimates hnderregresent significantly the
total capitai needs of NAPH members since many hospitals list
only capital projects that are likely to be funded over the next

few years. Public hospitals demonstrated the lowest rate of

increase in capital expenditures (5% for a five year period from
the mid to late 1970s), when compared to voluntary facilities
(15.6%) and proprietary institutions (12.1%) (Kinney &
Lefkowitz), 1982). Moreover, some NAPH members who require a
total or major renovation/reconstruction of their physical plants
did not list or estimate the projects on their "wish lists" since

funding will not occur.

-18-
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TABLE V

Estimated Capital Needs of NAPH Members through 1988
(in millions)

Total Average
Building
No. of hospitals: 19 $731.1 38.5
Moveable Equipment
No. of hospitals: 21 §136.1 6.5
Land
No. of hospitals: 4 $ 6.3 1.6
Total $873.5

-19-
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11. EXAMPLES OF THE CAPITAL SITUATION
OF SPECIFIC NAPH MEMBER HOSPITALS

Unlike so many other hospitals, essential providers of care
to the poor, such as NAPH members, typically do not require
capital financing merely to install major medical equipment which
represents the latest trend in technology, nor to embark on the
cosmetic changes needed to create a competitive, "upscale”
facility. These hospitals are, instead, attempting to address
severe structural deficiencies, often which threaten the
hospital's very accredition and patient safety. Furthermore,
these projects typically do not expand bed capacity. Instead
they carry out the best health planning objectives: downsizing
inpatient capacity in favor of more cost-effective ambulatory
care; sharing technology and resources among facilities; and
other innovations to provide more efficient care within a limited

operating budget.

A. California County Hospitals - 1984 Survey Data

Recently, NAPH surveyed member county hospitals in
California to obtain a more concrete picture of their capital
needs. This suvrvey found that 6 county hospitals needed complete
replacement at a total cost of $742.7 million (one hospital

required complete replacement at a cost of $370.0 million),.

-20-
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These replacements vere required for several reasons,

including:
o old and outdated facilities vere not
cost-effective to maintain; and
o numerous deficiencies were cited by license and

accreditation agencies as well as grand jury
citations, agencies rendering the hospital

noncompetitive,

Examples of those deficiencies include: surgical suite with
inadequate ventilation; old flooring that had become an infection

hazard; improving emergency back-up systems,

Of the estimated $262.0 million needed for partial
renovation, expansion and equipment, about $65.0 million were
related to JCAH, grand jury or state citations (e.g. installing
air conditioning on impatient units, adding bathrooms, increasing
electrical capacity).

Over $120 million were identified as necessary to meet
increased service requirements and service system efficiencies
{(e.g. responding to increased demand for OB/GYN and neonatal
services; expanding patient waiting areas; removing asbestos;

replacing or expanding sewer lines).

-21-
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Outpatient capital improvements totalled $122.7 million,

including $29.8 million for total out patient replacement.
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B. Other NAPH Member Hospitals

1. PARKLAND MEMORIAL HOSPITAL

Parkland Memorial Hospital is the major public hospital in
Dallas, Texas. During 1983, this 821-bed facility maintained an
occupancy rate of 82% and admitted almost 36,000 patients.
Parkland also provided 267,000 outpatient visits and 167,000
emergency room visits, In 1983, Medicare represented 12.5% of
$246.6 million in gross revenues at the hospital. Private
insurance and Medicaid accounted for, respectively, 13.3% and
5.5% of these revenues, and city and county appropriations

covered most of the remaining 68.7%.

Parkland's 1985 Medicare capital payment of $2.1 million
equalled 13.0% of total actual Medicare reimbursement. Capital
renovations exceeding $80.0 million are currently underway,
involving a large part of the hospital as well as a replacement
of equipment, Still, projected five-year capital needs for

equipment, parking and other programs exceed $65 million,

2. COOK COUNTY HOSPITAL

Cook County Hospital is a public institution with over 1200
beds in Chicago. With a 68% occupancy rate, it accounted for
almost 41,000 inpatient admissions in 1983. During that year,
Cook County provided 375,000 outpatient visits and an additional

289,000 emergency room visits. Medicare represented 10% of the

-23-
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$212.2 million in revenues, with an additional 34% covered by
Medicaid and private insurance, City and county appropriations
accounted for over 50% of the revenues for the hospital. Cook
County's Medicare capital payments during 1985, $.44 million,
equalled only 1.8% of total Medicare reimbursement for that year,
However, the capital needs at the institution are substantial. A
replacement hospital may be needed in the near future, and while
such a hospital would undoubtedly be smaller in scope than the
present facility, the costs would still be substantial. Even
without a replacement hospital, Cook County will require at least
$33 million to renovate the existing 1913 facility's various
services, including adult and pediatric emergency rooms, cardiac

laboratory, and trauma unit improvement,

3. GRADY MEMORIAL HOSPITAL

Grady Memorial Hospial is the major public hospital in
Atlanta, Georgia. With 1012 beds and 78.5% occupancy rate in
1983, Grady had over 45,000 admissions, 482,000 outpatient visits
and 258,000 emergency room visits, Medicare accounted for 21% of
the $112.6 million in 1983 revenues. Medicaid and private
insurance represented, respectively, 22.4% and 11.1% of the

revenues for that year.

-24-
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During 1984 Grady received $1.15 million in Medicare capital
payments, or 3.6% of the $32 million in total Medicare
Reimbursement., While renovations during the previous five years
have been relatively minor (e.g., $2.5 million for radiology,
$1.5 million for laboratory equipment and facilities), the
hospital estimates that $125 million will be required in the next
few years for major renovations (e.g., reducing eight-and four-
bed wards, building stairwells required by JCAH, installing

bathrooms and adding needed clinics).

4. BOSTON CITY HOSPITAL

Boston City Hospital (BCH) is the major urban public
hospital serving residents of the city. During 1983, with 541
beds and an occupancy rate of 79%, discharges totalled 16,593.
BCH also provided 139,415 outpatient visits and 73,232 emergency
room visits in 1983, Medicaid was the primary payer,
representing almost 50% of the $83.7 million in revenue for that
year. The remaining revenue sources included private insurance

(25%), Medicare (15%), city subsidy (4%) and other programs (6%).

For 1984 Medicare capital payments equalled 6.3% of the
total $25.4 million in Medicare reimbursement. While only §19.5
million in capital expenditures occurred over the past five
years, a substantial portion was related to life safety code

violations (e.g., sprinkler system, fire doors). BCH estimates,

-25-
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due to serious infrastructure problems, that $175 million for a
major rebuilding program needs to be expended, starting in two

years.

