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MEDICARE CAPITAL PAYMENT POLICY

THURSDAY, JULY 11, 1991

U.S. SENATE,
SUBCOMMITTEE ON MEDICARE AND LONG-TERM CARE,

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:15 p.m., in
room SD-215, Dirksen Senate Office Building, Hon. John D. Rocke-
feller IV (chairman of the subcommittee) presiding.

Also present: Senators Bentsen, Baucus, Daschle, Breaux, Duren-
berger, Chafee, and Hatch.

[The press release announcing the hearing follows:]
[Press Release No. H-26, July 3, 1991]

MEDICARE CAPITAL PAYMENT POLICY HEARING SCHEDULED, FINANCE SUBCOMMITTEE
TO HEAR TESTIMONY ON HCFA PROPOSAL

WASHINGTON, DC-Senator John D. Rockefeller IV, Chairman of the Finance Sub-
committee on Medicare and Long-Term Care, Wednesday announced a hearing on
Medicare hospital capital payment policy.

The hearing will be at 2 p.m. Thursday, July 11, 1991 in Room SD-215 of the
Dirksen Senate Office Building.

Rockefeller (D., West Virginia) said the Subcommittee will hear testimony regard-
ing the Health Care Financing Administration's (HCFA) proposed regulation to in-
stitute a prospective payment system for inpatient hospital capital costs under the
Medicare program. "Last February, the Health Care Financing Administlation
issued its proposal for a prospective payment system for hospital capital costs under
Medicare. This hearing will provide an opportunity to explore HCFA's proposed rule
in depth and to hear from interested parties on how the proposed rule would affect
hos ital spending on capital and hospitals' overall financial condition," Rockefeller
saia.

Witnesses will include Dr. Gail Wilensky, HCFA Administrator, and Dr. Stuart
Altman, Chairman of the Prospective Payment Assessment Commission.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV, A U.S.
SENATOR FROM WEST VIRGINIA, CHAIRMAN OF THE SUBCOM-
MITTEE
Senator ROCKEFELLER. I apologize for being late. There is a first

time for everything. I was presiding over the Senate, which is an
experience so prestigious and august that I got swept away and left
late.

Senator DASCHLE. Did it have anything to do with being called
Mr. President? [Laughter.]

Senator ROCKEFELLER. I refuse to believe that I am blushing.
[Laughter.]

I am extremely pleased to be holding this hearing on hospital
capital payment policy, a subject well-known by all Americans.
After years of debate and discussion on this, it appears that we are
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closer, in fact, than we ever had been to actually folding capital
into the prospective payment system.

I commend, as I always do, as a matter of article, faith and self-
preservation, Dr. Gail Wilensky for her incredibly hard work-and
I mean that. She presides over that department in a way that I
have never seen done so effectively. I commend her for her hard
work in developing a regulation that addresses many of the major
issues and the problems which caused Congress to delay a prospec-
tive payment system for hospital capital, not once, but twice in the
past. But a few main issues still remain, and that is why we are
holding today's hearings.

Attempts to moderate the cost of health care have proven to be
tricky, frequently elusive, and always controversial. Unfortunately,
there are no easy solutions to cost containment.

When the Medicare program first moved to a prospective pay-
ment system in 1983, changes in hospital behavior did, in fact,
occur, and the rate of growth of Medicare hospital expenditures
slowed.

The goal of folding capital into the prospective payment system
is not solely to lower health care costs, rather, the goal is to ration-
alize payments so that there are not strong financial incentives to
buy unneeded or duplicative equipment, for example, or to build a
new wing because reimbursement for capital expenditures is done
on a cost basis. Folding capital into the prospective payment
system is meant to give the right incentives to hospital administra-
tors when trying to decide whether to expand or to buy new equip-
ment.

At the same time, a delicate balance needs to be struck between
providing the right incentives for capital decisions, and making it
financially impossible for a hospital to buy needed equipment or
renovate or replace an aging facility.

So, this is a very important hearing. I would welcome-I do not
have the order of appearance-but certainly, Senator Durenberger,
if you have any statement or comments, or any of our other distin-
guished colleagues.

OPENING STATEMENT OF HON. DAVE DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER. Mr. Chairman, thank you very much. I
would like to begin by congratulating Dr. Wilensky and her staff,
as you have, for a job well done on this regulation.

Over the past month, in listening to the comments of various
hospitals in my State and the organizations which represent them,
I have heard what a thoughtful and credible job HCFA staff have
done in designing this regulation.

There are some concerns on the part of institutions, to be sure,
and I expect we will hear about these this afternoon. But having
been through the capital wars for what seems like forever, I am
pleased to see a regulation which will accomplish what we in Con-
gress intended back at a time when we were just formulating our
intentions: a fully inclusive prospectively determined rate for each
Medicare admission.



Back in 1985, 1 introduced the Medicare Capital Payment Reform
Act, a bill which directed the Secretary to adjust the national DRG
prospective payment rate for each hospital to provide an add-on
payment, in accordance with a specified formula, for capital-related
costs. Six months later, I introduced the Fair Deal Capital Pay-
ment Act, which would have provided for a 7-year transition from
reimbursing hospitals for capital-related costs based on a hospital-
specific average to a national average standardized capital cost per
discharge.

Well, somebody just reminded me-I think it was one of the par-
ticipants-that what we have before us looks a lot like the Fair
Deal Capital Payment Act, but it has 3 extra years under it.

Mr. Chairman, I believe today as I did then that the traditional
Medicare capital passthrough does not provide the right incentive
for hospitals to control capital expenditures, and it is contradictory
to the prospective payment system.

Under our current reimbursement system, Medicare payments
for capital are open-ended, while operating costs are fixed and ad-
vanced. This encourages hospitals to control their operating costs,
but not their capital investments. Cost reimbursement permits hos-
pitals to make capital spending decisions that are not necessarily
logical.

Gail Wilensky has suggested that our present capital reimburse-
ment system has fueled a medical arms race, and I think in some
communities that may be the case.

Let me emphasize, Mr. Chairman, that while I am in favor of
changing the financial incentives to reward economically rational
purchasing behavior, I am also concerned that we do so in an or-
derly manner with as few casualties as possible.

In that regard, I am particularly pleased with the lengthy transi-
tion period allowed by the regulation-3 years longer than I pro-
posed in 1986.

There are, however, a number of refinements that should be con-
sidered to further ease the transition. I believe these refinements
can be made without jeopardizing the integrity of the regulation.

I think it would be appropriate for HCFA to expand its definition
of old capital to include rental payments and property taxes, and to
recognize yet-to-be-completed projects where a clear commitment
has already been made.

I would also prefer to see an individual institution exception
process that is permanent and provides greater protection for hos-
pitals that are unable to fund necessary capital projects.

And finally, it is my hope that we can find some way within the
proposed framework to accommodate the special problems faced by
essential rural or inner city hospitals with especially old physical
plants.

So, in closing, Mr. Chairman, just let me welcome the old friends
that were around in 1985 and 1986, some of whom will be testify-
ing. I think both Mike Bromberg and Jack Owen are on the list to
testify today, and I suspect that with a little bit of luck and contin-
ued cooperation from HCFA, we will not be here in 1996 discussing
this issue all over again.

Senator ROCKEFELLER. Thank you, Senator Durenberger. Senator
Daschle.



OPENING STATEMENT OF HON. TOM DASCHLE, A U.S. SENATOR
FROM SOUTH DAKOTA

Senator DASCHLE. Thank you, Mr. Chairman. I will be real brief.
It is obviously a very timely hearing, and I appreciate your leader-
ship in this area. We have about 21/2 months before the regulation
goes into effect October 1.

There are some concerns, in spite of the fact that, as Senator
Durenberger has expressed, I find a great deal to say in support of
the regulations as they are proposed.

There are four areas of concern that I hope the subcommittee
will take a look at, and that I hope we, as a Senate, will try to
work with HCFA in trying to resolve the definition of old capital,
whether or not it is too narrow; the definition of obligation capital;
the degree of commitment with regard to that capital; the base
period as it affects these regulations in particular, and just what
data we are going to be using with regard to establishing the base
period; the exceptions for prospective payment; and finally, the geo-
graphic adjusted. Those four concerns come up time and again as I
talk to people in South Dakota and the Midwest. I would hope as
we look at these regulations we will look at them from those four
perspectives in particular in the hope that we can resolve the diffi-
culties and the outstanding disagreement with regard to how they
might be interpreted.

I thank you for your attention. Those are my comments for now.
Senator ROCKEFELLER. Thank you, Senator Daschle.
Senator Breaux.

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S. SENATOR
FROM LOUISIANA

Senator BREAUX. Thank you, Mr. Chairman. I do not serve on
this subcommittee, but I had missed the opportunity to see you pre-
side in the Senate, and I just did not want to miss the opportunity
of seeing you preside here in the committee hearing. [Laughter.]

So, I am here, and I thank you for letting me be here. I want to
ask Dr. Wilensky about the flexibility between the hold harmless
formula, and the general transition formula. They have undertak-
en a gigantic task.

I commend them for the proposals. Obviously, they will be taking
into consideration suggestions that we make, and hopefully, we will
come up with an even better set of proposals.

Thank you.
Senator ROCKEFELLER. Thank you very much.
Dr. Wilensky, as always, we are very happy and proud that you

are here.

STATEMENT OF HON. GAIL R. WILENSKY, PH.D.,
ADMINISTRATOR, HEALTH CARE FINANCING ADMINISTRATION
Dr. WILENSKY. Thank you. Mr. Chairman and members of the

committee, I am pleased to be here today to discuss the Adminis-
tration's proposal to implement a prospective payment system for
Medicare in-patient hospital capital costs.

Cost-based reimbursement for Medicare capital is inherently in-
flationary, contributes to the escalating cost of health care, and im-



properly distributes health care dollars. Those who argue that the
current cost-based system for capital is not a problem are just plain
wrong. The capital payment system needs to be changed.

Our proposal to implement a prospective payment system for
capital is an important step toward curbing inappropriate spend-
ing. Moderating the growth in health care costs is a must if we are
ever to address the broader issues of health care reform. I hope you
will join me in supporting the change.

Medicare capital expenditures are growing at an unacceptable
rate: twice that of overall inflation. Since 1984, the cumulative cost
per case for hospital capital has increased almost 100 percent,
while capital input prices have grown less than 20 percent. The
volume and intensity of capital acquisition far outpaces the in-
crease in input prices for capital assets.

The current cost-based system for Medicare hospital capital pay-
ments is unfair. Under current law, Medicare pays hospitals 15
percent less than its share of costs.

Medicare capital payments, under the current system, have been
restrained only through progressively deeper cuts. Discounted pay-
ments penalize all hospitals, particularly those that make prudent
capital decisions.

Cost reimbursement provides no incentive to 'control capital
spending. Medicare pays for capital regardless of how expensive or
necessary the equipment, how under-used the plant, or how high
the interest rate for borrowing. The more hospitals spend, the more
Medicare pays.

Between 1984 and 1988, hospital admissions declined 2.7 percent
annually, while total capital costs increased 9.2 percent per year.
Today, over one-third of all hospital beds in this country are
empty. Reimbursing hospitals to maintain under-utilized facilities
provides no incentive to down-size or to convert to alternative uses,
even when such actions are clearly justified.

Cost-based reimbursement continues to subsidize excess capacity
because the system does not link Medicare capital payments to
Medicare payments. For example, one 273 bed hospital had a total
occupancy of only 36 percent. Three-quarters of that amount were
Medicare patients. As a result, Medicare paid three-quarters of all
the hospital's capital costs, including funds necessary to maintain
the unused capacity-two-thirds of the hospital's beds.

The incentives of the current system give a green light to capital
projects of marginal value. For example, one hospital added a 71
bed satellite facility. Because of the expansion, its total capital
costs increased 90 percent. At the same time, Medicare patient
days decreased 6 percent. The Medicare program should not contin-
ue these unjustified subsidies.

The lion's share of hospital spending is for operating costs. Cap-
ital payments represent about 10.7 percent of Medicare's total in-
patient payments* Yet capital spending affects operating costs, as
well. The acquisition of new technology drives up operating costs
for staffing and other support services.

Technological advances have led hospitals to participate in a
medical "arms race" as they strive to remain competitive.

Hospitals purchase capital equipment, but spending in other
areas also increases. It is the physicians who use the new capital



equipment, and it is the physicians who bill Medicare and other
payors for services.

Unnecessary capital acquisition drives up overall health spend-
ing, and all payors-business, government, and private insurers-
foot the bill.

Prospective capital payment will compel hospitals to better plan
how they can provide cost-effective, quality health care. Hospitals
that plan appropriately and invest wisely will be able to remain
up-to-date and well-equipped. This change is long overdue.

Medicare spending on hospital capital will continue to finance a
modern, well-equipped hospital industry because Medicare capital
funding will not be cut.

In fact, aggregate Medicare capital payments will increase from
85 to 90 percent of reasonable costs.

Moving from cost reimbursement to a prospective payment
system requires a careful approach to avoid financial disruption
and ensure fair treatment of hospitals in differing situations.

During the 10-year transition period, hospitals with high capital
costs will be protected through a "hold harmless" payment method-
ology. Hospitals with low capital costs, such as rural hospitals and
sole community providers, would be paid a blend of their costs and
the Federal rate. We estimate that over 95 percent of hospitals
with low capital costs will gain under the proposed rule, because
payments will be based on an increasingly larger proportion of the
Federal rate.

We are also proposing an exceptions policy to help vulnerable
hospitals that serve indigent populations, and to assist hospitals
that need to renovate and update in the near future.

We have made significant efforts to encourage participation in
the rulemaking process. We have had frequent and extensive dis-
cussions with representatives of the hospital industry, the financial
market, and also members of Congress.

We provided every Medicare participating hospital with a c~m-
puter disc and a manual worksheet to enable them to analyze the
impact of our proposal on their facilities. We extended the com-
ment period by 15 days to provide more time for hospitals to devel-
op their comments.

We are carefully reviewing the comments as we develop the final
rule. They have raised several legitimate concerns. Some modifica-
tions are warranted, and we are currently evaluating the options.
We plan to publish the final rule on August 30.

The most frequent comments have fallen into 2 categories: the
definition of "old" capital, and the exceptions process.

Many commentors recommend expanding the definition of old
capital to include leases, home office costs, taxes, and insurance.
Many also recommend establishing a cut-off date to include more
recent capital acquisitions or obligated capital that has not yet ap-
peared on the cost reports.

We are analyzing these comments to determine if alternative
definitions for old capital can be developed that is both fair and eq-
uitable.

Commentors also recommend an exceptions policy that does not
use Medicare margins in determining exceptions for sole communi-
ty hospitals and for certain urban hospitals.



Many recommend that there be an permanent exceptions policy.
Some see the need for a more flexible policy that would allow for
exceptions due to extraordinary circumstances. Others prefer to
substitute a payment floor for all of the exceptions policy.

The proposed Federal payment adjustments also have engen-
dered a number of comments. Recommendations address the use of
the hospital wage index as a proxy for variations in construction
costs; the age of physical plant; the addition of medical equipment
adjustment; and a more generous adjustment for urban hospitals
serving low-income patients.

We will closely monitor the impact of the capital regulation fol-
lowing its implementation, and welcome the ongoing involvement
of hospitals, ProPAC, and others. Once experience is gained, we
will look forward to some fine tuning.

The task before us is to implement prospective capital payment.
Our extensive efforts over the past year, as well as those that have
been underway to develop a final regulation, will produce a solid
prospective payment system for capital.

Thank you. I am happy to answer any questions you may have.
[The prepared statement of Dr. Wilensky appears in the appendix.]

Senator ROCKEFELLER. Thank you very much, Dr. Wilensky. As
you know, the majority of rural hospitals have capital costs below
the national average and, as a result, are likely to fare well under
the proposed capital regulation.

In fact, West Virginia hospitals have spent far less on capital,
when compared to other hospitals on a regional basis, or even more
so, on a national basis.

On the other hand, West Virginia's average age of its physical
plants is ranked 13th nationally. Only 12 States, therefore, have an
average physical plant age that exceeds West Virginia's.

The notion of a prospective payment system for capital is to pro-
vide payment for capital that a hospital can bank for the future, so
that when a hospital needs to expand, or to renovate, or buy a new
or replace a piece of equipment, they will have the funds to do
that.

Reality, though, is that many rural hospitals are struggling just
to keep their doors open. I think we have lost six hospitals in West
Virginia, with about six on the edge. And any so-called "extra cap-
ital payments" are likely to go into wages and salaries, or other op-
erating costs.

According to ProPAC, in the sixth year of PPS, rural hospitals,
on average, have Medicare operating margins of minus 5.1 percent.

In the letter you wrote to all the members of the Senate Rural
Caucus, you said that as long as rural hospitals continue "their
prudent capital investment practices," they are likely to do fine
under the proposed rule.

I would argue that their prudency has been the result of being
strapped for cash. Most rural hospitals have been struggling for so
long, they really have not had a chance to even consider adding
new services that might be needed, much less renovating their
physical plants.