5. WISHARD MEMORIAL HOSPITAL

Wishard Memorial Hospital is the major public hospital in
Indianapolis, Indiana. During 1983, this 557-bed facility had a
63% occupancy rate and admitted 17,600 patients., It also
provided almost 276,000 outpatient visits and 75,000 emergency
room visits, State and local government is the major source of
the $137.6 million in hospital revenues followed by Medicare
(19%). Revenue from Medicaid and private insurance were 14% and
12% respectively, with nonspecified revenue making up the

difference.

Wishard's 1984 Medicare capital payment of $1.2 million was
nearly 5% of total Medicare reimbursement. Capital renovations
during the past five years totalled $11.5 million and included
laboratory renovations and establishing an ambulatory surgery
center. Wishard has projected estimated capital expenditures of
$10.7 million for additional renovations and equipment in the

immediate future,

-26-
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111, Di ion L 1 v r

To summarize our position on current Medicare capital
payment proposals, NAPH strongly opposes the Administration's
effort to adopt regulations to phase capital payments into PPS
payments quickly, over just four years, vith the expectation of
significantly reducing those payments by upwards of $4.2 billion
in the next three years. We are particularly concerned that such
an approach is a recipe, not for a "reform"™ of capital cost
reimbursement, but for its outright demise in what has become an
annual budqet-driven debate over Medicare hospital payment
increases. In testimony before the House Ways and Means
Committee on Pebruary 24, DHHS spokesman Robert Helms suggested
that this proposal promotes “"flexibility," "predictability" and
*efficiency." However, we wvould note that "predictability” is no
help if the payment levels are inadequate. Also, as noted above,
public hospitals have typically had no choice but to be efficient
users of new capital, generally reducing the size of their
physical plant, often postposing needed.repairs if their publicly
funded budget is tight, generally reducing ;he size of their
physical plants when conducting major renovations, and purchasing
only minimally necessary nev equipment or technology. Additional
"incentives” like reduced reimbursement are hardly likely to
generate greater "efficiencies” than the current budget process

and capital constraints already faced by such hospitals.

-27-
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With regard to Senator Durenberger's proposal, we believe it
represents a far more pragmatic and equitable approach to
Medicare capital reimbursement, at least within the parameters of
the debate over this issue today. However, we would strongly
recommend that additional attention be paid to the special needs
of major metropolitan area public hospitals, and particularly
those which have recently undertaken, or must in the near future
plan for, major capital renovations that will be necessary to
enable such hospitals to continue to perform their role as
essential providers of care to low income patients, We agree
that such special attention can and should be tied to incrzased
scrutiny of the necessity for capital spending, and the scope and
efficiency of the projects themselves. As governmental entities,
in short, we ask you to remain in partnership with us wherever
necessary to ensure the continued availability of needed
governmental health services. Quite simply, competition alone
will not meet these future needs -- increased competition for
paying patients will continue to erode the ability or willingness

of many providers to serve low income patients.

B. Access To Capital Markets by Essential Providers

This final section of my testimony will summarize NAPH's
comments on other issues likely to affect public hospital's

future ability to obtain access to capital.

-28-
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As roved abcve, in addition <o Medicare reimbursement, the
NAPH cap.%al firancing agenda aiso irncludes .mporzar® issues
regarding the ccrrinted availapilicy of tar exemp: f{inancing, and
access %0 Cap:ita. gererally. In this finali section, I will
brief.y sumrarize our cobservation and concerns regarcing these
issues.

- Tax-exempt 3cnd Finarncing
There are several areas of concern to Jrpan public

hospitals in tne <ax-exerpt financing prov:isions of H,R,3838, 1In
addition *o cur comments on Medicare reimbursement, we therefore
also ask that you take cur concerns into account as you prepare

any alternative proposals. Those areas :irclude in particular:
b4 prop P

o definition of "qgovernmental"” hospital (and
clarificazion of public use)
o early issuance (5% rule)
o expenditure of proceeds (3-year rule)
o ;gs;ricting the trade or business use of governmental
nds

a. Definition of Governmental Hospital
Bonds which provide funds for use in operating a major
metropolitan area public hospital should be treated as essential
function ("governmental”) bonds regardless of the corporate
structure of the hospital. Like many state universities, a
number of large, public hospitals, for example, are organized for
certain purposes as non-profit or public benefit corporations,

rather than as governmental hospitals, Examples include the

-29-
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Truman Medical Center, of Kansas City, Missouri; the Pacific
Medical Center, of Seattle, Washington (formerly a Federal Public
Health Service Hospital); the Regional Medical Center of St.
Louis (formerly St. Louis City and County Hospitals); the
Regional Medical Center at Memphis (formerly Memphis City
Hospital) and the New York City Health and Hospitals Corporation.
Notwithstanding their corporate structure, these entities operate
in every respect as public hospitals, and the locality they serve
(state, city, county) generally maintains considerable control
(e.g., appoints members to the hospital board, reviews its
budget, and often provides a significant share of the funding for
the hospital -- 35% of the total budget on average for members of
NAPH) .

H.R. 3838 provides that a bond will be treated as a
"nonessential function” bond if more than 10% or $10 million of
bond proceeds are used in the trade or business of any person
other than a governmental unit. It is our understanding that an
alternative draft proposal being prepared by Senator Durenberger
would basically adopt current law with regard to "governmental”
bonds, no more than 25 percent of the proceeds of which are used
in the trade or business of a nongovernmental person or are
secured by the revenues from such a trade or business. (Bonds
which exceed the trade or business use allowvance are treated as
non-essential or :guasi-qovernmental', respectively, and, unless

specifically exempted, are subject to Statewide volume
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limitations.) We would support this change in H.R. 3838, with the
following caveat:

In defining a governmental unit, the Ways and Means
Committee Report language accompanying H.R.3838 states in part
that, "State owned and operated universities are governmental
entities."” H. Rept. No. 99-426, 99th Cong., lst Sess., 519, A
footnote accompanying this statement provides:

"The Committee is awvare that certain State

universitites also have received determination letters

regarding their tax-exempt status under Code section

501(c)(3). The Committee intends that, to the extent

of a State-owned and -operated university's activities

as a governmental unit, bonds for the State university
will be treated as governmental bonds rather than as

non-essential function bonds for activities of a

section 501(c)(3) organization.” Id.

It is important to clarify that the activities of a
public hospital are similarly to be treated as the activities of
a governmental unit even if the organization is formally
structured as a Section 501{(c)(3) hospital, such as a puktlic
benefit corporation. Thus, the activities of a public hospital
would not be a3 trade or business either for purposes of
determining the percentage of the proceeds of an issue which are
used in a trade or business or of determing the percen*tage of the
issue which is secured by revenues from a trade or business.

In addition, public hospitals often share physician
services or other resources by contracting for such services or
other resources with other public or private organizationq_(e.g.,

medical schools). We believe that the furnishing of services to
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a public hospital should not be treated as the trade or business
of the organization furnishing the services, but rather should be
treated as the provision of direct governmental hospital
services.

b. Early Issuance/5% Rule

H.R. 3838 réquires that five percent of the proceeds of
a bond Tssue must be spenrt for the exempt purpose within 30 days
of the issuance of the bonds. We are concerned that this
requirement is unnecessarily turdensome on many governmental -
issuers and may prevent some localities from engaging in any
public financing due to additional local law restrictions on

public projects. NAPH strongly endorses the proposal that has

been made to eliminate this restriction and retain present law,

c. Expenditure of Proceeds/3 Year Rule

In addition, H.R. 3838 requires that all bond proceeds
(other than reasonabiy required reserve or replacement funds) be
spent for the exempt purpose within three years after the date of
issuance. Like the 30-day requirement, this arbitrary and
inflexible rule will create serious obstacles for projects
Qhenever ambitious schedules cannot be adhered to or unforeseen
difficulties arise. In some cases, public hospitals are required
by local laws or practice to adopt construction periods of longer
than three years. NAPH believes thatﬂghis three year requirement

should also be eliminated or amended, either generally or for
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governmental hospitals in particular, to take into account this

need for greater flexibility.

d. Restricting the Trade or Business Use of Governmental
Bonds

Finally, H.R, 3838 would subject any portion of an
essential function bond which is used by (or loaned to) a private
business to the Statewide volume limitations, thus penalizing
governmental entities which join with private business in
activities benefitting the public. NAPH proposes that ycu
eliminate the inclusion of any governmental bond proceeds under

the Statewide volume caps applicable to quasi-governmental bonds.

2. Access to Capital for Public Hospitals

In addition to our specific concerns about H.R. 3838, we
also have more general concerns about the future ability of
essential providers of care to the poor to obtain access to
capital. We hope we can count upon the members of this Committee
to assist us to address both our short-range and long-range needs

with regard to this issue.

a. Mortqaqe Insurance Under S 242 Of The National Housing Act

-33-
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Three years ago, Congress adopted a bipartisan amendment to
the 1983 Housing Act to make mortgage insurance under the FHA
Section 242 program available to public hospitals, providing
capital vhich is badly needed for renovations and construction by
some of our nation's most essential providers of health care.
Despite legislative action in 1983, 1984, and numerous letters
and discussions, final regulations have not issued, and public
hospitals which could proceed under existing regulations have not
been permitted tc do so.

In Section 104(f) of the Housing and Community Development
Technical Amendments of 1984, Congress commanded that "the
Secretary of Housing and Urban Development shall, not later than
October 31, 1984, issue requlations to carry out the amendments
made to Section 542..." As explained more painstakingly in the
Statement of Managers of the Technical Amendments Conference
Report (No., 98-1103 at 24):

"To assure this insurance program is promptly
implemented, the conferees direct the Secretary of Health
and Human Services (HHS) to immediately begin accepting and
processing applications from public hospitals for mortgage
insurance with the expectation that regulations will be in
effect by the time a final commitment is required."
(Emphasis added.) .

A notice of proposed rulemaking ("NPRM") at 49 Fed. Rea.
40,047 (October 12, 1984), made technical amendments to
incorporate public hospitals into the current regulatory scheme.

The comment period closed December 11, 1984. However, no final

regulations have ever been issued. If regulations to bring public
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hospitals into the Section 242 program are not finalized soon,
qualified public hospitals will not be able to obtain the
mortgage insurance Congress intended to make available to them
until 1987 -- four years after Congress directed that the program
be expanded to insure public hospitals,

NAPH has proposed addition legislation that would require
HUD to implement this bipartisan 1983 amendment -- through
issuance of finii requlations -- by a date certain. If
regulations do not :ssue by such date, applications should then
be processed, and insurance commitments issued, under existing
s2gqulations for non-public facilities, DHHS, which actually
administers this program for HUD, believes it could process
public hospital applications under current regulations. We
therefore ask the members of this committee to support us in this

legislative and requlatory effort as well.

2. Need For Future Institutional Support

Finally, we agree with those who maintain that it is not
necessarily the role of the Medicare program to solve problems of
equity and access to care for the non-Medicare poor. We do
believe that Congress must ensure that "reforms” in Medicare and
other current programs not unnecessarily or unintentionally
darage or further erode the tenuous situation of hospitals

providing such care. However, ultimately, access must be a
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responsibility assumed directly by governments at all levels --
including the federal level. In that regard, we hope that this
committee will also work with us in the future to resolve our
more basic needs. Public hospitals are an important part of
America's urban infrastructure, With nc sign of universal
national health coverage on the immediate horizon, we must
presume they will remain so. Given the substantial other changes
that are occuring in our nation's health system today, we hope
you will work with us on more direct programs to assist in the

preservation of at least the core of that infrastructure,
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Senator DURENBERGER. We do not have enough time this morn-
ing, I think, to adequately cover the kinds of costs of capital ques-
tions that I would like to ask all four of you so I would like to
submit some specific questions in writing to all of you. And since
you are not going to have a crack at the tax-writing side of this
committee, please keep in mind what Dan Quayle suggested to us
earlier in this hearing and that is that we up here have a responsi-
bility on the capital issues that on the tax-writing side that may
transcend what we are doing here today.

But today is our opportunity, your opportunity, everybody in this
place opportunity, to input into that part of the process using this
hearing as your vehicle.

As I recall what has happened to me between 1983 and 1986, in
1983 as we sat over there in the Ways and Means Committee con-
ferencing the amendments for the Social Security Act, I was com-
pelled by some of Dick Gephardt’s logic to say, by gosh, if we don’t
tighten this up right now on the capital side, the hospitals are
going to run out and spend like mad. And then I was persuaded
somehow that if we tightened up enough on the 93-percent side,
that ‘we were putting into effect then, we wouldn’t have to worry
about hospitals running out on the 7-percent side and running up
their costs.

I then, over a period of time, began to appreciate the fact that
the general impact of prospectively pricing the operating side
would have an impact on what hospitals did on the other side.

But then other factors came into play. I mean the cost of money
mrted dropping in the marketplace. But not necessarily for every-

So we find ourselves now, I think, against a deadline. It is sort of
like deciding whether you are for aid to the Contras or not because
as of March 15 or some other magic date you have to make that
decision. And so we have a deadline of June 2 in effect. If you be-
lieve what HHS told us—and the President believes it—that means
on June 2 something is going to happen. We have got a June 2
deadline by which we have to make some decisions.