How do you think rural hospitals will fare over the long-term,
given their current financial conditions? Ten years from now, for
example, if a rural West Virginia hospital needs to renovate an



aging wing or replace a vital piece of equipment, will they be able
to afford it, keeping in mind that in rural West Virginia, a dispro-
portionate number of their patients are Medicare patients, so Medi-
care's capital policy would have a disproportionate impact.

Dr. WILENSKY. I was not trying to determine the motivations for
prudency in rural hospitals. I tend to agree with you that they
have been prudent because they have been strapped for cash.

The fact of the matter is, however, that this payment policy will
provide some support for hospitals that have been in that position,
because they will receive a payment irrespective of whether they
are, at that moment undergoing capital construction.

And whether they choose to use the payments for capital expend-
itures, or whether they choose to use it for operating expenditures
will be at the discretion of the hospital administrator, as it should
be, as it is for most services where there is a price that you know
that you will receive for providing a service. It is up to the individ-
ual who is running the facility to make sure that ends are met
with that amount of money.

With response to your specific question, I think that hospitals in
West Virginia, both in the interim, and particularly at the end of
the 10-year period will, indeed, be in a much better position as a
result of this capital rule than they would have been under cost-
based reimbursement.

The notion here is to make sure that hospitals know beforehand
what it is they can expect to receive. They can put it aside, if they
believe that the best use of its funds is to put aside money for ex-
pansion.

We have a number of provisions for hospitals that find, in the
interim period, that they need to make expansions; such as sole
community hospitals, and exceptions policies for hospitals that
have not gone to the capital market for a long time and feel that
they must.

I believe that our movement to a single standardized amount by
1990 for urban and rural hospitals, combined with this capital pay-
ment system will indeed help the rural hospitals of West Virginia,
and will put them in a far better position than they would have
been if we stayed under our present system.

Senator ROCKEFELLER. All right. I have several more questions,
but our time is running. Thank you. Senator Durenberger.

Senator DURENBERGER. Dr. Wilensky, the American Hospital As-
sociation in specific, and I think probably some of the other hospi-
tal associations, recommend that the proposed rule's temporary ex-
ceptions provision be modified to include a permanent exceptions
process that establishes a payment floor "safety net" set at a spe-
cific percentage of actual hospital capital costs that would repre-
sent the minimum capital payment a hospital could receive under
the system.

I take it you have thought about that and rejected it, and I
wonder if you would not comment on that.

Dr. WILENSKY. There are two parts to this issue. One I feel more
strongly about than the other, and that has to do with the payment
floor. The first part has to do with whether an exceptions policy
ought to be permanent.



As of the present time, we think that the exceptions policy ought
not to be permanent; it ought to be temporary. But the fact is, we
have a ten-year transition period, and that provides us with a sub-
stantial amount of time to re-think whether or not in the second
half or in the last 2 or 3 years whether it is appropriate to have an
exceptions policy continue in the future.

So, I would like it clear for the record that, while at this point
we do not think having an exceptions policy on a permanent lasis
is necessary or desirable, we do not want to close the door on that
idea.

The part with regard to the floor is a different issue. I think that
the concept of the floor flies in the face of the whole notion of a
prospective payment system.

That is, a floor guarantees payment rates and has the effect, ba-
sically, of not being very different from the current cost reimburse-
ment system. That is precisely our biggest objection.

What we have done in the exceptions policy is attempt to fashion
the various circumstances which we think appropriately allow for a
different treatment during the transition. For example, hospitals
that suddenly find themselves with large increases in expenses;
sole community hospitals; and urban hospitals serving large num-
bers of poor. We have also gotten some useful comments about
some additions we had not thought about. We think that is the ap-
propriate way to do an exceptions policy and not to arbitrarily say
no less than 80 percent, 75 percent, or whatever. That is how we
got into as much trouble as we now are.

Senator DURENBERGER. Next, would you give us some idea of
your thinking on teaching hospitals? I do not see any adjustors for
medical education on the capital side. Could you tell us why?

Dr. WILENSKY. The reason we did not make an adjustment for
capital is that all of the adjustors were those that were empirically
associated with different capital costs.

That is, we did not try to decide what we thought ought to adjust
for capital reimbursement. We looked and analyzed to see what did
account for variations.

In the analysis using PPS-5 data, which, when we did the pro-
posed rule, was the latest data we had available, medical education
was not a significant factor. We are re-doing the analysis. It has
been raised to our attention, and we believe it ought to be included
if, in fact, there is some empirical justification. We are seeing
whether that is the case.

Senator DURENBERGER. My third question deals with medical
technology acquisition, particularly large, expensive diagnostic
equipment. It strikes me that some new pieces of new diagnostic
equipment today cost as much as hospitals cost about the time I
started practicing law.

Could you share with us what thoughts went through your mind
about the role that a separate capital treatment for that kind of
technology investment might play in controlling decisions about
medical technology investment?

Dr. WILENSKY. Our interest has been to try to use overall eco-
nomic incentives co have good decision-making go on in hospitals at
the operating level: whether or not to expand a facility, whether or
not to purchase individual technologies. We want to let the hospi-



t'Al know that it is going to receive only so much money per patient
that it treats, and it has to decide how to best use that money in
order to treat patients, stay competitive, and keep its market
share.

We do not really want to get in the business of trying to decide-
particularly from Washington-whether some particular hospital
ought to buy an MRI or a PET scan, or something else that is
about to come out as the next generation beyond the PET scan. We
want to get the right economic incentive out there, and let the hos-
pitals decide whether they should do it, whether they should share
it, or whether they ought to defer for 3 or 4 years and see what
their competitors do. It is a much more effective way to try to con-
trol health care costs.

We could hardly have a system in place that generates expendi-
tures faster than the one that we now have. We do not think this is
going to solve everything, but it is a step in the right direction to
try to change incentives into more helpful forces.

Senator DURENBERGER. All right. Thank you. Thank you, Mr.
Chairman.

Senator ROCKEFELLER. Senator Daschle.
Senator DASCHLE. Thank you, Mr. Chairman. Dr. Wilensky, we

have always felt very strongly about the role sole community hos-
pitals play in providing the 100 percent exception, and I think of
all the different aspects of these regulations, the thing that con-
cerns many of the hospitals in my State-we have a lot which are
sole community providers-is that, the loss of the 00 percent. Given
the fact that historically we have made a commitment, we under-
stand their very unique importance. Is HCFA giving any consider-
ation to maintaining that 100 percent for sole community hospi-
tals?

Dr. WILENSKY. It is. It is a comment that we have received. We
are, as we frequently find ourselves, in the position now of trying
to balance changes in the definition of "old" capital, expansions in
the exceptions policy, "holding harmless" in various ways for past
decisions, and making sure that we have enough money for new
capital for those hospitals.

But specifically, yes, we are reconsidering the issue of whether or
not the exceptions policy for a sole community hospital ought to be
changed.

Senator DASCHLE. What about the definition of obligated, as
well? Not necessarily as it relates to sole community hospitals

Dr. WILENSKY. I understand.
Senator DASCHLE.-but in general. Could you elaborate a little

bit more on what intentions you might have with regard to that
definition?

Dr. WILENSKY. Yes. The areas in which I believe we received the
most comments-or at least I personally have had the most discus-
sion about-have included what we define as "old" capital, wheth-
er it included leases and other aspects than what we had in the
proposed rule, and also when it had to have existed. They are both
issues that we specifically requested comments on in the proposed
rule, and we got some very helpful comments in return.

We are aware that the issues of obligated capital were treated in
a very conservative way in the proposed rule, and we received a
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number of helpful comments about how to recognize an obligation
that has been made in a very clear way, what it is that was obligat-
ed as of a point in time, say, the end of 1990, and how to protect it,
if that is what we are trying to do. We are going to make changes
in those aspects of the rule.

Again, we are now trying to simulate the cost of recognizing dif-
ferent types of obligation and different definitions to see how much
money we are drawing out of the pot that will either affect the
level at which we protect "old" capital, now at 90 percent. We
could, of course, choose to protect it at 85 percent, which is what
people presumably expected when they purchased their capital,
since that is the existing rule. Or, we could try to take it out of
new capital or exceptions. The issue is if we expand the definitions,
where is it most equitable to take the funds from. But it is some-
thing we are definitely considering changing, and I think that it is
an area that you will see changed in the final rule.

Senator DASCHLE. One of the other concerns that continues to be
raised with me is that we are going to be using a base period
which, by the time the regulations are promulgated, will be 3 years
old. Are you looking at ways of which we might be able to improve
that base period from 1988 to something more recent?

Dr. WILENSKY. Well, we will definitely be using 1989. One of the
problems is that we got caught in the transition between 1988 and
1989 data, but we needed to get our proposed rule out. And so, the
rule was based on 1988 data. We will use 1989 data, and we will try
to update to 1990 as best we can so when we move to 1992 we have
a shorter time. It is certainly our intent to use the most recent
data. We are painfully aware of problems associated with using less
recent data.

Senator DASCHLE. The final concern that continues to be raised
in South Dakota and, I am sure elsewhere, is that there are some
substantial differences in the calculation of the wage index and the
calculation of capital costs. That is true in particular in our State,
but it is probably true in bigger States, as well.

Is HCFA looking at ways with which to correlate the differences
in the two concepts and find ways with which to resolve what, in
some cases, could be a substantial disparity?

Dr. WILENS;XY. We have no philosophical commitment to the
wage index. At the moment, it seems to be the best proxy for cap-
ital costs that we can come up with, and definitely better than the
alternative that we had available, which was a construction cost
index.

We are committed to revising and using other ways to measure
capital costs as soon as they are available. It simply was, as best we
can tell, the best measure of variations in capital cost now avail-
able. But we will gladly change them as other data become avail-
able and accepted.

Senator DASCHLE. But for purposes of October 1, we can
expect-

Dr. WILENSKY. You can expect it. It will be the wage index.
Senator DASCHLE.-that the wage index will be, without excep-

tion, the formula used in determining capital costs?
Dr. WILENSKY. To the best of my knowledge, we have not yet

come up with a better definition. Were we to find one between now
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and the time we have to publish the final rule, we would gladly
substitute it. But, I am not aware of anything on the horizon.

Senator DASCHLE. Thank you, Mr. Chairman.
Senator ROCKEFELLER. Senator Breaux.
Senator BREAUX. Thank you, Mr. Chairman, and thank you, Dr.

Wilensky, for your testimony. Let me ask you. It seems to me that
some of the hospitals under the proposed regulations would actual-
ly be hurt rather than helped by the "hold harmless" formula,
since their capital reimbursements would actually be higher under
the general transition formula.

My question is, I guess, under the regulations as you envision
them to be finalized, would there be some flexibility for the hospi-
tals to choose between whichever of the formulas they end up
doing better under, or it would be a hard and fast determination?

Dr. WILENSKY. I believe that it is more likely to continue the
high-cost/low-cost split. I think that some of the hospitals that
were concerned that the "hold harmless" provision would not help
them might find themselves in a different position as a result of
changes in the definition and timing of obligated capital. But I
would be glad to get back with you in some greater detail.

Senator BREAUX. Well, I really want to discuss it, because I think
in an effort to try and help some of the hospitals, perhaps, we end
up creating a more difficult situation and we, I think, need to ex-
plore it, perhaps, a little bit further.

Let me ask you about the binding commitment that would be re-
quired to be classified as "old" capital. I am concerned that per-
haps some hospitals may not have a legally binding signed con-
tract-and I think Senator Daschle may have been exploring this-
but would have expended a great deal of legal funds or architectur-
al fees.

A lot of work has been done in the planning on a capital project,
but they have just not yet signed a legally binding construction
contract, but they have done a lot of work in preparation for a cap-
ital expenditure. I guess I am just concerned that they have an eco-
nomic commitment, certainly, on behalf of the hospital for the
project.

That economic commitment probably compels them to complete
the project, even though it is not a legally signed contract. I am
wondering, what are your thoughts about how something under
that situation would fit into the proposed regulations?

Dr. WILENSKY. As the proposed regulations are written, it obvi-
ously~w6uld not fit. But again, this is one of the areas we specifical-
ly mentioned in the preamble that we were concerned about, par-
ticularly in strict Certificate of Need States where there may be a
long pipeline between the time planning starts and the time an
actual, legal commitment or construction begins or is completed.

We indicated that one of the definitions we would be willing to
consider is a substantial expenditure of funds-I think the number
we used was $750,000-or some sort of legal commitment. We re-
ceived a number of comments about that, and they will be ad-
dressed in the final regulation. Our main concern has been to avoid
a wave of anticipatory spending and to try to define obligated cap-
ital in a way that clearly would meet a common sense definition



that it existed, and what the obligation was for, since we are pro-
tecting and holding that "harmless."

Senator BREAUX. Well, I would certainly encourage you to move
in that direction. I think that what we tried to do is correct, but
sometimes a legal commitment may really be a factor of less work
being done on a project than an economic commitment. All these
other things that I have mentioned that have already been commit-
ted to a project would really require the hospital to have an eco-
nomic commitment to carrying through with it.

And then another point I would make, if we pick an arbitrary
number-you mentioned $750,000 as a commitment---on a large
project, that may be a very small commitment. But on a small
project, it may be almost 90 percent of the whole cost of the
project. And I am wondering whether you may consider, perhaps, a
percentage commitment. In other words, if you have a project that
is only a half a million dollar project-a small expansion-perhaps
a 30 percent commitment or some figure as a percentage being
spent towards that capital project, would that not be a possible way
of determining whether a commitment has been made rather than
just an arbitrary $750,000 amount?

Dr. WILENSKY. It is certainly possible. Again, we are looking at
alternative ways to clearly establish a commitment that was made
as of a date certain.

Senator BREAUX. I think we try to use common sense, but it is
hard to write common sense, and I think that is what you are
struggling with. I think we should be able to put all of our minds
together and hopefully come up with something that does make
sense and accomplish the job we are all supportive of. Thank you.

Dr. WILENSKY. We are trying.
Senator ROCKEFELLER. Thank you, Senator Breaux. I just wanted

to say that I am very, very happy, as a member of the Finance
Committee, that Senator Orrin Hatch is on the Finance Commit-
tee. He has a very deep commitment to health care, malpractice
reform, and a whole series of areas. I think we are very lucky to
have him. I just thought I would say that, Senator Hatch. Also, if
you have any comments that you want to make.

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S. SENATOR
FROM UTAH

Senator HATCH. Well, thank you very much for your kind re-
marks, Mr. Chairman. I appreciate it and I am pleased to join the
discussions of this subcommittee in reviewing proposals to reim-
burse hospital Medicare capital expenses on a prospective p iyment
system, and I would like to welcome Gail to the committee.

Dr. WILENSKY. Thank you.
Senator HATCH. I appreciate the tough job you have, maybe more

than you think I appreciate it. I think it was awhile back I called
HCFA a four-letter word. I did not use the word. I said, HCFA is a
four-letter word in the eyes of many people. And it is a tough job,
and I appreciate that.

I want to share with my colleagues, if I could, Mr. Chairman, my
concern that this new system should provide adequate payments to
individual hospitals so that they can provide services necessary to



meet the health care needs of their communities. And I have
learned, for instance, from the hospitals in Utah that they are
ready and willing to accept the proposals which are reasonable.
However, they are very concerned that the current proposals hurt
some hospitals because the rules impact is essentially unknown,
and appears to be unknowable.

Given the magnitude of the shift in Medicare capital dollars that
surely will be the result of this rule, there needs to be some protec-
tion for vulnerable hospitals. They suggest making the existing ex-
emptions permanent and establishing a payment floor equal to a
proportion of individual hospital capital cost, like 80 percent. Then
Medicare capital payments would not fall below these costs.

Nov, '-he handling of costs incurred is difficult, I know. Never-
theless, they must be handled in an adequate and reasonable
manner. I have personally written to Secretary Sullivan with other
concerns regarding these proposals.

Changes in the proposal, it seems to me, are necessary to ensure
adequate and rational investment in patient care and to preserve
the integrity of prospective payment for capital.

So, I want to support the inclusion of capital payments into the
prospective payment system, but I want the rules to be fair and eq-
uitable, and that is the only request that I would find on this sub-
ject. But again, I would like to welcome you, and appreciate what
you are trying to do out there and hope that we can work together
in trying to get some of these problems resolved.

Thank you, Mr. Chairman.
Senator ROCKEFELLER. Thank you, Senator Hatch. Gail, just two

quick questions, then a couple more that I will send you in writing.
You have estimated that from 1988 to 1992 total capital costs will
go to about 7.9 percent a year in order to update the 1988 base rate
to the 1992 level. Given past rates of growth, this appears a bit low.

The American Hospital Association data suggests that it is closer
to 9-10 percent. What were the assumptions that HCFA made in
coming up with that figure, and is there any taking another look,
so to speak, as you make the final rule?

Dr. WILENSKY. My answer to the first part of the question is that
we will use the 1989 data, rather than the 1988 data, and that will
give us a year's more recent data. And we will also attempt to
project the future, which is, as always, difficult.

What we are redoing now with our newer data is using the actu-
aries' best estimate as to where we will be in 1992, with 1989 data,
and some information about 1990. This will narrow the difference
in the projections. But there will be some difference. We will go
with our HCFA actuary's best estimate.