But the kind of decisions that we all need to make here in defin-
ing capital and defining the prospective pricing mechanisms in-
clude, first, the issue, I think, of for what, capital for what. And I
tried to draw the distinction earlier between real estate and fixed
capital investments and the equipment investments, the moveable
investments, and try to put us in the shoes of the operator of a hos-
pital. They are two very, very different things, particularly when
you look at it in terms of the price of money for each of these is
somewhat different. And then looking at where you go to get your
money in terms of some people can use retained earnings or some
other—or however you characterize that. And other people have to
borrow against their equity. That leads you to an understanding, I
think, that the value of hospital assets or equity is different today
depending on where you are in this country, which line of business
you happen to be in, and what your competition is.

So there are a lot of factors. The responsiveness of State and
local governments. That varies all across the country. I mean, obvi-
ously, the subsidies are coming out of the system and in some
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areas, State and local governments are able to adequately pick up
the slack and others they are not.

There is a variety of factors playing against the issue of capital
that it strikes me we need to take into consideration. So maybe I
am looking here for a brief observation from each of you about the
importance of what we do in other areas as to what we do here in
this Jn‘ospective payment system, and then what we might keep in
mind as we approach the prospective payment legislation that re-
lates to some of these larger issues.

I will start with Jack, I guess. We will just go back in the order
of presentations. And just give us a general piece of advice that
says as you approach these other issues, these are the kinds of
thingfg you ought to be looking for and then promise to be more
specific.

Mr. OweN. I would be haﬁpy to do that, Senator. And 1 would
assume that you would like that sometime in the next week.

Senator DURENBERGER. Yes.

Mr. OweN. All right.

Senator DURENBERGER. As soon as possible, right?

Mr. OweN. Yes.

Senator DURENBERGER. Mike.

Mr. BROMBERG. Let me make a couple of points, if I can, factual-
ly that strike me as either coincidental or deliberate. The capital
addon under the administration proposal, we think, is about 6 per-
cent at best. It is interesting that the market basket last year that
you are not going to give us is about 6 percent, which means that
the capital tends to pale in comparison to what you did to us on
the 93 percent. And whether it is a public hospital that Larry rep-
resents or a handsomely Iproﬁtable for profit that I represent or
one in the middle, none of us are going to get very far in terms of
maintaining or improving quality unless we have an operating
margin to use for that purpose.

So it is not just the tax bill that makes all this pale. It is what
you are doing to us on the budget side.

On the other hand, the point I want to make is this capital pro-
posal will really, really hurt certain hospitals. And I do not think
ownership has anything to do with it. It is going to hurt those hos-
pitals no matter what you do. Like the one we brought in a couple
of weeks ago to testify on the House side, which was a sole—not a
sole<community provider, but it was a 130-bed rural hospital, the
only one within 20 miles, 656 percent Medicare, making a 3-percent
profit. It had filed for bankruptcy 10 years ago. One of our compa-
nies bought it and pumped in millions of dollars of capital. And the
hospital is a great hospital. Everybody will say that to dyou. But it
has got a 28-percent capital to operati f cost ratio, and you could
give it a 20-year transition and it would not help. And your seven
i8 better than anything I have heard yet. And Senator Baucus may
have one that is going to even be better, but it will not help those
kinds of hospitals. And there are lots of them.

And I just want to make one other recommendation that Senator
Baucus made. I don’t like exception procedures because they get to
be subjective, bureaucratic, political, and unfair. But I do think an
outlier or an exceﬁtion process that is formula based as opposed to
human based might be acceptable. If we could work out some for-
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mula as we did with the outlier under uperating which said hospi-
tals that are a certain percent above the norm in terms of their
past obligations should treated differently, I think that would
make a lot of sense. And we do not have one in our pocket, but we
would be glad to work with you to try to come up with something.

Senator DURENBERGER. Mr. Cox.

Mr. Cox. I have already made my one statement about the need
not to subject advanced refundings to the State by per capita caps.
I would just reiterate what Mike said. The purpose of us runnin
the numbers on that one facility was to emphasize that the capita
proposals that we are discussing are no respecters of efficiency or
sound business decisions. And we can each cite excellent hospitals
that ought to remain, that are Foing to get clobbered by this pro~
posal. And I bet we could identify hospitals that ought to go out of
existence because of bad business decisions that will benefit greatly

from a capital proposal.

So my only statement would be that as we move forward we need
to move with a great deal of caution.

Senator DURENBERGER. Larry, before you respond, one of the con-
cerns I didn't touch on in this rambling question, talk, or whatever
it is, is that a lot of community hospitals, publicly owned in most
cases—and particularly as I see it in my State and some other
places—one of their major capital problems—and this is often a
matter of scale. The small ones you see more than the parklands
and the D.C. generals or whatever. They cannot afford to go out of
business, or they cannot afford to change the nature of their busi-
ness. And one of the particular sympathies that I have is I watch,
say, this Maryland planning process over here and it costs money
to change the nature of your business, and whether it is advanced
refunding and these for profit or not for profit networking that can
g(e) on in certain parts of the country. One of the issues we seem to

missing on capital is providing some money to let people change
the nature of their business. I see it in my small towns. They have
a little hospital, I think, in Zumbrota, MN which 3 or 4 years ago
put $1 million into the hospital, and today, one of those 65 percent
Medicare, et cetera, et cetera, hospitals. It cannot survive. I mean
no way.

But the facility is there. It is owned by the people of that commu-
nity. And what the hell are they going to do? Even under my pro-
posal, I don’t think they can make it. And yet the community has
an investment there and what are all of us—not only Medicare,
but all of us—going to do to recognize that.

Mr. GaGe. Well, I think you have clearly identified a problem
that I can’t answer sitting here or probably even in 1 week. I think
that if you go back to what is going to happen in the industry, I
think that you are going to find a lot of hospitals that aren’t able
to change the nature of their business or at least to broaden the
base of their activities. And that involves State health planning
laws and other issues that have nothing to do with Medicare or
even the Tax Code.

I think you are going to find that you can do things through the
Tax Code, and you can do things in the Medicare Program, that
will make it easier for these changes to happen. Hospitals have
generally labored under many more restrictions and regulations,
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public and private, than other entreprenuers in the health care in-
dustry. Even if they have some capital available and want to go
into the ambulatory surgery business, or to do something else that
broadens the base of the services they provide and improve their
fiscal viability, the{ cannot, although their own medical staff can
open the same facility down the road from them with many fewer
restrictions. A level playini field is needed, and there are a
number of things that probably can be addressed by this commit-
tee.

The Tax Code, I think, contains a number of incentives and dis-
incentives. Particularly for example, you may want to look careful-
ly at the limitations or restrictions of what you can do with the
proceeds of tax-exempt financing, if you can get it in the future
either as a governmental entity or as a private non-profit entity.
We do make several suggestions for more flexibility in this area In
our testimony. I think that you can have an impact with such
changes orn: the level playing field.

I would also make a general observation that the worst thing you
can do in this committee, assuming you are going to spend more
than a few days debating the tax bill—and I suspect that you prob-
ably are—is to set yourselves an artificial deadline of June 2 for
doing something about Medicare capital payments.

What you do in Medicare, frankly, is going to be affected to a
large degree by what you do or don’t do on the tax side, because
access to capital, for public hospitals and for everyone else, is an
extremely important aspect of capital financing. How you need to
get paid for capital costs may well differ substantially depending
on how you must finance capital projects, and how you finance
such projects will depend on some decisions that you are going to
make in the tax bill.

Senator DURENBERGER. Do g'ou think we ought to wait until we
get the conference report on the tax bill before we do——

Mr. GAGe. I don't think you need to wait that long, but I would
suggest that if you feel that you are not going to have enough time
to spend between now and June 2 on Medicare capital issues, that
you give serious consideration to some kind of postponement of
that deadline with a restriction on what the administration can do
by regulation in the interim period. And I am not for endless post-
ponements or the kind of government by continuing resolution that
we have had with some of our programs.

Senator DURENBERGER. Well, if we believe what Bob Helms said
about the authority and the council’s opinion, all we need to do is
authorize the continuity of payments. He said that was the lever
that we took away from them.

Mr. GaGge. You may have to go a little further than that just to
make sure_things don’t get done in the interim.

I have f'ust one final comment on an exceptions or outlier proc-
ess. And I recognize such a process is inefficient. In fact, I general-
ly am sour on exceptions and adjustments these days simply be-
cause in the areas that are important to me they never seem to get
implemented, and I have been involved in court battles over the
last several years. Hopefully, we have a disproportionate share ad-
justment that is idiot proof this time around in the reconciliation
act. But I can recall Senator Long sitting up here—I think it was
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the Work Fare Program—and waving a form. He said, I'm going to
write this form into the statute in order to prevent them from re-
fusing to implement this program.

So I do think in this area some kind of carefully crafted, idiot-
proof exceptions cr outlier process is going to be necessary. But you
may have to write the form into the law.

Mr. OweN. Senator, could I comment just on your last one be-
cause you added something since you gave me the opportunity on
what to do with those hospitals?

Senator DURENBERGER. Yes.

Mr. OweN. There are a couple of other things that I think we
ought to look at. One is, for instance, the swing bed issue. We have
been arguing this for a long time, and it seems to me that anything
that prohibits a hospital from changing what it is doing right
n}?w—-that ought to be freed up and allow them to do some other
things.

The second thing, getting back to what Senator Baucus was talk-
ing about, and that is the small rural hospital, which has the high
standby cost and it is going to be very difficult under any kind of
thing that has come out of the Medicare prospective payment
system with a drop in admissions, it is going to keep that hospital
viable without some other kind of an approach to the standby cap-
ital cost that exists. And it seems to me that that is going to be
equally important.

And the last comment, back to the tax thing, is that I hope from
what we have heard if what they want to do in moving hospitals
out from under the volume cap that you are rethinking about what
you were talking about on any kind of limits on hospital bonds,
Senator. We'd like to talk to you about that.

Senator DURENBERGER. The only problem there is that—I heard
that from John Bradimas, too, when he came in and told me that
NYU gets discriminated against when compared with either Har-
vard or Q&E and Sooney and all the rest of those organizations.
Everybody wants to get out from under the cap because nobody
wants to compete with everybody else and everyone has a priority
interest.

But the debate we are in is if we are going to have a cap of some
kind, what is more important, housing or hospitals or——

Mr. OweN. Hospitals I would certainly——[Laughter.]

Senator DURENBERGER. I am sure you would.

Max? -

Senator BAaucus. Gentlemen, I was struck with the point that
Mike Bromberg made; namely, whether you are private or public
or whatever kind of hospital, there are going to be some hospitals
that are going to be hurt by the administration’s proposal.

I am wondering if you could tell us which hospitals those are.
That is, is there some way to generalize why certain hospitals re-
cently incurred such high capital costs compared to others? Does
this have anything to do with size, anything to do with location,
anything to do with patient mix, anything to do with anything? Or
is that purely coincidental? That is, it just happens to be that some
hospitals are incurring the greater, more recent capital costs than .
some others?
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Mr. BROMBERG. Let me take a shot at that. I, personally, do not
think it has anything to do with type of hospital size, geographic
area or urban, rural or anything else. I think what it has to do
with are a couple of things. One, we used to say 40 percent. I think
it is now closer to 50 percent of all the hospital beds in America
were built in the 1950's. Mostly—a lot of them, not mostly, but a
lot of them Hill-Burton financed. That means that those hospitals
are 35 years old today or 30 years old or 40 years old. I heard talk
about a cycle before. The cycle for fixed capital cost to hospitals
tends to be very lenfthy.

When a hospital like that is in need of massive renovation, it is
very similar to building a brandnew hospital. In fact, under price
controls when President Nixon was in, they used to define 75 per-
cent renovation as a new hospital and you would be exempt from
controls for that reason.

So you are really talking about building a brandnew hospital.
And it is just like building a new house. I mean you are going to
have a tremendous capital load. And hospitals that have done it in
the last 15 years or 10 years or 5 Iyears are going to get hurt worse.
And they might be small rural. It does not matter what they are.
Theﬁ' might be big cities.

Then there is the opposite problem that Larry raised about the
ones that need it but don’t have the money to do it. But, clearly,
the ones that get killed in the short term are those. And there is
no way to fix it. That is our problem. The length of the transition
i8 not enough for them. And that is why we would reiterate that
old capital being left out of this bill as of some date is important.
The only argument I have ever heard raised against doing that,
which would really solve the problem for all these hospitals, is
that, well, it is complicated ang there would be 6,000—you would
have to compute the 6,000 hospitals—what percentage of their cap-
ital is after a certain date—well, you know, that pales. We hear
that this is supposed to be simplicity. It is one of the goals. We
heard that 3 years ago, and just looking at those charts and the
regs that have come out since, that is not simple—we do this every
day for the tax laws. We do it for every business in the country.
We figure it out. I think we can do it here in terms of what capital
is committed before a certain date. That would help all those hospi-
tals, I think, regardless of what they are.

Senator Baucus. Do the rest of you generally agree?

Mr. OwWeN. Yes, generally, I would agree with what Mike has
said. And hospitals are in different stages of their capital cycles.
And I think he has explained that pretty well. And that is why
ownership or where they are located really is not important.