Senator ROCKEFELLER. In other words, you have moved up 1 year,
but what were the assumptions that-

Dr. WILENSKY. I will have to provide them to you in writing.
[The information follows:]

CAPITAL ESTIMATES

In developing the proposed capital regulation, HCFA used a wide range of data,
analyses and computer modeling. In order to facilitate general understanding and
acceptance of the estimates used in the regulation, we have made information about
our analytical activities available to ProPAC, CBO, and the hospital industry.



During the comment period, we met with staff of ProPAC, the American Hospital
Association (AHA) and other groups to discuss the estimates used in the capital pro-
posal. We made our data and the details of our modeling and other analyses avail-
able to them. A great deal of information has been released, especially to the AHA,
which has asked for the most information. HCFA has made extraordinary efforts to
inform all interested parties of the details of the proposed regulation and its possi-
ble effect on hospitals.

Two issues have been raised concerning the capital estimates included in the pro-
posed rule. The first issue relates to the level of the Federal rate in the proposed
rule, a concern first raised by ProPAC. Medicare PPS-5 data (fiscal year (FY) 1988)
was used for the proposed regulation and updated to FY 1992 based on our estimate
of the increase in Medicare inpatient capital cost per case. We will be revising our
estimates for the final rule based on more recent data, including PPS-6 data and
the most current projection of capital cost increases and Medicare inpatient utiliza-
tion. The PPS-5 and -6 data, as well as the actuarial assumptions we made in esti-
mating the FY 1992 costs in the proposed rule, are available upon request.

The second issue concerns the estimate of aggregate Medicare capital spending.
The estimate from our actuarial capital acquisition model deviates significantly
from the estimate developed by the AHA. To better understand the reasons for the
differences, we have met with the technical staff from the AHA and ProPAC to ex-
plore the estimating methodologies used. We believe that this type of open exchange
is helpful and we continue to encourage it.

Throughout the public comment period, HCFA undertook an extensive effort to
explain the proposed rule and to solicit comments. We provided a computer disk to
every hospital to facilitate each hospital's projection of its payments under the regu-
lation for the entire ten-year transition period. Each member of Congress received
an information package including a description of the proposal, a worksheet to cal-
culate individual hospital payments, and a questionnaire to use in discussing the
impact of the regulation with constituents. When the rule was published we provid-
ed detailed briefings for Members of Congress, the press, hospital and financial in-
dustry representatives, Congressional staff, and staff of Congressional agencies. Nu-
merous other presentations and meetings were held with groups and individual hos-
pitals during the comment period.

We look forward to continuing to work with all interested parties on matters re-
lated to Medicare payments for inpatient hospital capital costs.

Senator ROCKEFELLER. All right. West Virginia University built a
new teaching hospital a few years ago. Their capital costs are
about $1,700 per case, which is, I think, three times the national
average. Will they be held harmless, in fact, totally harmless
during the transition phase except for the current 10 percent dis-
count included in last year's budget agreement. As importantly,
they have a 30-year tax-exempt bond that they have to pay off and
are naturally worried about that. What will their situation be after
the 10-year transition? Is HCFA considering additional measures to
help hospitals in situations like this?

Dr. WILENSKY. If they had completed the project as of 1990, they
will be held harmless at 90 percent, as provided in the proposed
rule. If they had not completed the construction, but are partway
into the construction-I do not know what the answer to that is-it
will depend on how the proposed rule differs from the final rule.

One of the issues that has been raised, that I was addressing
with Senators Breaux and Daschle, is that the proposed rule is
very strict in saying only those expenditures that were completed
as of October of 1990 will be held harmless. We invited comments
and, in fact, indicated that we would consider liberalizing that defi-
nition to include commitments that had not yet been completed,
and those, even, that had not been clearly initiated, but somehow
firmly committed.



What we are doing now, is looking at how that can be defined.
Assuming that a capital project has been completed, or that will
fall into the new definitions of obligated old capital, it will be pro-
tected at the "hold harmless" rate for 10 years. After the 10-year
transition, the hospital will receive the Federal adjusted amount
per case, as it exists as of that time. Our view is that hospitals
have had more than a 10-year period because, after all, as of 1987,
hospitals were put on very clear notice that prospective payment
would be used to reimburse hospitals after 1991.

So, a period from 1987 to 2001 is clearly covered during which
hospitals knew of the move to prospective payment. Some could say
that since it was made clear in 1983 that this was the way we were
going, hospitals really have known for a long time. But our view is
that there is more than an adequate transition period to get from
here to there in the new system.

Senator ROCKEFELLER. Fair enough. And I thank you, Dr. Wi-
lensky, very much. Go ahead, Senator Baucus.

Senator BAUCUS. Thank you, Mr. Chairman. Dr. Wilensky, I
apologize for not being here for the balance of your testimony. I
would just like to reaffirm your understanding and your sympathy
for rural hospitals. I know that you already have, but I just want
to underline it one more time.

As you well know, rural America is having a tough time. And
when I say rural America, I mean not only Eastern rural America,
I particularly mean Western rural America, which is much differ-
ent than Eastern rural America. There is no comparison. Western
rural America is a function of distance; great distances between
communities.

I mean, for example, in my State of Montana, the distance from
one end to the other is greater then the distance than from here to
Boston. I mean, it is a long way to drive.

And many people in small communities in their home town, if
they cannot get health care, have to &rive very long distances. I am
talking about 100-120 miles to see a doctor, to get basic health
care. That can be a 2-hour drive. And that is assuming good weath-
er, which obviously is not the case in the winter with blizzards and
storms and whatnot.

So, it is critical that the smaller community hospitals are alive
and well. And in another respect, often, in most cases, they are the
largest employers. The hospitals in smaller communities-at least
in my State-are the largest employers.

Now, it may be that rural America is declining for other reasons
that are beyond our control here. But I do not want our policies
here forcing rural hospitals to close or to downsize, to be the reason
why people leave these smaller communities. Now, as I understand
it, your proposed regulations have a national rate that does not dis-
criminate against rural hospitals, is that correct?

Dr. WILENSKY. Correct.
Senator BAUCUS. And I also understand that sole community hos-

pitals will be exempt from cuts in capital payments, is that cor-
rect?

Dr. WILENSKY. Under the proposed rule, they are not completely
exempt from capital payments. They are eligible for an exceptions
policy, but not one that would completely exempt them. It is an



issue that has been raised to us, and we are considering alterna-
tives between the proposed rule and the final rule.

Senator BAucus. Yes. And frankly, I just think we ought to
make it permanent. A small, sole community provider should be
exempt from all this stuff because, as you well know, otherwise
they are just so hassled, they are spending more time trying to stay
alive than they are, in many respects, providing health care. I
strongly urge you to consider that. As I understand it, too, you do
include volume protections for small rural hospitals. Are there
volume protections?

Dr. WILENSKY. No, there are not.
Senator BAUCUS. Do you think that is a good idea?
Dr. WILENSKY. I am not even sure that anybody has raised it to

US.
Senator BAUCUS. Well, I am now.
Dr. WILENSKY. All right. That was an incorrect response. The

answer is, it has been raised, and we are working on it.
Senator BAUCUS. I would like you to look at that again, if you

could. I understand further that you propose eliminating the geo-
graphic wage index adjustment, is that correct?

Dr. WILENSKY. We are using a wage index adjustment. We have
clearly indicated that we are not wedded to it philosophically, but
at the moment, it is the best measure of variations in capital costs
that we can come up with, and better than construction costs,
which is our other option right now.

Senator BAUcUS. All right. I appreciate that. You well know the
damage that PPS caused rural hospitals when it first came out I
sense that you are recognizing some of those lessons in that the
capital payment provisions are not going to fall in that same trap.
And I just strongly urge you to not let that happen.

I might tell you that I took one of your predecessors-Dr. Bill
Roper-to my State a few years ago. Put him in a small plane, a
single engine plane. We flew from Billings, Montana up to Harlow-
ton, looked at a hospital there, then over to Lewistown and to an-
other community before going back to Billings. Fortunately, it was
rotten weather. Bill Roper was white-knuckled as we loped over
those hills dodging storms to get to these smaller communities, and
I can tell you, it made a real impression on him.

Dr. WILENSKY. Well, I am supposed to be doing this with you in
September. I hope I will have better weather. [Laughter.]

Senator BAUCUS. Well, we are going to do what we can to ar-
range to have not only bad weather, but a plane that is not in the
world's best condition. [Laughter.]

Senator BAUCUS. [continuing]. Thank you very much.
Senator ROCKEFELLER. Thank you.
Senator BAUCUS. I will be there with you.
Senator ROCKEFELLER. And with that cheerful thought-Gail,

thank you very, very much.
Dr. WILENSKY. You are very welcome.
Senator ROCKEFELLER. Dr. Stuart Altman is Chairman of the Pro-

spective Payment Assessment Commission, and Stuart, even before
you have your nameplate before you, let me just ask you a question
that we discussed, I think, 2 years ago.



If you assume that we will spend $765 billion on health care,
public and private, this year, last time I talked to you, you had said
that the Pepper Commission's analysis that by the year 2000 it
would be a trillion and a half dollars was wrong, and you were sug-
gesting it would be closer to a trillion 8. Are ypu still in that ball
park by the year 2000?

STATEMENT OF STUART H. ALTMAN, PH.D., CHAIRMAN, PROSPEC-
TIVE PAYMENT ASSESSMENT COMMISSION, WASHINGTON, DC
Dr. ALTMAN. Yes, sir. There are now estimates that suggest it

could approach $2 trillion, but I have trouble figuring out the dif-
ference.

Senator ROCKEFELLER. Yes.
Dr. ALTMAN. But it is very high. 1.5 is now the lowest estimate

that we see, and 1.7 is now the kind of accepted mean. Yes, sir.
Senator ROCKEFELLER. Do you also agree-and I am out of

order-but do you also agree with what I think is another very dra-
matic way of explaining the spiral that we are in is that if the av-
eragp health benefit for the average employee in America today is
$3,161, that if we continue in our present course, which is not
doing very much, that that figure by 2000 will be $22,000 per em-
ployee just for health benefits?

Dr. ALTMAN. Well, I think it converts itself closer to that. I
would have to go back and look at the numbers, but it is of a mag-
nitude several times fold. I would have to look and see how really
high it is; I do not know. But it is significantly higher than the
$3,200, because not only does it double twice, but what happens is
that it disproportionately is going to fall on the employed sector.
So, you cannot just multiply in an even amount. So, it is going to
be very large.

Senator ROCKEFELLER. I think finding ways to get people's atten-
tion on what is going on is-

Dr. ALTMAN. You and I share that, and I know so does Senator
Durenberger. We have been around this a long time, and it is hard
to believe the numbers that we are talking about, but they just
keep going up.

Senator ROCKEFELLER. Yes. Now, as I said, I was out of order. We
welcome you, and welcome your testimony.

Dr. ALTMAN. Well, thank you, Senator. I will try to be brief. Let
me just tell you where we at ProPAC have come out. For those
who have watched the ProPAC deliberations on this, it is no secret
to know that while we did come up with a unanimous recommen-
dation, there were some on the committee that were less than
jumping for joy in including capital in the PPS system.

Nevertheless, it did seem to all of us, and to me in particular,
that this was the right time to do it. As Senator Durenberger has
said, we have been around on this a number of times, and that it
makes sense for all the reasons that Gail articulated, as well as
every member of the panel, the committee as well.

So, we do support the inclusion of capital in the PPS system. But
there are some important issues that I want to bring to your atten-
tion, many of which have been discussed, but a few have not.



First, I think we have to recognize something that when you say
it, is so self-evident. There is no such thing as capital funds. Once
capital is included in PPS, the hospitals get money. And there is no
difference between capital funds and operating funds; it is all one
set of dollars to them.

And as you pointed out, Senator, most hospitals that are strug-
gling wound up using their capital funds for operating expenses in
the past, and will continue to do so in the future.

Now, the reason why we support the inclusion of capital in the
PPS is because we have created a distortion in the incentive
system by paying capital under a cost-basei system, while the oper-
ating expenses are on a PPS system. So, that if you were going to
include them-which we support-you also ought to recognize that
you ought to develop a common set of adjustments. And those rules
that Gail talked about are not common.

Let me just point up a few that were not mentioned, and I am
sorry Senator Baucus walked out. For example, it is true that rural
sole community hospitals and large urban disproportionate share
hospitals could get an exception payment under less stringent crite-
ria than other hospitals.

However, the proposed rules require that the only way they will
get this special exception is if their Medicare profit-margins go to
zero.

You, the Congress, the Senate and the House, have decided that
there are certain classes of hospitals that should get exceptions for
a variety of reasons, which I will be glad to discuss with you, that
are not related directly to either the capital payment or the operat-
ing payment. They are directed to the survival of that hospital.

To subject those hospitals to a hoop to jump through that they
not have positive margins on Medicare ignores the fact that they
could have very strong negative margins for non-Medicare patients.
Now, that is true for rural hospitals; it is also true for urban dis-
proportionate share hospitals, and it is also true for teaching hospi-
tals.

Therefore, if we recognize that what we are dealing with is com-
bining Medicare funds for operating capital into one part of dollars
which will go the hospitals, it seems to us that we ought to be de-
veloping a consistent set of standards, and the proposed rules,
while it goes part of the way there, does not go all the way.

So, we would recommend, particularly, two changes. On the ad-
justments: rural sole community and disproportionate share hospi-
tals, should not have to claim that they have no positive operating
margins, they should just get the exceptions payments.

Two, very important in the future, the update factor. Over time,
that update factor should become a common update factor. You
should not have one update factor for operating and another
update factor for the capital side because, remember, it is just dol-
lars.

Yes, that update factor should be a combined weighted average,
and it should start right away. There is one aspect of these propos-
als that, for the life of me, I just do not understand, and it is the
update factor. I have gone around and around on it. The current
proposal is that hospitals get an update factor in relationship to



capital expenditures of a year or two ago. That should not be the
way it operates.

This becomes an operating variable that you have under your
control. You should adjust it just the way you adjust the update
factor for the operating side. And as I said, I believe-and the ma-
jority of the commission went along with me-that these ought to
be combined. So, on those two areas, I think it is important that we
maintain commonality.

As you have talked about many times, we believe that the excep-
tions process should be made permanent. There is just too much
variability in capital.

While we support its inclusion and we are very pleased with the
way the Secretary and Gail have operated to deal with a lot of the
problems, you are never going to be able to deal with all the prob-
lems.

I understand what Gail is saying, you are going to have a 10-
year transition, we can worry about it 10 years from now. I would
like to see it put in law now, and not wait for 10 years because we
will need that degree of assurance. We have also talked about the
definition of "old" capital.

Now, that is particularly important in the near term, in the next
3 to 4 years, as sort of semi-old, semi-new capital comes on line.

Several of the other Senators talked about what the definition-
how far along one has to have been in terms of investments before
you consider it old capital. I think that discussion needs to be clari-
fied, and I hope HCFA is quite liberal in their discussions.

Finally, my staff and Laura Dummit, who is our Deputy Execu-
tive Director for this area, has been working with the HCFA staff
because there are some parts of their models that they use that are
very critical for these rules that we do not understand.

Now, they have refused to share the complete model with us, but
we have been very pleased by the amount of cooperation we have
had in the last several months since they came out.

The AHA has developed their own models of hospital capital
costs and have estimated capital payments that are about 10 p.-r-
cent different than what HCFA estimated. That is very troubling.
We went through that when we introduced PPS in the first place,
and it led to $2.5 billion of extra money flowing out during the first
couple of years, and then being pulled out the third and fourth
year. That is not a good way to do public policy. So, we are working
with HCFA in trying to better understand those models. And if we
come up with any differences, we will, of course, let you know.

Now, finally, as I am sure you know, we will be monitoring this
closely as it proceeds through the process, and as it is implement-
ed, and will be glad through time to come back before this commit-
tee and give you our sense of how well it is working.

But in conclusion, we do support the Secretary. We ' do think that
Gail and HCFA have done a good job. But we would like to see the
kind of changes that I have outlined. And, of course, I would hope
that my complete testimony would be included in the record.

Senator ROCKEFELLER. Of course.
Dr. ALTMAN. Thank you.
[The prepared statement of Dr. Altman appears in the appendix.]



Senator ROCKEFELLER. I would call on Senator Durenberger for
any questions he might have.

Senator DURENBERGER. Thank you. Stuart, thank you very much
for your testimony. Also, you referred to it, the spirit of coopera-
tion between the two of you really helps us to understand the prob-
lem, not only when you get to testify, but I am sure it makes a big
difference on the regulations proposed. It has always been your
style, it has always the Commission's, and it gets better all the
time. I think all of us here appreciate that.

I asked Gail some questions about teaching, some of those kinds
of issues. At the commission ievel, did you look at-

Dr. ALTMAN. Yes, sir.
Senator DURENBERGER.-different kinds of hospitals in that re-

spect and come to the same conclusion she came to?
Dr. ALTMAN. Yes. Let me emphasize what I started to say before.

We believe that there should be one common teaching adjustment,
following the logic that there should not be a difference between
capital and operating. We should include, if it is the law of the
land-which it is-that there be a teaching adjustment, there
should be a teaching adjustment for capital as well as for operat-
ing. Now, they used a very narrow definition of their model. And
on the basis of that narrow definition of their model, they came up
and showed that teaching hospitals did not require an adjustment.

But we have been around this issue for the last 4 years, and Con-
gress has decided that regardless of the narrow definition of the
model, there are other reasons why teaching hospitals should get
an adjustment.

Well, if you should get it on the operating side, you should get it
on the capital side, as well. We support the idea that teaching ad-
justments get an adjustment beyond what the narrow definition of
the model suggests.

We have some differences on the level, and we believe that prob-
ably should come down a little bit. But it is the recommendation of
the commission that there be an adjustment for teaching hospitals.

Senator DURENBERGER. Now, let me ask you a question I did not
ask Gail. It was prompted because you talked about one pot and a
consistent set of standards, and all that sort of thing. It strikes me
that we are now going to have a truly prospective price for Medi-
care that incorporates operating and capital costs in it, and we are
seeing increasing amounts of negotiated prospective pricing going
on. My question relates to the accessibility that different hospitals
have to capital.

What is the continuing rationale for the subsidy through 501(c)(3)
tax status to contributions to capital? I can understand it-and I
am not arguing it one way or another-if we are talking about a
specific service and a specific situation.

But that is a fairly large subsidy more available to some hospi-
tals than it is to others. Has the commission thought that out at
all?

Dr. ALTMAN. I do not really think that issue has ever come up
before us. So, as a commission, it has not. It is an issue I have
thought about a little myself, but we have not discussed.

Senator DURENBERGER. Good. I just was curious as to whether or
not you had in any way, because we obviously are going to live
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with some disparities. If everyone can get their costs reimbursed,
that is one thing. But the little hospitals do not have much. They
do not have rich people to put their names on buildings, and stuff
like that, as some of our more prosperous centers do. And that is
the reason I ask the question.

I asked Gail another question that related to medical technology,
and maybe this is an area that the commission has given a little
thought to.

Dr. ALTMAN. Yes.
Senator DURENBERGER. In the old days when we first contemplat-

ed prospective payment for capital, we did not think about dividing
physical structures from medical technology investments.

Dr- ALTMAN. Right.
Senator DURENBERGER. Do you see any reason for a Federal role

in differentiating reimbursement for the acquisition of medical
technology from the general way we have combined these pay-
ments into one payment system?

Dr. ALTMAN. Well, I guess I listened to Gail's answer, and I gen-
erally support it. First of all, no matter where you draw the line, it
is so arbitrary. Where does technology end and equipment-we
toyed around a long time on moveable and fixed, and we have seen
the ingenuity of the American health care system rival that of the
Pentagon any which way in terms of how its maneuvers, defini-
tions of fixed and moveable. We have MRIs on rails that run
around the country, attach themselves to hospitals, and then when
you think they are fixed, they move them.

So, I finally was forced, as were others on our commission, to say
forget it, it just will not work and, therefore, went along with the
idea that you have to overcome that fixed and moveable really are
the same. And I think you can draw the same distinction between
technology and fixed structures. They just blur.

Senator DURENBERGER. All right. Thank you.
Senator ROCKEFELLER. Stuart, I am going to send you three ques-

tions in the mail. Right now I would like to ask you how you see
the state of anxiety, concern, state of play of those in the private
sector making health care decisions.

Dr. ALTMAN. Private sector
Senator ROCKEFELLER. Well, let me go on.
Dr. ALTMAN. I am sorry.
Senator ROCKEFELLER. I am trying to resume my earlier conver-

sation.
Dr. ALTMAN. Yes, sir.
Senator ROCKEFELLER. There appears to be a growing sense that

the health care crisis is affecting people individually, and they are
willing to say so.

Dr. ALTMAN. Yes.
Senator ROCKEFELLER. But when it comes to doing something

about it, or accepting a push from Washington, for example, on
public health policy matters, people simply grow reluctant.

That on the one hand, they do not like paying for other people's
health care through higher health insurance premiums, but per-
haps they do not understand that they are doing that because
somehow that message is not getting through. They know they are



paying more than they want to be, but they have not made the cor-
relation.

And one of the interesting things about $3,161 to $22,000, let us
say, or $765 billion to $2 trillion is that it gets so large that one
intellectually just walks away from it because it is beyond rational
solution.

I mean, anything that is growing at that rate simply is not some-
thing that I, as a citizen, can deal with. I cannot deal with it intel-
lectually, I certainly cannot solve it, so I walk away from it. The
Dave Durenbergers and Jay Rockefellers do not share that view;
we want to do something, and we are worried about it, and so are
you. What are you hearing out there about the state of concern on
the part of people who ought to be concerned, but perhaps, are not
concerned? In other words, the people. that Dave and I, and you
turn to for reinforcement about the fact that there is something
called a health care crisis, and just sort of take off on that.

Dr. ALTMAN. Well, thank you for the question. I have been, as
you know, worrying about this and trying to deal with it for the
past 20 years. There is a fundamental difference in the land today
than 5 years ago, surely than 20 years ago.

Twenty years ago we were mainly concerned about the 15 mil-
lion uninsured. The middle class felt comfortable, the business com-
munity did not really deal with it.

I am spending more time than any other dealing with two groups
of people. One are the business community, which have reached a
level of alarm that I have never seen before. That does not mean
that they are able to come up with a unified front on what that
solution looks like. They are as frustrated as the rest of us. But I
do believe that you will see, within a very short period of time, a
substantial number of the business community coming before you
asking, demanding, begging for reform; that they cannot survive
under the onslaught on what is coming down the pack. But what is
more troubling to me is the group of middle class, young people in
particular but not completely young people, who are finding them-
selves either frozen out of the insurance market, or having all
kinds of exceptions put onto their policies because of some either
real illness, or perceived illness.

Now, the nature of our land and the size of this problem is so
enormous that that level of anxiety and concern has to rise to very
high levels before it spills over and reaches you. And I would not
use the lack of concerted effort as any indication that there is not
this problem. It is very real out there.

Every survey that has been taken suggests that an overwhelming
majority of the Americans badly, badly want a major reform in our
system. And when all gets said and done, the reason is they are
afraid. They are financially afraid. It is not that they dislike their
doctor, or do not trust their hospital, it is that they are financially
afraid. And every indication that you and 1 know is that this prob-
lem can only get worse. There is no self-correction out there.

And, as you know-and I know you care about this deeply-I
would hope that we would try to solve that problem before it is so
serious that there is only one solution, and that solution, if it gets
that serious, will only be a take over by the Government, which I
would not want to see.



So, I know you and I share the idea that we have a brief window
of opportunity left to fix it. It is coming. I get examples every day
of people who, 2 years ago, 5 years ago, would never be complain-
ing.

Senator ROCKEFELLER. And Dave, interrupt me or prove what I
am trying to say, Bob tendon came before this committee some
months ago-

Dr. ALTMAN. Right.
Senator ROCKEFELLR.-and somebody was questioning him. And

he said, well, yes, it is a concern. I thought he was fairly flippant,
myself. But he said it is a concern, but it really is not in the top
three or four issues that Americans worry about. It is bubbling, but
it is not going to be there. It is not something, for example, that is
going to have to be addressed politically in 1992, or sometime in
the future. Then I listen to you, you are saying you hear more and
more from businessmen and the young middle class, et cetera.

Dr. ALTMAN. Right.
Senator ROCKEFELLER. But it still does not result in anything.

And if you accept, as I do even agree with you, the premise that if
something is not done within the next 8 or ten years that we will
go to a single payor system.

What triggers this? What has to happen? And I am not asking
this politically. I promise I am not. What do you see happening to
accelerate the pressure on us in Washington so that we have to
take action? Do you see this happening within the next 4 or 5
years, or do you think that we are going to have to legislate with-
out public opinion backing us up because the whole thing is so com-
plicated and impossible?

Dr. ALTMAN. Well, I left a conference this morning in New York,
Bob was with me, on this issue. And we were trying to figure out
what will happen, what will that mushroom look like when it hits,
how high will that cloud look? And my sense is that this is the
issue. The issue is that for every dollar increase in expense that is
hitting, because of the fact that there are 3 payors, there is the
Government, then the individual, and the business, or private in-
surance.

And given the fact that the State Governments cannot afford
dollar for dollar, and they are now paying 60 cents on the dollar
when it comes to hospital care, and some States as low as 20 cents
on the dollar for physician services.

-And now, through the DRG system, we at the Federal level have
figured out a way-while I am sure we are paying just about right,
I know-some hospitals feel we are only paying 95 cents or 90 cents
on the dollar-that means that every time a dollar hits, $1.20,
$1.30, $1.40 goes onto the business side. And they now know it.

They are going through a transition period when many of them
think they can control it by some kind of managed care, and some-
thing like that. But more and more of them realize the only way
they can control it is by reducing their benefits, eliminating cover-
age, or dropping some family members.

Now, if that is going to happen-which I believe it will happen-
the number of uninsured will grow from 37 million to 50 million
just like that, which will accelerate the cost shifting, and it will go



over to $1.50. And what you are going to wind up with is the 20
people who were left insured will be picking up the whole system.

Now, it will accelerate because of the burden. Now, if it was not
for the ERISA rules and a few other limitations on the ability of
business to drop coverage, I think you would be seeing it already.
And I do not know when it will happen. I would have thought it
would have happened 5 or 10 years ago, so I do not want to predict
what month or what year.

But I do see the number of uninsured growing substantially,
which will put an added burden on the business community and
the individual unless the government, you, are prepared to sort of
pay not only your share, but a greater share on Medicare and Med-
icaid. And I must admit, I do not see that happening. I surely do
not see that happening at the State level; they do not have any
money. And it is hard to believe that it will happen here.

Senator ROCKEFELLER. Let me just add one thing, and, again,
David, interrupt me. I apologize to the audience, those who were
here to hear about hospital capital may not be pleased with this
diversion.

But I was absolutely stunned several weeks ago when the New
York Times, having combed the world of health care and rejected
all kinds of solutions which might have had some appeal to Dave,
and myself, and yourself, and then in this very kind of final way,
the solution came down to managed competition; that is the
answer.

I think it is fairly clear to most of us that managed care saves
some money up front, and then stops doing so. It is certainly a
wonderful thing to do. Southern California Edison testified before
the Finance Committee about their managed care programs this
past spring. They said their managed care program was working,
but their health care costs will still double every 6 years. They
favor expenditure targets.

I wrote the New York Times an absolutely brilliant letter refut-
ing it, which they refused to print. Actually, that is probably what
bothered me more than anything. But when the New York Times,
with all that brainpower, comes out with that kind of a solution, it
is scary.

Dr. ALTMAN. Well, I must admit I came away with the same feel-
ing to the point where I thought the editors did not read their own
newspaper, because if they read the columns, they could not have
come up with the editorial that they did. I agree with you com-
pletely.

Managed care has an important place in our delivery system, but
if anybody thinks that it alone can stem the flow of this $1.7 tril-
lion monster coming down, they are sadly mistaken. And I was sur-
prised. I had to believe that the editors are quite different than the
people that wrote the article.

Senator ROCKEFELLER. Will you write them a letter?
Dr. ALTMAN. You think my letter would get-but yours did not? I

would gladly write them a letter.
Senator DURENBERGER. He did not sign his. [Laughter.]
Yes. Just maybe an observation, and not by way of suggesting an

answer to Jay's question, though I love to hear the question and I
love to hear the response. But as long as I was being retrospective



on capital, this is my 13th year sitting on a committee believing
that somehow we could improve access in this country by reducing
costs by changing the payment system. Like a lot of other people, it
took me a long time. But I have come to the conclusion that if that
is all we do in this committee, and over on Labor and Human Re-
sources, is sit and listen to all the people in pain and wring our
hands about the fact that we are running out of categorical names
for categorical programs to meet all their need, we can never solve
our problems.

And I guess in partial response to Jay's question, I would love to
see the people who have been spending a lot of time trying to
change the system by changing the financing start bringing in the
system itself and talking to it.

One of the tentative conclusions I have come to is that probably
10 percent of the doctors in this country are efficient and save us a
lot of money. And we sit here and penalize the hell out of them.
Then there are 80 percent that would like to be efficient, but do
not know how. And then there are 10 percent who are ripping us
off. But the problem is the 90 percent and the way we practice
medicine in America.

And I am lucky enough to have, in the State that I represent,
the lowest paid doctors and some of the highest quality medicine in
the country. By all of the measures we are going to look at in
RBRVS, northern Minnesota is on the bottom, southern Minnesota
is second from the bottom.

We get an offer from Gail to do a 3-area payment system, and
the doctors get together and say, no, we want one. And the guys in
the high priced area say we will take the lower price just to help
out. That is the kind of people I represent.

I can go to the Mayo Clinic any day of the week and find out
why they will not buy a PET when all the rest of the competition
has; why they will not buy a $4 million gamma knife when every-
body else is out there buying them to make business for them-
selves.

And I do not want to get too far into the subject, but part of the
solution to this problem is going to be to go beyond our capacity,
and start dealing, as we are beginning to, with outcomes and guide-
lines, and so forth. But if we cannot find a way to encourage the
delivery system in this country to change dramatically, all of this
budgeting and all of this pricing is not going to accomplish it. Of
course, then the alternatives will be a single payor system, or
something like that.

Dr. ALTMAN. Well, I guess I would just say not to lose hope.
Senator DURENBERGER. We have done that, or I would not be

here.
Dr. ALTMAN. The issue, though, is that you, at most, only control

30 percent of the hospitals and 20-25 percent of the physicians.
And we have never seen a real attempt to change the financing
system with some degree of uniformity, which every other country
in the world has done.

So, what we have is not unexpectedly, one spigot sort of tightens
up, or shuts off, or changes incentives, and the provider community
does not like it, it runs to another spigot. And while I do not want
to see one spigot, I do believe that the spigots ought to work in



some common unison, so that if we have a private sector and a
public sector and an individual sector-right now we play one
against the other.

Senator DURENBERGER. But it is a real struggle to take on, and
the people in this committee struggled a long time to add preven-
tive benefits to Medicare, the first ever, so we get mammograms.

And we sat around here, and some of the women staffers went
off and got prices, and we come up with a $55 mammogram.

And a couple of weeks ago, I am in the Labor and Human Re-
sources listening to Jill Eikenberry tell me that $55 is not enough,
because in Los Angeles it is $180, and in New York, it is $290. Balo-
ney. It is about $36.

But as soon as somebody on this committee decides they are
going to do some good for somebody and put a third party payment
system in place, there is somebody out there that figures out a way
to take advantage of it.

I am exaggerating the point from a series of recent experiences
in front of people on committees. But, this is the hard thing for the
politician to deal with, and it is part of Jay's frustration.

Dr. ALTMAN. Well, I would just say in final I hope you will not
let your frustration prevent you from continuing to try, because if
it does not come here, I do not know where it is going to come
from. It is really not going to come out there.

Senator ROCKEFELLER. This is just a half hour frustration break.
Stuart, thank you very, very much. Very much.

Dr. ALTMAN. Thank you.
Senator ROCKEFELLER. Michael Bromberg, Federation of Ameri-

can Health Systems; Jack Owen, American Hospital Association;
and Judith Smith, president and chief executive officer, Daughters
of Charity Health Services of Austin, TX; representing the Catholic
Health Association.

Jack, we will start with you.

STATEMENT OF JACK W. OWEN, INTERIM PRESIDENT, AMERICAN
- HOSPITAL ASSOCIATION, WASHINGTON, DC

Mr. OWEN. Thank you, Mr. Chairman. I am Jack Owen. I am the
acting president of the American Hospital Association, and I find it
a pleasure to be here today and see my old friend, Senator Duren-
berger, who started working on this in 1983, I think.

And so, what I would like is to just make a few comments. You
have my written testimony, but I would like to just make some
short comments about it. This has been discussed a great deal, and
as you have heard, we have had an opportunity to look at the origi-
nal proposed regulations and we would be anxious to see what the
final ones are like, and we might have a lot more to say at that
point.

But let me just quickly say that since 1983, there has been an
attempt to develop a fair and equitable way to include capital in
prospective pricing.

And the problem we ran into, very honestly, was that every hos-
pital was at a different place in the capital structure during the
period of time that this was taking place and, therefore, it made a



lot of sense to pass through on a cost basis the capital that they
needed during this period of time.

The problem with that was that it was unfair to some hospitals,
especially hospitals who did not have a capital problem, and that
they felt the only way they could get capital was to go out and
borrow money.

This did not make any sense, and if you believe in the theory of
pricing and what we have been talking about, then capital would
be included and management would make a decision how and what
is the best way, in each local community, to move this capital
around.

The problem, of course, is how to move from one kind of system,
a pass-through, to another with the least amount of disruption, and
that is what we are most concerned about.

Dr. Gail Wilensky's staff, I think, has done an admirable job of
attempting to level this playing field. She has tackled many of the
problems we have raised, both to HHS and the Congress, over
those past 8 years that Dave Durenberger was talking about.

I have to say that we have had ample opportunity to comment,
and have done so, with Gail, and we hope that the comments that
you see in our written prepared text will be taken up by Gail. We
are concerned over the assumptions that Stu just brought up, be-
cause there is quite a bit of difference in these assumptions. And in
the long run, it is going to create some problems if these assump-
tions are incorrect.