Senator Baucus. I have a second question. What happens when
you talk about this group of hospitals? Where are they going to
make it up? Is it going to be reduced capital expenditure, reduced
operating costs, shorter length of stay? How are these hose‘i,(i\als
going to make it up? What are they going to be able to do? at
are they going to do under the administration’s proposal? -

Mr. BRoMBERG. We are a 60-percent labor-intensive industry. We
are also a little capital intensive, and we are spending a lot of time
on it. We are a labor-intensive industry. We have laid off 140,000
workers in the last 2 years. And if a manager has to look at what



€ .

T

g i E
PE A

et

S A

[ ZY I

Pz

Pttorn

e,

203

he has got to do to survive, the first place he is going to look is
employees. You cannot just cut salaries. The best thing you can do
is to cut workers; the same thing the Federal Government is going
to do under Gramm-Rudman. But at this point in time, I think we
have less fat than the Government.

Senator Baucus. Cutting employees?

Mr. BrRoMBERG. Cut employees is No. 1.

Senator BAucus. What is No. 2?

Mr. BROMBERG. No. 2 is postpone any kind of capital commit-
ment that would increase your operating costs. And that is the
worst thing you can do because most of it is new technology.

Senator Baucus. Do most of you agree that that is generally
what is going to happen to this group of high capital cost hospitals?

Mr. OwWeN. The next step is probably going to be cut access and
then quality. That is what we are concerned about.

Mr. Cox. I think it has to be recognized too that these capital
costs are fixed costs. And you cannot—if you have obligated your
facility to those bonds——

Senator Baucus. You are talking about future.

Mr. Cox [continuing]. You cannot do anything in the facility to
get under the cost.

Mr. BrRoMBERG. Up until a cougle of years ago, my answer would
have been we will raise charges to everybody else, but we cannot
do that anymore because the marketplace keeps saying no.

Senator Baucus. What should the standard be to determine qual-
ity in health care? How do you measure quality of health care? I
mean as we go through this process, not only capital costs but lots
of other decisions we make around here, we are always faced with
the question of how does this affect the quality of health care. And
the question we have is: What should the standard be? How do we
measure quality health care?

And I am curious as to what guidance you could give us as to
how we measure the quality of health care.

Mr. OwWeN. Let me take a shot at it, Senator. You have got the
Joint Commission on Accreditation which has been out there for a
long time. It is a measurer of quality. The Federal Government
uses them on the basis of Medicare participation, and it is some-
thing that any community can look at to see that that hospital re-
mains accredited. It looks at noticia committee, the credentialing
committee, the audit committees and all the things that are there.
In addition to that, you have got the Medicare Program itself
which is a requirement of state licensing accreditation and any
other appropriates they have. And on top of that, they have the
professional review organizations who are supposed to come in and
give you——

Senator Baucus. I guess my question is: How are we to know,
members of the committee? I guess what you are sayin% is if the
hospitals go through appropriate accreditation and so forth that
that is sufficient. Maybe that is the only answer. I was just wonder-
ing if you had a more precise idea that we can all look at and agree
that that should be the standard.

Mr. GAGE. No, Senator, I think that since we are talking about
capital, I think we have to look at the way the capital ﬁnancing
industry measures quality, which is by a hospital’'s Moody’s an
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Standard & Poor rating. I think that is something that you have to
be especially careful about in this committee because those ratings
almost always will reflect your financial strength, but financial
strength does not by itself necessarily lead to high quality—or
access to care for the poor.

I think the other thing that probably should be put on the table
and discussed a little bit is the debate that has occurred this week
over the report that was issued by the administration regarding
Medicare death rates of hospitals, because I think that report re-
vealed in very, very significant ways some of the Fotential aws in
trying to come up with a qualitative measure of outcome or suc-
cess. | think that, frankly, this report has given us an opportunity
that we might not otherwise have had to go to the NAPH members
who were on that list of hospitals and ascertain why some of them
might have been on this list, however flawed that study might
have been. And we came up with some pretty staggering statistics.

One hospital noted that the average age of their Medicare pa-
tients who died was 82; that 90 percent of their Medicare admis-
sions were through the emergency room; that their average
number of diagnoses were four, five and six per patient. And you
really can’t measure the quality of care needed by such patients in
sir:(f istic ways. We have maintained all along that public hospital
Medicare patients are older, sicker, and require more resources
than the average Medicare patient with the same diagnosis.

Senator Baucus. Mr. Owen, I would like your quick reactions to
a PRO PAC recommendation which was the same as the Montana
Hospital Association. It is about different treatment between land
and b%ilding capital cost phasein versus moveable. What is your re-
action?

Mr. OweN. Well, our reaction right off the top is that that is not
a good way to go, and for two reasons. It can be done, but the two
reasons basically are that if you are going to a theory of pricing,
which is what we are going to hopegully, moving toward, and a
price will be established, then it allows the hospital director to de-
termine how he is going to use that money, whether it is going to
be on technology or whether it is going to be fixed equipment or
whether it is going to be on labor instead. And that is the name of
the game. For instance, if you want to buy a pen and that pen is a
dollar, you do not go to the store and say here is 80 cents for the
operation, 10 cents for moveable equipment. They might use the 10
cents for the fixed equipment, which really is that this pen is a
dollar, and it is a fair price; and you don't care whether they have
it being made by robots or being made by people.

So that is one of the reasons, if you believe in that principle. And
that is where we are going.

The second is a more political one, and that is if you split it, we
are having enough trouble with budget cutting movement by the
administration on capital already. If there are two parts for them
to cut, we are going to have two plates instead of one. So down the
road we are going to be fighting about how much we are going to
ﬁet in moveable equipment, and then we are going to be fighting

ow much we get fixed.

So we would like to settle it once and for all, get it part of the
price and get a fair price for it.
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Senator Baucus. Thank you very much.

Senator DURENBERGER. SZ:nator radley.

Senator BRabpLEY. Thank you, Mr. Chairman.

First, let me commend you for not only the hearing but for your
initiative in this area. I mean I do think that the administration’s
proposal was much too severe, and I think that your phasing in
over a longer period of time makes a lot of sense. And I also think
continuing_hospital specific payments for a longer time is very im-
portant.

I must say I still have some concerns, though. Does the prospec-
tive system for capital penalize hospitals that are just completing
large capital projects? I hope that we will get to questions such as
these in the course of the hearings.

But I am very pleased that the hearings are taking place. And I
am pleased that you have brought a sense of perspective to what
the administration wanted to do, which I think is a little bit like
shock therapy.

Now let me ask the panel; let me ask Mr. Owen in particular: As
we look at how we are foing to change this, should we reimburse
old capital under the old system and use the reimbursement for
new capital under the new system—do you think that would be a
reasonable way to proceed?