However, I might say that I am not here today to embrace the
regulations as originally proposed, because they do fall short in
several areas. What I hope is that these hearings will convince Dr.
Wilensky to amend the regulations, to move toward the needed
steps so that we get the kind of equity that we want, and you have
heard about around this table today.

One of the most important concerns that we had at the very be-
ginning of this was the definition of capital and to be consistent
when we try to determine what is "old" capital.

And we have to look at those items which were included in cap-
ital costs at the time that the hospital obtained this capital; the
leases and the taxes; the obligated capital. And those definitions
which we have lived with under Medicare, and when most hospi-
tals borrowed money with the assumption that they would be paid
in some fashion. Now, if these are included in the revised regula-
tions, we have gone a long way, I think, to alleviate the concerns of
hospitals. But if not, we have got a problem.

And along with that, we need a date for commitment-you heard
about that, and I will not go into that any deeper-a date of when
old capital was really committed, that needs to be much closer to
the time the regulations go into effect than what is currently pro-
posed. And that is the hold harmless side of it.

Secondly, we need to be assured that capital payments will be
updated annually and that the system is not just a ruse to elimi-
nate capital payments altogether.

And I think Stu mentioned briefly here about tying the two to-
gether and what that means. And there is, of course, some concern
by hospitals as to whether a proper update will continue which will
allow not only adequate operating monies, but capital as well.



Because of the history of the Federal Government not living up
to its promises in health care payments, there is a great concern
among our members that even a fair system, once it is started, will
it continue, or will budget deficits and other factors cause the ad-
ministration or Congress to cut back from principles that we agree
on today.

Therefore, we would like to see a safety net, or floor, or some-
thing like that established at some percentage of actual hospital
costs that is there for some period of time. This perception that the
government is not going to follow through is just rampant out
there in the members' minds.

Now, I have a great deal of faith that Gail will make some of the
necessary changes. I think she has listened very carefully to us,
and I think she has listened to other groups, as you are going to
hear. But if not, I hope we can count on this committee to help hos-
pitals if we have to go through legislation.

With that, and with the preparation of the material that I have
sent in to the committee, I would stop and see if there are any
questions later on. Thank you.

[The prepared statement of Mr. Owen appears in the appendix.]
Senator ROCKEFELLER. Thank you, Jack.- Mike.

STATEMENT OF MICHAEL D. BROMBERG, EXECUTIVE DIRECTOR,
FEDERATION OF AMERICAN HEALTH CARE SYSTEMS, WASH-
INGTON, DC

Mr. BROMBERG. Mr. Chairman, thank you for this opportunity to
be here on behalf of the investor-owned hospitals of the country. I
am going to try to be brief. I am even hoping there is enough time
left over at the end to talk about the New York Times editorial one
more time. But let me briefly say this.

This is one of those rare occasions, I think, where an industry
comes before you, having looked at a regulation which it feels is
absolutely unnecessary and yet, Dr. Wilensky and her staff have
done such a politically astute and marvelous job of trying to do it,
that I think we are close to something that we all can say is, at
least, livable for awhile.

And we therefore are limiting ourselves today to some sugges-
tions to improve it, rather than go through the litany of why we
think it is unnecessary. Jack has covered them; they have been
covered all day. We have heard that they are going to be corrected,
we hope. So, I would just like to focus in on really one or two.

We represent an industry that shows that about 10 percent of all
of our capital costs of all the investor-owned hospitals in the coun-
try are property taxes. They are presently reimbursed on a cost
basis. They have nothing to do with efficiency, management, pru-
dency, or anything else. They are imposed on us by local govern-
ment.

And therefore, we think it is not only important to do what Gail
apparently is going to do, which is include them in the definition of
old capital, but we think it is important, just like it is to look at
disproportionate share, teaching, and other adjustments, to figure
out a way that we should not take that 10 percent of our capital
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and throw it into a pot and lose it, because it is a cost we are going
to have to pay and we have no control over it.

I think leases are another example. More and more hospitals are
using them as a financing mechanism, which is good. They should
certainly be recognized, and that will make the "hold harmless"
more important.

I want to address myself basically for the rest of this short time
to the idea of a payment floor, and to some of the comments I
heard this morning on why it may or may not be a good idea.

First, let me say Dr. Wilensky's reaction to it was she did not
like it because it smacked of cost reimbursement, which we are
trying to get away from. Well, so does the 10-year transition and a
lot of other things, that is why we do them; to buffer harm during
a period, or forever, as a matter of fact.

Senator Durenberger had a proposal many years ago for a 7-
year transition, which was a lot better than this 10-year transition,
for a very important reason. Senator Durenberger's bill was what
we call a rolling base.

It basically said that hospitals will get some percentage of their
payment based on a prospective rate, and some percentage based
on their actual cost that year.

This 10-year transition in this regulation says that the hospital-
specific portion is based on a base year cost of 1988, 1989, whatever
the year is, and that what happens during the next 10 years is ir-
relevant. That is a very important point, and that is one of the rea-
sons we think that we very much need a "hold harmless."

Other reasons are we cannot predict what is going to happen
with this regulation, we have not seen the model, we have no idea
what the payment update is going to be, what OMB will recom-
mend, what HHS will say, it is not in the regulation. So you cannot
predict beyond a few years what is going to happen. I think this
regulation will probably be livable for a few years, and I know the
reaction will be come back to us when it is not.

But hospitals could fall off a cliff in years 4, 5, and six if there is
no floor in there for that reason. The budget-neutral adjustments
are unpredictable. And for all these reasons of unpredictability,
and one last one I want to talk about, we think a payment floor is
a good idea. The last one is geographic shifts of money.

Senator ROCKEFELLER. Permanent?
Mr. BROMBERG. I would think so, although I hope to be retired in

ten years, so I am not going to fight the issue of whether it is ten
years versus permanent. Much more important that it be done for
the middle years of this regulation.

The geographic argument, I want to make it because no one else
has made it, and I think it is important. I do not believe this regu-
lation is going to change behavior. I do not think there is a hospital
in America that is going to decide whether or not to undertake a
capital obligation because Medicare has changed 2 or 3 percent of
its income from one system to another.

But what I do think is that this regulation is going to shift a lot
of money from one part of the country to the other, from one State
to another, from urban hospitals to rural hospitals. Some of that
may be good, some of that may be bad, some of it is unknown, and
there is no rationale for it.



For example, I believe that the State of Texas and many other
States in the Southwest, some in the Southeast, and some in the
West are going to find continuously that they are getting less and
less of their percentage of the capital spending for Medicare and
more and more of it is going to go to Massachusetts, and New Eng-
land, and the Northeast, and some other places.

And rather than sit here and try to figure out why or whether, I
think a floor would give Congress a chance to monitor that to
make sure that there are not severe impacts that were not intend-
ed, and to look at why they are happening before the ten years are
up, or after the ten years, either way. But I think that more than
just simple oversight is going to be required because of those facts.
Some people will say they are based on occupancy; they are not.
We have data that shows that some of the lowest occupancy States
in the country, like Texas, have much lower costs and lower rates
of increase than the highest occupancy States in the country, like
Massachusetts. There has get to be a reason for some of this shift-
ing, and I think it would give Congress a chance to look at it.

I might say that HCFA picking a 10-year transition admitted
that there should be some relation to costs, and this is just another
example of how we can buffer that hardship by having a floor.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Bromberg appears in the appen-

dix.]
Senator DURENBERGER. You are welcome. [Laughter.]
Ms. Smith, are you next?

STATEMENT OF JUDITH P. SMITH, PRESIDENT AND CIIEF EXEC-
UTIVE OFFICER, DAUGHTERS OF CIIARITY IIEALTHl SERVICES
OF AUSTIN, AUSTIN, TX, REPRESENTING TIlE CATIIOLIC
HEALTH ASSOCIATION
Ms. SMITH. Yes. Thank you, Senator Durenberger. I am Judy

Smith, the President of Seton Medic-al Center and the Daughters of
Charity Health Services of Austin.

I have two purposes in spending time with you this afternoon.
The first is to show you what happens to a real hospital under all
of these assumptions, and secondly, what can be done about the sig-
nificant adverse impact of these proposed regulations for Medicare
capital. I am one of the casualties to which you referred earlier,
Senator Durenberger.

Seton is a 503 bed acute med-surg hospital serving Austin and
the ten counties of central Texas, which are predominantly rural
areas. They have a large Medicare population. About 44 percent of
our services are to the Medicare population, so we are very much
the focus of this kind of regulation and debate. This regulation is a
disaster for us because of where it hits us in our capital cycle. We
are a busy hospital. We have an 88 percent occupancy of our med-
surg services. We are in a community which does not have too
great a capacity. In fact, we have serious needs.

We are, in trying to respond to those needs, trying to create addi-
tional capacity in our facility for critical care, cardiac services
through the Seton Central Texas Heart Institute, and the revamp-
ing of our over 20-year-old facility to accommodate the changes in



technology to move toward shorter stays for diagnostic and thera-
peutic services. What happens is that we get penalized for meeting
these needs, and we get penalized severely.

If you look at Exhibit 1, you see under 3 different HCFA scenar-
ios differing things. All of them are money losing scenarios. Under
the best case, we lose $34 million during the 10-year transition
under these capital regulations. That goes up to $40 million under
the more realistic scenarios. I would submit to you that this is a
solution in search of a problem, rather than the reverse.

If you look at the second exhibit, you will see that the rate of
increase in capital costs for Medicare hospital expenditures is going
down dramatically, and has been.

In addition, in the next exhibit, you can see that what we are
paid under the prospective payment system has been a steady de-
cline. Since $9 out of every $10 under medicare are under the pro-
spective payment system where the 'average hospital is losing
money on every Medicare patient walking through the door, I can
guarantee you that my board and I think very hard and long about
how we spend that tenth dollar, the capital dollar; it is not a frivo-
lous decision.

What we need in order to make these regulations work is first a
workable exceptions process. And I would say to you that the ex-
ceptions process does not work. Seton, under that process, is eligi-
ble for a million dollars a year in exceptions payments under the
latter years of this proposal. Yet, we still lose $4 million a year in
capital. The process does not work.

Second, we need a safety net to protect us and other hospital
caught at the wrong point in our capital cycle, but the right point
in trying to meet community needs. And an 80 percent floor would
provide that equity and safety net for Medicare beneficiaries. We
also need to improve the predictability of the process.

If you will look at my last exhibit, you will see three different
scenarios. The first line, what we call the "blue sky line" is what
HCFA promised us in their model, something none of us have ever
seen before in terms of reimbursement rates for capital, or any-
thing else.

The green line, which gets a little closer to green grass and reali-
ty is, in fact, what happens if you take the assumptions in the ini-
tial 3 years of their model and extend them; a little closer to reali-
ty.

The red line, or red ink line is more likely what will really
happen, and that is, if you take historically what has happened
with reimbursement in the capital market basket. All of them are
losing lines.

The unpredictability of which of those lines might, in fact, be the
real one, combined with an unworkable exceptions process means
that I cannot go to my banker, or to the bond market, to finance
the absolutely essential capital improvements for the growing pop-
ulation of central Texas. It also means that I have a brand-new
hospital opening this September to serve a growing area of the
community that has no hospital services, and I have no idea how I
will be reimbursed for those services for capital.

I think it is important, since we have been talking about this for
so long, that Congress take the time to get it right; to have a work-



able exceptions process with a floor, and to put HCFA's money
where its mouth is and say, if you are going to promise us the kind
of updates in your model that you asked us to rely upon, that you,
in fact, put them in the regulations.

I would be very-happy to answer any questions you have, Sena-
tor, about the real impact of these regulations. Thank you.

[The prepared statement of Ms. Smith appears in the appendix.]
Senator DURENBERGER. Thank you very much. Maybe one or all

of you will explain the floor concept. I think you were all here
when I raised the issue with Gail, and you heard her response.

Are we talking about a temporary floor, or are we talking about
a permanent floor below which nobody will ever fall so that they
can count on it 25 years from now, or is this a transitional prob-
lem, and what is the design structure of this floor. Mike?

Mr. BROMBERG. Senator, I really cannot answer that question. I
mean, we are talking about a permanent floor, clearly.

Senator DURENBERGER. You cannot answer it, or you can answer
it?

Mr. BROMBERG. We all agree on it. But I think the issue is why,
and if it is going to be ten years instead of permanent, that is
better than not being permanent. The real question is why. And I
used before the example of your bill when I testified before, so let
me repeat myself. -

The difference between your 7-year transition bill of several
years ago and HCFA's 10-year transition is that yours was better
for the industry. The reason is that your 7-year transition bill had
a transition which built in over the period some reflection of actual
costs, whatever they might be in those years.

The HCFA bill is a 10-year transition which builds in a reflection
of costs in only a base year. A tremendous difference. Tremendous
difference. That is one. There were a lot of other reasons, such as
unpredictability-Judy is absolutely right-because we have no
idea what is going to happen in the future in terms of what the
updates are going to be; we do not know. We have no idea what the
model HCFA used is; they have not sown it to us; we do not know
what the assumptions are; we do know what the budget-neutral ad-
jastment is going to be. There is no one that can predict that. And
so, for predictability purposes as well, I think a floor would be very,
very important so that Congress could monitor it.

And there was one last example I used, which is geographic
shifts of money, which are unknown at this point in time, but
which I think we can predict fairly safely. And that is we believe
that this regulation over time is going to take a capital pot of
money and primarily shift it.

It is not going to change behavior that much, we do not think. It
is going to shift a lot of money from the Southwest to the North-
east. We are not sure why. We are not sure what the rationale is.

It is also going to shift a lot of money from urban hospitals to
rural hospitals, which some on this committee may think is good
and may like that part. But at least the geographic shift among the
States is something I would like someone to analyze, and a pay-
ment floor would give you a chance not to have just your normal
oversight- powers, but to really analyze what is going on before



someone gets hurt very badly and falls off a cliff 4 or 5 years from
now.

Mr. OWEN. You recall that you had a rolling base in your bill.
Senator DURENBERGER. Right.
Ms. SMITH. Senator, unlike my two colleagues, I do plan to be in

this field in 10 years, and I am very concerned about what hap-
pens. [Laughter.]

I believe it needs to be determined-
Senator DURENBERGER. Did they make statements before I got

here?
Ms. SMITH. Yes, they did. They talked about being short-timers.

[Laughter.]
I am very concerned. I believe we need a permanent process. The

technological explosion in health care is not going to be a ten-year
process, it is a permanent process, as it is with all of the other high
technology areas of our society and our environment. So our needs
are going to continue.

In addition, we face the aging of the baby-boomers, and that is
going to be coming in the 2020 timeframe. So, if we stop our invest-
ments at the end of ten years and go toward a much more serious
form of rationing of capital expenditures in the face of the technol-
ogy and population needs, I fear we will be in serious trouble when
the baby-boomer group hits Medicare age.

Mr. OWEN. Well, can I comment just one second more on that?
There is one real basic problem in the whole thing, and that is
whatever system you have, the payment system is not fair.

Because even if we continue the pass-through and you dropped it
from 85, to 80, to 75, to 60, hospitals are not going to make out any
better than they are in switching. So, it seems to me that the real
concern is what is going to happen down the road.

But personally, I do not have a problem of moving it into the
prospective system; I think it makes some sense. But we have got
to have some kind of guarantee that there is a safety net, or that
the system will not just drop away once we get into there the way
it has been dropping away right now.

Senator DURENBERGER. Maybe I will ask Ms. Smith the question
in terms of the capital investment process-and again, I do not
know the Austin situation, nor do I know specifically Seton Medi-
cal Center situation-but I can appreciate the Southwest-Northeast
shift, or whatever you might call it. It is clearly the Medicare popu-
lation is moving after retirement age, and that is putting demands
on certain regions of the country that are not present in other
parts of the country.

But my observation is that in all areas of the country, the first
instinct of a hospital when it is put under pressure is survival, and
I am talking about economic instinct.

There are plenty of other instincts that are more appropriate to
cite than that, but when under some economic pressure, one of the
first and major instincts is survival.

So, a fair amount of capital investment in areas where a hospital
is not a sole provider of some kind is to meet competition and to
meet that competition in a wide variety of ways. Sometimes it is
technology investment, sometimes it is other kinds of improve-
ments.



I wonder if you could just give us sort of an example of the cap-
ital investment process at Austin, how the process works, how
much of a long-range process it is, as opposed to a less formalized
process.

MS. SMITH. All right. It is clearly a long range process. I can tell
you that my institution is just completing a strategic plan to take
us through the year 2000, in which we have looked very carefully
at what is happening with medical technology and changes in med-
ical practice, and the dramatic move to non in-patient forms of
care.

We have involved our physicians extensively in that process, so
we can really be on top of what is happening in those trends in
medical practice. It is really not a medical "arms race" and I know
that is a charge frequently leveled at hospitals.

I think it is misunderstood, in many cases, because what is the
driving force is that the state-of-the-art of the way medicine is
practiced is what is driving the need for that technology in terms
of physician and patient expectations for what is available for their
care.