Mr. OweN. I think it has got a lot of merit, Senator, especially
the old capital being the 1983, prior to April 1, where the commit-
ments were made and made in good faith, if those are included in
and can meet the obligations that were made at the time when the
hospital made this capital commitment under the rules of the
game. The savings have got to come in the future where you can
make management decisions, on capital decisions, in the future. So
we would be much more supportive of a bill that included that
older capital in there fully, and then started to look for anything
that might be a savings coming at a future decision of how capital
would be used.

Senator BRADLEY. Do other members of the panel agree?

Mr. BRoMBERG. Senator Bradley, at the risl[: of boring the chair-
man, I want to repeat one thing I said earlier which is that this
committee has a history under the tax laws dealing with capital
changes of always making them prospective in nature. I mean if
you decide to repeal the investment tax credit this dyear, I am sure
that few people on the committee would want to do it for capital
committed under a prior law which held out the promise and the
incentive of doing it. And that, I think, is the second reason for
supporting Jack’s position, which we do strongly, that a bill like
Senator Durenberger’s is a good bill if it applies to the future, but
it would be very unfair to penalize hospitals that made huge com-
mitments a few years ago under a different law. And I hope you
would look at that.

Senator BRADLEY. Mr. Gage.

Mr. GAGE. I would certainly agree with Jack and Mike and with
your approach to old capital. I would simply add that when we
were discussing this earlier with Senator Baucus that there are
going to be classes of hospitals among them, including some large
urban public hospitals, but not exclusively limited who are going to
simply have no access to the capital markets in the future without
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some kind of assistance. The assistance is not going to be limited to
Medicare, but I think there has to be some kind of outlier or excep-
tions process where such hospitals, however you choose to define
them, for hospitals that have old physical plants that are essential,
the hospitals, by some standard, and that we will be needing these
capital investments in the future.

But it is not just a question of old capital for certain hospitals
that will otherwise be shut out of the market.

Senator BRaDLEY. Well, what do you think about the idea of any
new system allowing the States the option of pooling the new
amount of capital in their States so that they can apportion it to
specific projects, hospitals?

Mr. GAGE. You mean pooling the amount of new available cap-
ital and then making decisions with regard—that would affect
Medicare reimbursement as well as——

Senator BRADLEY. As to which institutions are in need.

Mr. Gage. I would say that among the four people sitting up
here we are probably the most likely to support that kind of ar--
rangement. But I would defer to the other members.

r. OweN. I would say, Senator, that we would be opposed to it.
We would be opposed to it not on the basis of a concept. But right
now, the only two States I know of who could do that would be
New Jersey and Maryland with rate commissions. And what that
would almost in effect require is some kind of a rate commission in
every State because how would you determine who should get that
money, who would the hospital go to see.

Senator BRADLEY. You mean what that would require is more ef-
ficient hospitals in every State.

Mr. Owen. Well, I am not sure it would require more efficient
hospitals. It would require some bureaucracy in every State in
order for the hospital to apply in order to do that. And I do not
think we want to see that occur. It is fine in those States that have
a waiver if they want to try and do it. I do not have an objection to
that. But I would be opposed to it as a national policy.

Senator BRADLEY. All right. Thank you very much.

Senator DURENBERGER. Thank you very much.

Let me thank the panel for their contributions. One of the ques-
tions I am going to ask you to respond to in writing, of course, is
the problem that I assume may be created by a continued pass-
through, if we just continue to set something up where we——

Mr. BROMBERG. Could I make one point, Mr. Chairman?

Senator DURENBERGER. Yes.

Mr. BRoOMBERG. I don’t think any of us are proposing cost reim-
bursement be continued. I think there are ways to work with you
that can turn old capital into a prospective—hospital specific pro-
spective.

Senator DURENBERGER. I think what we are going to ask you is:
If we do an old capital versus new capital, how your members can
game that kind of a system where there might be a disincentive to
innovation. Those kinds of questions.

Senator BRADLEY. Mr. Chairman, may I submit some questions
for the panel?

Senator DURENBERGER. By all means. You bet.

Thank you very much.
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Senator DURENBERGER. Let me say the next panel is George Mid-
dleton, the chairman of the board of trustees, Alliance Health
System, Norfolk, on behalf of the Association of American Medical
Colleges; Ed Schwartz, hospital director, University of Minnesota
on behalf of the Coalition for Fair Capital Reimbursement; Ron Ko-
vener, vice president, Healthcare Financial Management; David
Abernethy, president-elect, American Health Planning Association,
and deputy commissioner of planning, policy and resource develop-
ment, New York State Department of Health; and Kathleen
Means, who I have referred to several times in a complimentary
way already this morning, from Blue Cross and Blue Shield Asso-
ciation.

They are coming up there. Let me tell you that we have just esti-
mated that if we keep going the way we are going we will finish
here about 1:20. I have to preside at 1 o’clock so we are not going
to.finish at 1:20. With that, let me indicate to all 5 of you that your
statements will be made part of the record, and you may proceed to
Stlxmmarize them in 5 minutes or less beginning with George Mid-

eton.

STATEMENT OF E. GEORGE MIDDLETON, JR., CHAIRMAN, BOARD
OF TRUSTEES, ALLIANCE HEALTH SYSTEM, NORFOLK, VA, ON
BEHALF OF THE ASSOCIATION OF AMERICAN MEDICAL COL-
LEGES

Mr. MipDLETON. Mr. Chairman, I am an electrical contractor and
you might perhaps want to know what I am doing here. I am the
chairman of the board that you referred to earlier that has to live
with all of this after everybody gets through with it.

I am chairman of a holding company that runs two hospitals.
One is a tertiary care teaching hospital of 644 beds with all the
things that go along with that. And the other one is a 256-bed hos-
pital that we put up in the suburbs right on the city iine so we
could cater to that market out there. In addition to that, we run
three urgent care centers, two nursing homes and our free-standing
diagnostic radiology and physical therapy things, and also an
HMO. So we have a little bit of a grip of what is going on in a
number of markets. .

I am sorry that Senator Baucus has left because I leave here
today to go to southwest Virginia to talk to a group of sole-commu-
nity hospitals. So I think that I have a fairly broad spectrum of
what is going on as far as the layman is concerned. I am not a pro-
fessional, and I will not speak as a professional. I will speak as one
that has to live with what professionals come up with. Sometimes
it is difficult.