I would also say to you that trying to constrain capital on the
hospital side, as Stuart Altman so well pointed out, is just squeez-
ing one end of the balloon, and it is going to pop out on the other
side, as we found out so well in the certificate of need and health
planning times. And that is that there are very strong incentives if
the equipment is needed for it to be provided somehow.

And I can guarantee you that physicians and private entrepre-
neurs are looking extensively at how they can bring capital into
the community, particularly to supplement declining physician in-
comes. The equipment will be bought if it is necessary to provide
care.

Now, the question is, do you take it out of the hands of the larger
organizations which can use it more effectively across a broader
spectrum of patients and let it multiply in many small sites across
the community?

Senator DURENBERGER. And obviously, I am asking for the impos-
sible, which is the definition of necessary. And in this day and age
I think that is pretty difficult. Just in my observation, for example,
just confined to my own part of the country, that a small group of
super surgical specialists can leverage any hospital in a competi-
tive environment.

And the notion that they can barter their services between two
hospitals, depending on which one makes the most substantial in-
vestment on their behalf, is the bane of a lot of hospital adminis-
trators, that I know. In the larger rural communities, at least in
our part of the country, where major diagnostic investments are
being made across the street from each other to respond to compe-
tition, certainly it is going to be characterized as need.

And I suspect that this whole structure is not the place to deal
with that issue, and I am sure I came to that conclusion a long
time ago. But. in order to play a safety net, or to play something
else, there is, at least, a question in this person's mind about the
appropriate definition of necessity.

Ms. SMITH. Let me give you an example of some of the collabora-
tion among the hospitals in my community. We have a partnership



with the city hospital and with a major group practice of physi-
cians to bring an MRI to the community so that we can share it
and not each buy one.

Since that time, there are entrepreneurs who have come into the
community and solicited independent physician investments and
private MRIs in competition with that. So what had started as col-
laboration among hospitals to try to provide an important service
to the community and limit the proliferation, has been totally side-
stepped by a hole in the system, if you will. There is collaboration
in a number of other areas. We have agreed to support one trauma
center in our community; we have agreed to support one children's
hospital; we have agreed to support limited in-patient rehab serv-
ices.

There are a number of areas like that where we understand that
our community is not big enough that we should be splitting up
key technology. There is one heart transplant center, that is in my
institution, the Central Texas Heart Institute. There is one region-
al perinatal program.

We have tried and have worked on those thing on a voluntary
basis. But we cannot do it when the barn door is wide open to be
picked off in the non-hospital sector when those technologies could
more appropriately be shared between a variety of patients within
the larger institutions.

Senator DURENBERGER. Mike, I will recognize you in a minute. I
just want to express my appreciation to the Association for asking
you to come up here today, because I am surprised you have not
been visited by the FTC, the Department of Justice, and a variety
of other people for-

Ms. SMITH. For collaborating.
Senator DURENBERGER. Yes. For getting together and trying to do

something reasonable for the people in Austin, TX. And I am also
glad

MS. SMITH. Well, I will not tell if you will not tell, and I am sure
Senator Bentsen will be on our side.

Senator DURENBERGER. I am glad I kept the questions going until
Senator Bentsen got here. [Laughter.]

That is all the questions I have.
The CHAIRMAN. Well, I like the answers. That is good enough.
Senator DURENBERGER. I just told her she was a terrific witness.
Senator ROCKEFELLER. Which I missed altogether. Senator Bent-

sen, do you have any questions?
The CHAIRMAN. No. I came over here to get educated. I missed

part of it already, I can see that.
Senator ROCKEFELLER. Let me ask a couple of things. You have

all testified that capital expenditures are not, in fact, out of con-
trol, and that capital spending has decreased substantially over the
past years, particularly in comparison to the early 1980's. Yet, cap-
ital spending is still at a level of about 10 percent a year, more
than double inflation.

In addition, ProPAC's testified that the prices hospitals have
faced in making capital expenditures have increased less than 2
percent a year since 1987.

ProPAC concluded that a large portion of the capital cost in-
crease is due to purchasing more or more expensive capital. Is a



rate of growth for capital that is double the inflation rate sustain-
able?

Mr. OWEN. Well, maybe I can start out by saying I am not sure
that that follows, because if the price changes, you could have a
larger increase from the year before for a piece of equipment that
would not be doubling or going beyond what might be considered
unneeded capital.

I think that is a difficult way to try and come to a conclusion
whether the capital was necessary or not by looking at whether the
inflation rate was needed. There is no question in my mind that
watching what has happened since the DRG system has gone into
effect that it has had a decided slow down on the growth of capital,
certainly, fixed capital beds and facilities. There will continue
always to be an upgrading of facilities when you look at some of
our older institutions on the East coast, as you know, Senator
Rockefeller.

In New York, and New Jersey, and places like that there is a
great need for updating laboratories and updating X-ray ancillary
services. And the cost of upgrading those far exceeds what a hospi-
tal could normally have depreciated that for. The replacement cost
tripled, quadrupled since 20 years ago.

So, just to look at the increase in inflation as being unconscion-
able, I would find that very difficult to accept unless I saw that the
same thing was making this occur and it was unneeded facilities.
Mike.

Mr. BROMBERG. Mr. Chairman, I think one of the points I would
like to make is that I do not think this regulation will do anything
to change that behavior, whether that behavior is good, bad, or
whether those numbers are right or wrong.

And the reason I say that is I think most hospitals when they sit
down to make a capital decision-should we or should we not
spend $10 million or $1 million on this or that--do not look at the
Medicare capital reimbursement line on their cost report.

Senator ROCKEFELLER. That is the point you made in your testi-
mony.

Mr. BROMBERG. Right. Nor does the bank that loans them the
money. They look at their total revenues, their total expenses, and
their surplus.

So, I do not think that this regulation is going to really achieve
that. I think what this regulation is going to achieve-and it has
been carefully drafted to the point where it is almost livable, so we
are not here to really blast it--but all it is going to really achieve
is to shift money around.

It is going to take a pot of money and redistribute it. And for the
life of me, I have seen no rationale as to why it is being redistribut-
ed. A lot more money is going to go to rurals, less to urbans.

As I said before, Senator Bentsen's State, I believe, Texas is
going to lose money over the next ten years on this bill, and Massa-
chusetts is going to grab it, or New York, or New England, or
someone is going to get it. Because the data we show here shows
that basically when you look at the capital costs per case, Texas is
way below the average, so is their occupancy, which I find very in-
teresting. They have lower occupancy and lower capital. And when



this National rate gets redistributed, I think it is going to go the
other way.

So when they go to the national rate, I think the money is going
to start being redistributed in a way that this committee needs to
have strong oversight powers over, and that is the reason we have
recommended you take the regulation, let it go through with the
changes that I think we all think are going to be made, but add a
payment floor to it, a safety net, to protect some hospital from
going off a cliff 3 or 4 years from now so that you can have better
oversight power. That is our only point.

Senator ROCKEFELLER. Did you want to say something?
Mr. BROMBERG. Just one quick point.
Senator ROCKEFELLER. Yes.
Mr. BROMBERG. If you really want to get at the problem that you

want to get at, which is if you believe we are spending too much
money on health costs and too much money on capital, and too
much money in this system, I would really urge you to read that
New York Times editorial again. Because the way to get at it is not
through a capital regulation, whether we can live with it or not, or
whether we fix it or not, or tinkering here and there. The way to
get at it is to get at the demand side of this equation through
changing the tax law and encouraging managed care.

And I really think that New York Times editorial did not just
talk about managed care, it talked about a significant reform of
the tax code to redistribute the money from rich people to poor
people, and some incentives and to control costs through things
like managed care.

But I really do not think this regulation is relevant to some of
the concerns you obviously have and which we share.

MS. SMITH. I wanted to make two comments about it. One is a
point that I had made earlier, that when $9 out of the $10 for Med-
icare patients are already seriously constrained on the operating
side because we lose money on every patient who comes in, we
think long and hard before we spend the 10th dollar about whether
we can support it, and whether it is justified. So, I think that is one
important point.

A second one is that we are talking qualitatively different medi-
cine in purchasing that technology, and we are talking about doing
very different things with it. It is not comparing apples and or-
anges.

Let me give you just a couple of examples. One major expendi-
ture for hospitals right now, and an explosive one, is in various mi-
crosurgery things that will allow us to do surgery through laparos-
copes, which are making incisions about a half an inch in the abdo-
men, or in the knee, in the case of arthroscopes.

We are doing microscopic surgery, which allows us to operate on
a person for gallbladder surgery or knee repair surgery in those
two examples, and they can go home within 24 to 48 hours, instead
of staying in the hospital five to seven days. They have a recovery
that is measured in a week or two instead of a month or more in
terms of their ability to function again in society.

So, by purchasing that technology, we have reduced the costs of
health care dramatically and reduced the morbidity and the cost to
that individual in their functioning in their job and in society. I



think those are valid capital expenditures. They are expenditures
that did not exist several years ago. It is a new thing that we are
doing, and one that I do not think that any of us would argue
should not be done, and we should go back to the old ways of prac-
ticing which were very hard on folks, to be real honest.

Senator ROCKEFELLER. That leads me to a thought, you used the
word "we make the decision to buy a certain piece of new technolo-
gy equipment." I have been told, in fact, that is not a decision that
administrators make generally in hospitals, it is a decision that
doctors make.

And that is a very important question, and I would like, in fact,
for each of you to address that. How is a decision made in a hospi-
tal if somebody wants MRI, or whatever it might be? Who makes
the decision? How are those decisions made? Is it the physicians or
the administrators?

MS. SMITH. Let me talk to you a little bit about that, because
Senator Durenberger mentioned earlier the problem of the overly
influential group of high-cost surgeons. What we do, and what
many more hospitals are also doing now, is we have a technology
assessment committee composed of all the specialties on the medi-
cal staff, and we give them a fixed dollar amount and say this is
what we can afford to spend for next year's capital budget; you
fight it out and tell us the priorities. Well, if you do not think they
go after each other hammer and tong about what they really need,
we have put the peer pressure on them. Then, we take those prior-
ities-

Senator ROCKEFELLER. You get an expenditure target.
Ms. SMITH. Right. We take those priorities and our budget to our

Board of Trustees, and we say, this is how these priorities square
with the strategic plan of the organization and the needs of the
community and what we can afford, do you believe these are the
right expenditures. So, they get put in a total budgeting context.
But we do not let them pick us off one by one.

Senator ROCKEFELLER. Mike and Jack, is it the same with
Mr. BROMBERG. One difference for our sector, the investor-owned,

is that since we are chains or corporations, there are a couple of
layers of buffers and delays and restraints built in that can be
used. For example, if all the doctors at a local hospital come and
really put the heat on the administrator to go buy a machine for a
million dollars, one of the things an administrator can do in a non-
profit or a for-profit chain is say, well, that has got to go up the
ladder to the corporate office for a decision, and they are going to
want to see a lot of documentation on need, demographic change,
revenues, to determine if this is really justified.

So, it gives the administrator a little bit more leverage, at least,
in delaying or playing Devil's Advocate. But it basically would
start the same way.

Mr. OWEN. And speaking for 5,000 hospitals, there are probably
a hundred different ways it goes, but generally it is a medical staff
or technology group who recommends to the administrator and the
board that this piece of equipment ought to be purchased. And
then they look and see whether they can afford it or not.

Senator ROCKEFELLER. Well, that is smoothly said, Jack, but, I
mean, that indicates that physicians are making the decisions.



Mr. OWEN. Well, in most cases, the physicians are the ones who
use that particular piece of equipment, and the board of trustees,
in most cases, is not made up primarily of physicians. And the real
test comes when the physician says, this is the kind of piece of
equipment that we need in order to provide the kind of care that is
community standard.

And it is generally not the nurse or somebody else that comes
and says, hey, I read in the paper about this piece of equipment. It
usually does come from the physicians, because they are the ones
who are generally going to use it.

Senator ROCKEFELLER. Senator Bentsen.
The CHAIRMAN. Well, along the same lines, I have heard it said

that the current reimbursement system is enough of a constraint
on capital spending to take care of the situation. And yet, there is
a feeling that there is excess capacity around the country.

I think the national average bed occupancy rate is about 65 per-
cent. And Mr. Bronrerg,-you alluded to Texas as having something
less, I think--maybe as low as 57 percent. Ms. Smith, you can cor-
rect me on that, but I think that is about the number for Texas, as
I recall. And yet, with your MRI scanners, your PET scanners,
there is a feeling that there is an excess in that kind of equipment,
too; that there is a surplus there. That there is a competition be-
tween hospitals so that each of them has to have all the new tech-
nology. How do you answer to that, any one of you?

Mr. BROMBERG. I would like to give several answers to it. One is
just a piece of data that I am looking at here. The average occupan-
cy in America right now is 66.2 percent in the last data that is
available. Texas is down at 56.6 percent.

The CHAIRMAN. Let me round it off at 57, will you not?
Mr. BROM6JER-G. All right. The next data is what is the average

.expenditure for hospital care per person in the States? And the na-
tional average is $745 average, and in Texas, it is down at $630.

The CHAIRMAN. Right.
Mr. BROMBERG. So, there is not necessarily a correlation between

low-occupancy and high cost. In fact, it looks to me like if you look
at the top, New York, Hawaii, D.C., Rhode Island, et cetera, look at
some, Massachusetts and Maryland are the highest cost States in
the country, and they also have the highest occupancy in the coun-
try.

So, number one, I would just say that I think we have exaggerat-
ed beyond all belief how much excess capacity costs. This is not
like a schoolroom that is empty all summer. It is not being staffed
by nurses, or anyone. It is being used. That space is being used for
out-patient surgery; it is being used for other services; it is not like
that empty bed is sitting there with three employees behind it and
a lot of supplies. We have gone beyond that. There is no feather-
bedding with prospective payment. In the old days of cost reim-
bursement it might have been a little different.

I also think that in general, on the cost issue, if you look at the
hospitals in this country that have closed in the last 5 years-and
there are several hundred, many of them happen to be rural and in
Texas-they happen to be some of the cheapest-

The CHAIRMAN. We lead the country in the rural hospitals
closed.



Mr. BROMBERG. Yes; 60 percent or more of the hospitals in the
country that closed were rural. They were generally low-cost hospi-
tals. We could argue about quality, we could argue about conven-
ience, and all the other things. But they were low-cost. And if we
start closing hospitals with excess capacity, I think what we are
going to find is that they were cheaper hospitals we just closed, and
those patients are going to wind up at more expensive hospitals
and that this is not a way to save money, to close a lot of small
hospitals.

The CHAIRMAN. But you still have not directed yourself to the
question I asked regarding duplicative, very expensive equipment
side by side. There is no doubt that is happening.

Mr. OWEN. Let me, Senator. One of the things I have watched,
the hospitals that were built a number of years ago, most of them
under Hill Burton, it was a different way medicine was practiced,
and the small hospital was not running at 56 percent occupancy, it
was running about 85 or 90, and we put people in the hospital and
we thought that was a good place for a physician to see them all at
one time, he would come in, he would see all of his patients, and
they really did not need to be in that hospital. But as we started
into this DRG program, and we said we are going to pay for a spe-
cific kind of diagnosis, and that diagnosis does not have to be in the
hospital, and we saw that movement out of the hospital.

Now, that was a good thihg to happen in one respect, because we
are taking care of people where they would most benefit-out-pa-
tient clinics, whatever the case might be. But what it did is it
looked like we emptied a tremendous number of beds, which we
did, in this country. And the question really is now that these beds
are emptied, how much is that costing?

And I think what Mike is saying is that it is not costing as much
as what it looks like on the outside, because nobody is paying for it,
in a sense. But there are some things that are still there that need
to be taken into account, and that is the debt that hospitals went
into at a time when they thought things were going to continue the
way they were. And we are going through a very changing situa-
tion.

And the question is how to make that change with the least
amount of disruption to communities. Because what happens in a
rural community when the hospital closes, the doctor goes. And
then access disappears; a point of access.

And the question is, can we afford to have a small hospital with
some very expensive equipment in it to be a point of access. And I
think you are absolutely right in questioning that, but we have got
to figure out a way to get that access to the people out there. We
have not done that yet.

Ms. SMITH. I think there is another element in this that gets for-
gotten in the discussion, and that is that occupancy is really the
wrong measure of what we do now. We have had such an enormous
transition to short stay and out-patient services, occupancy meas-
ures-who happens to be in a bed at midnight-a lot of those
people are going home earlier.

So, that bed may have been occupied one or more times during
the day. In fact, people accuse me of running a hot sheet operation
at times, because we have so many people occupying the same bed



during the day for observation and recovery from various treat-
ments.

I think another important element is that we are now diagnostic
in treatment centers, and that capital expenditure in the equip-
ment, in the technology, is what is being used, and used dramati-
cally.

In order for us to treat people efficiently, we need to have
enough capacity that we can move them in and out rapidly and not
keep them the extra day because they cannot get their CT scan
until 2:00 a.m. I learned a very important lesson in visiting Motor-
ola in how they had become a high quality, low-cost producer, and
it was that they over-invested on the capital side and, in fact, had
excess capacity. And that enabled them to improve their through-
put dramatically. They were much more efficient. They were not
piling up inventory at each stage of the production process waiting
to get access to those machines.

We can use the analogy in health care that we have people ware-
housed in beds waiting to get access to treatment and technology.
If we do not have enough of it,-the lack of the CT scanner or the
other technology becomes the bottleneck that keeps the person in
the hospital longer, getting more of the diagnostic and other nurs-
ing care, because they have not gotten the key therapy in a timely
fashion.

It also costs us more money to provide that same service at night
or weekends, because we are paying premium high-priced wages for
those professionals to work at the hours they do not want to work.

So, operationally, which is where 9 out of 10 of those dollars are,
if we do not have the capital to get people through in an efficient
manner, we are costing us and the system much more money than
we need to. So, again, I think that we have a solution with this
rule in search of a problem that is not the real problem.

The CHAIRMAN. You are talking about Motorola, yet, I saw Gen-
eral Motors now goes on three shifts in one factory to use that
equipment and keep it going all the time, rather than just doing it
at the time of convenience of the worker. That is the other side.

Ms. SMITH. Yes. We are working three shifts. What we are find-
ing is that it is very hard to get the skilled professionals to work
those other shifts with the shortage of health care manpower.

The CHAIRMAN. I am sure that is right. Thank you.
Senator ROCKEFELLER. Thank you, Mr. Chairman. I thank all of

you very, very much. That was helpful, and you were patient.
Mr. OWEN. Thank you, Mr. Chairman.
Mr. BROMBERG. Thank you.
MS. SMITH. Thank you.
Senator ROCKEFELLER. Our final panel is Jeptha Dalston, who is

president and chief executive officer of the Hermann Hospital in
Houston, TX, representing the American Association of Medical
Colleges; Thomas Lugar, who is chairman of the board of Methodist
Hospital of Indianapolis, representing the American Protestant
Health Association; and also, Donald Wilson, president of the
Kansas Hospital Association.



STATEMENT OF JEPTHA DALSTON, PH.D., PRESIDENT AND CHIEF
EXECUTIVE OFFICER, HERMANN HOSPITAL, HOUSTON, TX,
REPRESENTING THE AMERICAN ASSOCIATION OF MEDICAL
COLLEGES

Dr. DALSTON. Ready, Mr. Chairman?
Senator ROCKEFELLER. Yes. I am ready for you. Go right ahead.
Dr. DALSTON. Thank you. Mr. Chairman, members of the commit-

tee, you are about to hear from another casualty-Senator Duren-
berger coined the phrase. So, I would identify myself straight away
as a casualty for reasons I will describe.

I am Jeptha Dalston, president of Hermann Hospital, Houston.
Hermann is a member of the AAMC Council of Teaching Hospital
Centers, and I appear today on behalf of my hospital and my trust-
ees, as well as the nation's major tertiary care teaching hospitals.

I have been editing my comments here so as not to be repetitious
of the good points made by others, so what I will do is to concen-
trate on the most important thing, I believe, for me to say, which
number one, is the circumstance of my hospital; what there is
about this regulation that is very troublesome to us at Hermann;
and what it will take to make the regulation good.

First, a brief description of Hermann Hospital. We are a private,
not-for-profit teaching facility, inner city, full-service. We provide a
major charity care program, part of it is mandated by our State At-
torney General, whereby we provide 10 percent of our patients'
care at no cost. They receive a letter upon admission that they will
receive no bill.

In addition to that, we are one of the 10 largest Medicaid provid-
ers in the State. The two combined, the charity care program and
the Medicaid, bring about 26 percent of our patients being uncom-
pensated.

We maintain a very high occupancy level. We have talked a good
deal this afternoon about occupancy. I wish to make the point at
the outset that there is not idle capacity at my hospital. Indeed, we
have all the patients we want.

The difficulty is that most of them have no means of payment.
Our travail is to have enough paying patients to offset the burden
of the non-paying patients, and daily we run the risk of being liter-
ally overrun by uncompensated patients.

Our patient population is sicker. We have a Medicare case mix
index of 1.6. We are a disproportionate Medicare provider with a 39
percent share factor. We train over 300 medical residents and in-
terns, and we provide an environment for medical education and
biomedical research.

Now, given these characteristics, I wish to relate this hospital
and others like it to the regulation. We have supported the pro-
spective payment system. We are supporting the concept for incor-
porating payment for capital into the PPS. We have all been work-
ing toward that, and we expect it.

But the characteristics that I just described, that is, high occu-
pancy, extensive community service, and quality medical educa-
tion, should not be the characteristics of the hospitals penalized,
and that is exactly what is going to happen in our situation. We
should not be the targets of this effort.



I will now demonstrate why we will get hurt, why we should not
get hurt, and how we believe that that hurt can be prevented.
Using the HCFA capital payment model, our hospital will lose $2.5
million in Medicare payments during the first 5 years of this pro-
posed regulation's implementation. This loss reflects capital costs
that are already in place. The greater difficulty here, and the
greater hurt, is the $8.2 million loss which Hermann Hospital will
experience as it proceeds with a mandated patient replacement
project.

We are calculating these numbers based upon our best informa-
tion. That is, the 2.5 based on existing old capital, and the 8.2 based
upon a new project. I wish to note that it is very difficult for us to
have a clear picture of what those figures will be. I will say more
about that. I just want to give you our best estimate at this point,
and then come back and discuss the figures themselves in a few
minutes.

Hermann Hospital has been doing the right things in trauma
care, pediatric care, many Medicaid patients, a high occupancy,
active medical education, and it is about to get clobbered by the
regulation in its present form. Let-me describe our situation of how
we are going to get clobbered.

Three years ago, the local health department and our Texas
State Health Department, and the Joint Commission on Accredita-
tion of Hospitals all condemned a 1940's building which houses our
obstetrical service, our pediatric service, and our trauma care. Con-
tinued existence of these programs is wholly contingent upon pro-
viding new facilities for them. This is not an expansion, it is a re-
placement of project.

We formulated the project, we did the planning, we estimated
the costs. And we now know that it will take about $100 million,
and we are ready to proceed with a bond issue and with a capital
campaign in order to finance that project. Our difficulty is that
this regulation will not allow us to carry the debt service of the
project.

Now, you might ask why did you not do this before? Three years
ago, the building was condemned. We did not do it before for very
important reasons. The first is our indigent care program-the 10
percent that I mentioned-has been a terrible financial drain on
US.

Secondly, we operate one of the two trauma centers in our city,
and it is very high cost. And we have taken an increasing number
of patients from the public system that has the other trauma serv-
ice that we have had to finance.

That has amounted to an aggregate cost of about $22 million per
year; our own charity care program, and the patients from the
public sector. We have had a substantially increased amount of
care to Medicaid mothers with reduced Medicaid funding in our
State. And finally, the fifth reason has to do with a deep Houston
recession.

Those five reasons have put us into a very tenuous financial situ-
ation over the past 3 years. We have actually come to the brink of
financial insolvency. We found our bond rating lowered two levels;
we found ourselves in technical default of our existing bonded in-
debtedness.



Now, through very expansive expense reduction and other ex-
traordinary efforts, we have managed ourselves out of that situa-
tion. The hospital has righted itself, we are now financially stable.

The prospects for restoration of our bond rating are good, and we
are ready to proceed with this replacement project through the tax-
exempt bonds and philanthropy.

This regulation as presently formulated, however, has put us into
financial jeopardy so as to block the project. We will not be able to
proceed if the regulation goes into effect in its present form. This
will close our Hermann Women's Center-6,000 deliveries per
year-it will close the Hermann Children's Hospital, and it will
close the Hermann Trauma Service, one of two in a city of 3.5 mil-
lion people. These services should not be lost to the citizens of
Houston; a remedy is called for.

In the way of remedy, I would make just a brief reference to the
10-year period of relatively low capital expenditure in which we
have been engaged and reaffirm the same points made by others
testifying that hospitals' capital moves in cycles. Sometimes the
cycles can be planned, and sometimes they are imposed.

In our instance, you can see, for the reasons I have stated, we
have had great difficulty in planning when we would do this. We
are now ready to proceed with the project. We have invested some
$300,000 to date on out-of-pocket costs associated with the project.

These costs are attributable primarily to architectural and plan-
ning fees. We expect the project to be completed in 1994 if we begin
this fall, as we had planned to. Therefore, a significant mandated
capital project would proceed under way if the capital could be rec-
ognized under the regulation. But as presently formulated, it would
not be. Moreover, under the HCFA proposed formula, Hermann's
capital payments would be determined using the "hold harmless"
provision. By year 6, the "hold harmless" methodology will result
in capital payments based 100 percent on the Federal rate with no
recognition of our hospital-specific actual cost. The proposed move
to a Federal average which is less than Hermann's current cost per
discharge payment would be counter to our trend in actual capital
usage.

The "hold harmless" sounds good when I hear Gail talk about
it-and she has been very good to us, by the way. She has collabo-
rated with us, she has consulted with us, she came to Houston and
talked with us.

And the more I have heard about "hold harmless" the better it
sounds. It sounds like a full course meal. But when I get to the ef-
fects of it, I find only yesterday's potatoes. There is just not enough
there. And we have come to call it a "hold harmful" clause, be-
cause we cannot see where the "hold harmless" is there.

There are two major problems here. The first is the sheer com-
plexity of this regulation, the second is the financial jeopardy that
it puts our institution into. The complexity makes it virtually im-
possible to calculate the financial effects. I mentioned earlier the
2.3 and the 8.2. That is our best estimate. But we really do not
know how much this is going to cost, and it makes me feel as
though I am flying a 747,600 miles an hour with a 100-foot visibili-
ty, with little instrumentation; I do not know where I am going.



And you asked earlier, Senator, "who approves capital projects?"
In our hospital, it is our board. But our board is not going to pro-
ceed with this project if they cannot see the clear financial under-
pinnings and that it is a prudent business investment. The regula-
tions right now would have it not be a prudent business invest-
ment.

Senator ROCKEFELLER. Sir, you are going to have to wind up here.
Dr. DALSTON. Yes, sir. Remedies. First, the remedy that will

allow Hermann and hospitals like it to exercise a one-time option
of a waiver, either a blended transition rate in the direction that
Senator Hatch mentioned earlier, or Senator Durenberger's 7-year
rolling plan that Mike Bromberg described, either that, or a real
"hold harmless" rate that gives us some safety net, some way to
avoid financial disaster as we might proceed with this mandated
project. The second part of the remedy is the indirect medical edu-
cation adjustment that the AAMC has included in their testimony,
and I will not take the committee's time to go through that.

In conclusion, we support the prospective payment system. We
support the capital fold-in. But this regulation will defeat the mis-
sion of our hospital in its present form.

We will not be able to replace our obstetrical facilities, our pedi-
atric facilities, and our trauma service; we will not be able to go
forward with the charity care program for 10,000 Houston citizens
each year; we will not be able to serve as the core teaching hospital
for the University of Texas; and we will not serve the people of
Houston as we now are. This regulation really needs modifications
along the lines I have recommended. Thank you for the opportuni-
ty to be here.

[The prepared statement of Dr. Dalston appears in the appendix.]
Senator ROCKEFELLER. Thank you, sir. I think Senator Bentsen

has a question.
The CHAIRMAN. I just spent an afternoon at Hermann, and you

have a great facility. But you are talking about a variance in what
has been proposed between the blended transition and the "hold
harmless. And, as I recall, you stated you had about an $8.2 mil-
lion loss.

Dr. DALSTON. Yes, sir.
The CHAIRMAN. How would this change, this variance that you

are talking about affect your loss?
Dr. DALSTON. It would move the loss to a lower figure. There

would still be a loss there, but our calculation, something on the
order of $1.5 to $2 million.

The CHAIRMAN. Well, I would very much hate to see you close
that trauma center, and yet, I can understand what you are faced
with. And as I understand it, if this proposed capital limitation was
put into effect, I assume that means you would close your trauma
center. What happens with your renovation? Do you put it off, or
do you stretch it out?

Dr. DALSTON. We simply could not do it, Senator. And the reason
the trauma center would close is because the health department
would mandate it. It would not be a voluntary closure.

The CHAIRMAN. That would just leave you, what, Jeff Davis?
Dr. DALSTON. No, sir. It would leave us two of our-
The CHAIRMAN. Trauma centers. Trauma centers.



Dr. DALSTON. Oh. I am sorry. Yes. That is right.
The CHAIRMAN. That is all you would have left.
Dr. DALSTON. It is. The Ben Taub Hospital would be the only

trauma center in the city.
The CHAIRMAN. Yes. Ben Taub. Right.
Dr. DALSTON. Ben Taub.
The CHAIRMAN. All right. Thank you very much.
Senator ROCKEFELLER. Thank you, Senator Bentsen. Mr. Lugar.

STATEMENT OF THOMAS LUGAR, CHAIRMAN OF THE BOARD,
METHODIST HOSPITAL OF INDIANAPOLIS, INDIANAPOLIS, IN.,
REPRESENTING THE AMERICAN PROTESTANT HEALTH ASSO-
CIATION
Mr. LUGAR. Good afternoon, Mr. Chairman, and Senator Bent-

sen. I am Thomas R. Lugar, the chairman of the board of directors
of Methodist Hospital of Indiana.

Senator ROCKEFELLER. Are you related to Senator Lugar?
Mr. LUGAR. Yes, sir. Brother. And I am glad to hear that you

were in the Chair at the Senate this afternoon, because I had a
chance to have lunch with my brother.

Senator ROCKEFELLER. Well, he is one of the finest men that I
have ever met.

Mr. LUGAR. Well, thank you very much. We are very proud of
him.

I am accompanied today on my left by John Fox, the senior vice
president and chief financial officer of the hospital. It is a pleasure
to be here on behalf of the American Protestant Health Associa-
tion. The APHA commends you for the leadership you have shown,
Mr. Chairman, and your willingness to confront this issue. We ap-
plaud Dr. Wilensky and her staff at HCFA on the open process
used in developing these regulations. Although we continue to be-
lieve that no change from the current system is necessary, wb be-
lieve the proposed rules, together with the changes that were pro-
posed today, will be workable.

The American Protestant Health Association is a national as3o-
ciation of church-related, not-for-profit hospitals and health sys-
tems. APHA represents nearly 500 institutions, including major
teaching, disproportionate share, small urban and rural hospitals.

Methodist Hospital of Indiana is a not-for-profit, general and
acute care teaching hospital and a member of the American Protes-
tant Health Association. It is the largest hospital in Indiana, and
based on admissions, it is the eleventh largest in the United States.

Methodist, which operates at approximately 87 percent capacity,
anticipates in-patient and out-patient volume to grow over 10 per-
cent over the next 5 years. We are a very well-utilized hospital.

Methodist Hospital made an historical commitment to remain in
the inner city where we provide to our community $27 million an-
nually in charity care. The only reason we do not qualify as a dis-
proportionate share hospital is due to a quirk in the State payment
mechanism.

The proposed change in the Medicare capital payment policy will
have a negative impact on Methodist Hospital in the amount of ap-
proximately $20 million over the next eleven years, and will se-



verely limit our ability to provide quality health care to our com-
munity. There is no need to repeat our comments which you re-
ceived in written form, and we will therefore focus on four major
points.

Most importantly, we must be able to plan ahead and know what
we are getting with a reasonable degree of certainty. There should
be a real "hold harmless" provision either mandated by the Con-
gress, or adopted by the final rule.

We agree with those who have testified previously that a perma-
nent payment floor should be imposed so that no hospital receives
less than 80 percent of its capital costs.

The inherent problem of imposing an average capital payment
policy on all hospitals is that all hospitals are not the same, espe-
cially with regard to capital. Capital is cyclical in nature and it af-
fects each hospital differently.

While changing the definition of "old" capital to include capital
assets committed by September 30, 1991 and completed by Decem-
ber 31, 1994 is helpful, we believe that major regional treatment
centers and teaching institutions with high occupancy rates, such
as Methodist Hospital and other members of the APHA, must be
protected.

To do this, we suggest that hospitals be allowed to elect on a one-
time basis not to go under the "hold harmless" provision, but to be
paid under the fully prospective payment methodology blend.

Depending upon a hospital's capital cycle and patient acuity, a
one-time election to go directly to the blended prospective system
could accomplish the goal without disturbing budget neutrality or
creating uncertainty in the system. Our belief is that a very small
number of hospitals would opt for this.

As a third point, che Secretary's discretion to unilaterally deter-
mine and implement the capital update must be circumscribed.
Specifically, the methodology must provide for updates that reflect
the true increases in capital costs each year.

Also, in the proposed rule, transfer patients appear to be counted
as two discharges; one at the transferring hospital, and one at the
receiving hospital. Inclusion of transfer patients substantially di-
lutes the standard Federal payment rate to large, non-transferring
institutions.

Under this rule, a conflict may exist for some hospitals whether
to keep and treat a patient, or to transfer the patient, possibly put-
ting the patient at risk, and resulting in added expense to the Fed-
eral Government and to the institution receiving the transfer pa-
tient.

We suggest that the transferring hospital receive a payment rep-
resentative of the services consumed at the facility similar to the
DRG payment for transfer patients, and that hospitals receiving
transfer patients be reimbursed the full capital payment.