I will say that the businessmen on my board and the boards that
I have talked to about the country have been enthused with what
has happened since the advent of prospective pricing and DRG's.
We have seen hospitals for the first time in history come to grip
with the things that we as businessmen have been coming to grip
with for years. Hospitals are beginning to find out what things
cost. They never knew that before. They are beginning to be effi-
cient. They were never that way before.
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I am not going to say exclusively that DRG'’s are good for every-
body, but I can say that within the context of medical center hospi-
tals, which is our hospital arm—in September 1984, we reduced our
charges by 5 percent. We just submitted our budget for the coming
years. We will have held those charges for 3 years. It is due mostly
:)o; the fact that we have become more efficient because we had to

So we as businessmen have welcomed the prospective payment
system as it relates to operating costs. But, we also are concerned .
about what is going to happen to capital costs because we as busi-
nessmen get involved with that every day. We see over and over
again the man that goes into business, recaps his operating ex-
penses, recaps his general administrative overhead, makes a little
bit of profit, but makes no provision for capital expenditures. Five,
seven years down the road—he dies because his equipment wears
out.

And so we are very interested as trustees as to what happens
with capital. We are opposed to the administration's approach
through regulation. We were, quite frankly, rather enamored with
the Durenberger-Quayle approach—not completely enamored but
quite enamored. We think that it addresses many of the situations
that we think need to be addressed.

We took the numbers and we ran them as they applied to our
hospitals. We find that through the administration’s approach over
a T-year period this negative impact will be in the amount of
$28,500,000. The Durenberger-Quayle approach over that same
period of time will have a negative effect of $16,400,000. So we
think that your approach, indeed, is headed in the right direction.

We would submit that perhaps it needs a little more massaging.
You have a document that has been submitted to you that address-
es these matters a little further.

We think that we need principally three things: One, legislation,
not regulation; two, capital costs addressed realistically; and three,
that teaching hospitals are a different animal from other hospitals
and, consequently, have to be addressed differently. However, I
have to say that this statement will address realistically and fairly
n}cl)t only teaching hospitals but hospitals across the board as I view
them.

Thank you.

Senator DURENBERGER. Thank you very much.

[Answers to questions and the prepared written statement of Mr.
Middleton follow:]
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association of americ
medical colieges

March 27, 198€

s, Shannon Salmon
Cornittee on Finance
United States Senate
liashington, D.C. 20510

Dear Ms, Salmon:

The attached responses are furnished in follow up to the testimony
E. George Middleton presented on behalf of the Association of
American Medical Colleges at the March 14 hearing on capital
payments. If you have any questions, please call me at 828-0493,

‘g%o

Jaifies D Bentley.
Associate Director
Department of Teaching Hospitals

Sincerely,

cc: E. George Middleton
Glenn Mitchell
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Attachment

One Dupont Circle, N.W./Washington, D.C. 20036/ (202) 828-0400
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1. Your testimony indicates that AANC would support splitting capital costs into
ccponents:

1. moveeadle equipment; and

2. fixed equipment and plant,

Doesn't this approach add unnecessary complexity to an already conplex system

A1l proposals for paying hospitals on a prospective payment basis for capital
include quite complex calculations., For example, under S, 2121, hospital capital
costs must be separated annually into three components: PPS units, excmpt part
units, and outpatient units, This separation must be made during both the
transition and full implemcntation years, Separating out moveable equipment and
immediately incorporating it into the DRG prices is a far less burdensome

calculation than separating capital into three components each having separate

payment rules,



211

2. VYour testimony lists at least 10 hosp.tals that have just completed or are “n
the process of constructuring major plant additions. Since you oppose the
Adninistration's planned 4 year transition, is seven years more acceptahle to
this group? As opposed to the Administration's proposal, what impact would a
seven year transition have on the group?

As stated on page )3 of the AANC testimony, a seven year phase-in is clearly
preferable to a four-year phase-in; however, even a seven year phase-in
substantially underpays hospitals which have major capital cormitments for new
facilities or major rencvations, As a result, the AAMC advocates using a
hospital specific transition period which recognizes the financial commitments of
individual hospitals, ldeally, the AAMC favors using a base period capital
concept and a hospital selected transition position, If this is unacceptable,
the AAMC could support a hospital-specific transition approach which varies the
length of the transition period with either (1) the percentage of a hospital's

fixed assets which are debt financed or (2) the percentage of fixed assets

presently depreciated,
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Tne Association of American Medical Colleges, AAMC, which represents all of
the nation's medical schools, R2 academic societies, and over 350 major teaching
hospitals participating in the Medicare program, is vitally interested in
proposals to change Medicare payment for hospital capital. As this subcommittee
knows, the AAMC supported the concept of replacing cost reimbursement for
hospital operating costs with a prospective pricing system, Since the enactment
of that system, the AAMC has repeatedly appeared before this subcommittee to
recommend refinements in the prospective pricing system which would more fully
recognize legitimate differences in the costs of different hospitals., Some of
those refinements have heen made; others are still being debated, [n this
situation, where payments for basic operating costs do not fully reflect real
differences in hospital costs, the AAMC recommends that any new payment SyStem
for hospital capital be approached with care and study. A new capital payment
system must not be allowed to compound the weaknesses and inequities of the

prospective pricing system for operating costs.

This AAMC statement on Medicare payments for hospital capital is organized
into three sections, First, this staée&ent reviews available data on the capital
costs of teaching hospitals and concludes capital costs per unit of workload
performed are higher in teaching than non-teaching hospitals, Second, this
statement presents six principles for Medicare payment of capital costs which
have been adopted by the AAMC's Executive Council, Third, this statement

examines both the Administration and Durenberger/(Quayle proposals.

CAPITAL COSTS IN MAJOR TEACHING HOSPITALS

Wher Congress adopted the Medicare prospective payment system, capital costs
of hospitals were excluded from the prospective payment and continued on a cost

reimbursement basis. The AAMC recognizes this exclusion does not reflect a



214

Congressional commitment to continuing cost reimbursement for capital: it does
reflect the presently inadequate, conflicting, ann occassionally surprising

infgrmation on capital costs of hospitals,

One of the in‘tial su-prises ir tne government's analysis of hospital
capital costs in the Medicare program was the finding, hy tte Otfice of the
Assistant Secretary for Planning and fvaluatior -ASPL), that capital costs in
hospitals belonging to the Council ¢f Teaching Hospitals (COTH) averaged 5,01% of
total expenses while canital cnsts in non-COTH nospitals averaged 7,17%, Of
equal significance was the ASPE finding that COTH members were consistently more
heavily concentrated in the low capital cost categories, Tahle 1, Other ASPE
analyses tended to corrohorate the unexpected COTH/non-COTH differences ‘n
capital costs., As shown in Table 2, lower capital costs were also found in
hospitals with CT scanners, pediatric/neonatal intensive care units, open heart

surgery services, and Medicare case mix indices greater ''an 1,1,

Table 3 shows depreciation and interest expenses as 3 percentage of total
hospital expenses for COTH and non-COTH hospitals for 1982, It should be noted
that the interest expense percentage includes both interest paid on capital
indebtedness and interest paid on working capital hecause the American Hospital
Association's Annual Survey of Hospitals does not differentiate them, COTH
members, as a gr