I would like, maybe, to avoid the rest of the written papers here
and just verbally say that I think our request is that we be treated
fairly. We have heard in testimony earlier today that these new
regulations are designed not to hurt anybody. They say that this
implies that if you are a large hospital with large occupancy, and
inner city, and large teaching, that you are not going to be hurt.



But we are going to be hurt, to the tune of some $20 million.
Others have testified here today to a larger degree.

But likewise, it was discussed earlier that we have had years to
plan for this. I think our board is a businesslike board, been very
prudent. We have not planned for this by going out and spending
unnecessary capital. I think we have been very diligent. I think we
have been caught. In conclusion, I hope that we will not be a casu-
alty of friendly fire in all of this.

So, Mr. Chairman, we appreciate the chance to be here today.
Mr. Fox and I would be glad to answer your questions later on.
Thank you.

[The prepared statement of Mr. Lugar appears in the appendix.]
Senator ROCKEFELLER. Thank you, sir, very much. Mr. Wilson.

STATEMENT OF DONALD A. WILSON, PRESIDENT, KANSAS
HOSPITAL ASSOCIATION, TOPEKA, KS

Mr.Wilson. THANK YOU, SENATOR ROCKEFELLER. My name is Don
Wilson. I am president of the Kansas Hospital Association. While
recognizing that this regulation affects all hospitals, I will focus
primarily on rural issues during this testimony.

It has been projected in Kansas that we will experience a 17-per:
cent increase in the number of people over 65 by the year 2000.
That increase is over and above of percentages that we have in
many of our rural counties that are already approaching 30 per-
cent, and most are between 25 and 30 percent.

So, the availability of good, primary health care is very impor-
tant to rural Kansas, and we have worked very hard during this
last decade to try to assure that the citizens of Kansas, especially
the elder citizens of Kansas, have access to these services.

We are proud to have been put in a leadership role to develop
the swing-bed program during the demonstration grants that were
given by the Robert Wood Johnson Foundation. We are working
very hard now to be prepared to do likewise for the RPCH demon-
strations that will be granted in the next few months. That has
been going very well, and we have been exceedingly pleased with
the receptivity that our hospitals have shown in networking and
putting together the proper mechanisms to be prepared for that
program. We have 138 community hospitals in Kansas; 116 of those
are rural hospitals.

I think it is kind of interesting, we were sitting down the other
day going through some of this testimony and we were brainstorm-
ing some of the things that have happened since the beginning of
the prospective payment system.

One of the things we looked at is what changes have occurred,
and we started counting. We have sole community providers, we
have rural referral centers, we have Medicare-dependent hospitals,
and now we have a group of geographically reclassified hospitals.

We started counting that up, and even though we could not get
an exact number, about 75 of 116 rural hospitals are currently off
mainstream PPS in some fashion or another because of a problem.
The reason being the conventional system just did not work ade-
quately because of the tremendous variations we have in rural
America, particularly with our hospitals. And I think we probably



have that similar concern or paranoia as we go into the capital pro-
gram because we ask is it a program that will affect our hospitals
equally and equitably as they go about assessing their future cap-
ital needs?

I think we all recognize that in the early stages of the program,
most rural hospitals are going to benefit. At least, they are going to
receive more money than they currently receive under the existing
program.

That is what appears on the surface, people have said they are
going to come out winners. And I guess if they maintain their cur-
rent status and they can continue to exist in facilities that are
many times 30, and 40 years old for a long period of time, that may
be true.

Earlier discussion today was that these hospitals are strapped for
cash. A lot of the extra money, if they do receive it, will probably
be used to shore up operations and to just continue to see if they
can maintain the ability to continue to provide services.

But on the other hand, if you look at the fact that this regulation
is designed to provide for the capital needs of these facilities, then I
think we need to look at what the impact of the regulation is on
some existing situations. One of our analyses was to model a re-
cently completed project that, fortunately, will be protected under
the "hold harmless" and old capital provisions. In other words, this
hospital did their replacement at the right time.

We took this hospital and said, all right, now what would happen
if they tried to do this project after the rule was put in place?

It was a rather modest project, about $2.5 to $3 million, financed
by the Farmer's Home Administration with about a 6-percent loan.
Right now, that hospital's needs are about $900 per discharge to
take care of that capital responsibility.

If that hospital were to do that project today, the results would
be quite different.

Currently, the median capital costs per discharge for 11 similar
rural Kansas hospitals that reported to a national data bank was
$293.31. On the surface, the payment rate that they will receive
under the proposed rule of $412 looks quite attractive, but that is
only if conditions remain constant. If they were faced with a debt
responsibility of $900 per case like the previously cited hospital,
and were looking at a reimbursement factor of $412, they would
not consider that very attractive.

I think they would feel they had a significant problem. Even if
they qualified for all of the exceptions within the rule, which our
folks have estimated would, perhaps, put that rate up to $630 per
case, they still fall fully a third short of meeting that responsibil-
ity.

I think the concern that we have with the rule is that we want
to be assured that within that rule, if hospitals need to replace
their facilities, if they need to assure that the citizens of their area
are going to have access to primary care services, that that process
is available; that there is a procedure that can be used for them to
demonstrate that need.

There are several inequities, but I would just like to focus maybe
on one that has been mentioned again today, and I think it needs



to also be maintained in front of the committee; and that is the use
of the area wage index.

We did a little survey of several of our rural hospitals that have
been involved in capital projects, and most of the labor, for exam-
ple, that is used on those projects does not come from the local
community. In fact, it does not come from a rural community. It
generally comes from one of our urban centers where the construc-
tion companies are located. Obviously, when they buy major equip-
ment purchases, that is not financed by local labor, but from some
other part of the country.

So, we recognize the frustration that, perhaps, HCFA has experi-
enced in trying to figure out a reasonable proxy here, but we do
also feel that there are great inequities in using the area wage
index to determine the rural payment rate.

We really would hope that lawmakers would be sensitive to the
fact that we do have some great concerns that if hospitals-particu-
larly our rural hospitals-make that decision to replace them-
selves, there will be adequate financing available. Thank you.

[The prepared statement of Mr. Wilson appears in the appendix.]
Senator ROCKEFELLER. Thank you very much, Mr. Wilson. Let me

ask a generic question to all of you. CBO has compared the avail-
ability of technology in the United States and Canada, and what
was West Germany. And they indicate, not surprisingly, that the
U.S. has a much greater capacity. For example, the numbers of
open heart surgical units per million people were 0.7 in West Ger-
many, 0.12 in Canada, and 3.3 in the United States. They indicated
that the U.S. has 3.7 MRIs per million person, compared with 0.9
in former West Germany, and 0.5 in Canada.

Now, we are all familiar with the shortcomings of the Canadian
system, and we understand that Americans are different and wish
different types of services. Nevertheless, this has something to do
with cost.

I am not so sure-in fact, I think I am quite sure, because I have
never really had anybody argue the other side of it persuasively-
that we do not have quite a bit too much technology. That could
maybe apply to some places more than others, but I think as a gen-
eral statement about the medical situation in our country, that is a
fair statement.

And I think that it is fair to say that doctors order too many
tests; we know that. The degree, the percentage people dispute, but
nobody disputes that that happens. And they often do so just be-
cause the technology exists it does not have to be related to defen-
sive medicine, it is just that the technology is there. I had an inter-
esting situation in my own office where two of the women who
worked there were pregnant. One belonged to an HMO, and the
other had a regular commercial insurance plan.

They were both very healthy young women, and every time the
HMO person went in, the doctor said there is no need to take a
sonogram. Had one there, but there is no need to take it; perfectly
healthy, just come on back in a month.

Every time that the one that belonged to the non-HMO went in,
she got the sonogram. So, it is there. It is there and the results of
that scientific survey are very clear, and the bills that resulted
from them.



I think it is especially relevant when you consider that both
West Germany and Canada have substantially better infant mor-
tality rates than we do, and substantially longer life expectancies
than we do.

Now, my question is, do you think we are getting our money's
worth from technology in this country, and to the extent that this
question applies to your own hospitals, what do you think that you
ought to be doing about it? That is two questions. Are we getting
our money's worth? And if the answer is, perhaps, no, what should
you be doing about it?

Dr. DALSTON. I will be glad, Senator, to dive into that. No, I do
not think we are getting our money's worth. I think there is a lot
of inefficiency in the system. There is excess technology and there
is a better way to do it.

I believe, if I could expound on that just for a moment, that that
is a function of the climate in which we are functioning, that is,
tbv. entrepreneurial era.

The free enterprise health care system that we have in this coun-
try encourages us to make those investments just that way. And as
long as we continue to have that climate, that environment, I think
we will continue to do it.

Senator ROCKEFELLER. Well, let me stop you on that. Now, what
forces you to make that decision? Is it because somebody across
town has an MRI, so you have got to have one too?

Dr. DALSTON. Competition, yes, sir. If I want to keep my paying
patients, I have got to have whatever will bring them there, or the
doctors who will bring them there. And if the doctors apply that
leverage we discussed earlier this afternoon, and I do not meet the
competition, they will go away. I have experienced that. I experi-
ence it every day. And we live on a thin margin of financial surviv-
al in my particular situation, so we are acutely attuned to this
matter. And we make our investments carefully, but we sure do
make them. And we do not make them in the interest of the city,
always, or society; we make them in the interest of our survival.

Senator ROCKEFELLER. All right.
Dr. DAT CTON. Then, what do we do about it? What we are trying

to do is to change the way that medicine is taught and practiced in
concert with our university, because we believe that the way to get
at this is through patient acquisition and patient franchising.

That is to say, if we can have a guaranteed number of patients,
then we can be more efficient in what we do. In a larger sense, in
an acuity sense, if there were a system afoot here that motivated
us to have patient franchising, we would organize ourselves into
systems of health care. And each system then would have its tech-
nology, but not everybody and his brother on every street corner
would have the technology-oversimplification, but I am trying to
be brief.

Senator ROCKEFELLER. In the first part-I will go on to others of
you in a moment. You really tossed that off very easily. In other
words, competition demands it, therefore, I am going to do it. Now,
if health care costs are going crazy in their upward spiral, what
you just said has the seeds eventually of your own destruction, does
it not?



Dr. DALSTON. Yes, it certainly does. Yes, sir; it does. And I do not
like it one bit.

Senator ROCKEFELLER. So, what do we do? Go to a single payor
system?

Dr. DALSTON. Well, we are going to go to some kind of system
reform, and maybe that is it. I would prefer to change the way that
we organize for delivery of the services to be more efficient, and I
would prefer that we have public policy that stimulates that at the
local level and lines up doctors and hospitals in productive ways, as
opposed to counterproductive ways. That is what we have been
trying to do.

Senator ROCKEFELLER. For example?
Dr. DALSTON. For example, if business had economic incentives to

contract all of its employees with a single hospital system, then we
would come together, because there is no way to get the patients
otherwise, because the patients are owned by the contracting
system.

And again, I do not mean to speak too globally here, but that is
the direction in which we are trying to go with managed care with
our university practice plan, our doctors in private practice, our
hospital, and suburban hospitals. And they would contract with big
business and with government to provide care to patients in large
numbers.

Senator ROCKEFELLER. Now, when I spoke earlier of the New
York Times and managed care, I certainly did not want to give the
impression that managed care is not terrific. I mean, it is absolute-
ly an essential part of cost containment. But what about the
others? How many other hospitals are there that you are compet-
ing with in Houston?

Dr. DALSTON. There are 5 or 6 like us that are our major compe-
tition.

Senator ROCKEFELLER. So, there are about six hospitals that com-
pete for the business of three and a half million people. I do not
know how one figures this. Is six hospitals, about six hospitals, too
many hospitals for 31/2 million people, or too few hospitals, or just
about right?

Dr. DALSTON. I would say it is just about right. I Would not argue
that. I think it is the way we are organized that is wrong.

Senator ROCKEFELLER. Are they all doing the same thing? Are
they taking a managed care approach, and are you, therefore, com-
peting within that new health care delivery system?

Dr. DALSTON. Not to the same extent in our city. Not to the same
extent.

Senator ROCKEFELLER. Now, if you are able to deliver services at
a lower price, which you will be able to do if you have sufficient
numbers of people under a managed care system, under the free
enterprise system will they not notice that and have to respond to
that?

Dr. DALSTON. That is our strategy,- and that is the market niche
that we are going after. But we are having a heck of a time getting
there, because the incentives are in another direction.

The incentives are for the doctors to continue to private practice;
the incentives are for business to contract employees to everybody



all over town. Those are the kind of disincentives that I am refer-
ring to.

Senator ROCKEFELLER. How do you try to overcome that as you
try to put the system in place?

Dr. DALSTON. Organizing a package, a program, to present to
business and sell it to them. That this is-

Senator ROCKEFELLER. To the physicians.
Dr. DALSTON. No, to the business.
Senator ROCKEFELLER. Yes, but you mentioned that physicians

are difficult tc hold in.
Dr. DALSTON. The only way we can get the physicians is to get

the patients. If we are not going to compete through technology,
and that business we were discussing earlier, I have got to have the
patients in order to get the physicians. As long as they have the
patients, they control me; I do not influence them.

Senator ROCKEFELLER. All right. Mr. Lugar.
Mr. LUGAR. Yes, Mr. Chairman. I would like to maybe address

the first part on the money's worth, and then turn it over to my
associate, Mr. Fox, on what do we do about it. But I think you raise
a very good point. I think here it depends upon where you are
coming from as to whether you are getting your money's worth;
whether it is the taxpayer or the hospital administrator. Obviously,
if you are a patient and you have got this heart transplant, you
have got your money's worth, and I think there are many grateful
people. And I think there are difficult decisions here and research
and development coming on.

I think we cannot stifle the research and the development of new
products and new tools and new techniques, but we had better be
very prudent about how many we get and who gets them.

I think in our case, we have done a good job there in the Indian-
apolis area. I think some groups have got one big piece of equip-
ment. The other hospitals and we have not launched out to say we
want to compete just because you got this. I think it is a very pru-
dent business way to go, and I think we are getting our money's
worth. John, would you like to address this? What do we do about
it?

Mr. Fox. Well, just a couple of brief comments. The first point on
the open heart operations around the country and the large
number of them in the United States, Methodist, for example, was-
one of the first ten hospitals in the country to be approved by
HCFA for doing Medicare transplants, and had to jump through a
lot of hoops to obtain that level of credentialling. That is not re-
quired for a lot of Medicare hospitals to get into the open heart
business for Medicare beneficiaries, and where a place like Method-
ist will do over 1,000 open heart operations in a year, there are
many facilities that are doing 200 or 100 procedures a year.

It is clearly shown that the ability to do these procedures effec-
tively is a function of volume. If you do a 500 or 1,000 a year, your
mortality/morbidity statistics will be substantially better than if
you are doing 200 or 100.

I would direct Congress or HCFA to look towards that to see
whether you are getting your money's worth. And if you are throw-
ing a lot of dollars at high technology/low volume hospital oper-
ations, they really are not serving your interests well.
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You have some history for evaluating specific programs in insti-
tutions based upon their ability and their volume, and going more
to that model where you spent a lot more dollars in the area of
open heart, and in ophthalmology and others areas, might yield
you some substantial savings in dollars, and certainly some better
quality.

Senator ROCKEFELLER. All right. Thank you, Mr. Fox.
Mr. Wilson.
Mr. WILSON. Well, I do not really have too much to add, except,

perhaps, one other aspect of this whole technology dilemma is that
as the public becomes better educated about the technology and de-
velop their set of expectations, I think it does put, to a certain
extent, physicians in a bind.

I had a recent experience in the last couple years where one of
my sons had significant headaches; they were very, very serious.
We went to the neurologist. He did an excellent-job of doing a
physical assessment. He convinced me and my son very well that
these were probably migraine headaches.

But at the end of the visit, he said, now, the probability is ex-
tremely high, 990 out of 1,000 cases that this is what your son has.
But, if you want to be sure, you can have a CAT scan, and if you
want to be real sure, you can have an MRI.

Now, he did not say we had to do it, but I felt that he really did
not have much option but to say that it was available to us. I think
he was protecting himself, obviously. I think maybe we need to be
looking at that part of it, also, maybe with some of the tort reform
issues because I think they do throw that option out, and for very
good reason.

Senator ROCKEFELLER. I did not hear the part from Mr. Lugar
and Mr. Wilson about what hospitals should do about this problem.
The second part of my question.

Mr. Fox. That was delegated to me, and maybe I was remiss.
Senator ROCKEFELLER. That is an ominous sign right there.
Mr. Fox. That is right. Mr. Chairman, what we believe is the so-

lution is going to be something similar to what the representative
from Hermann Hospital is proposing, mainly, that of competing de-
livery systems.

What you have in American medicine right now is the inherit-
ance of an old cottage industry of a lot of individual physician prac-
tices now forming more group practices that are out there as sepa-
rate, independent, economic organisms pursuing their own inter-
ests.

Then you mix that with the demographic and technology
changes going on in the big business known as medicine today, and
how hospitals play a role in this. And this is all taking us some-
place where we never expected to go, because it does not seem like
there is any control or management over the system.

What we believe is going to need to take place, and what we are
moving towards, is being a competitive delivery system whereby an
insurance carrier, the Medicare program, or employers can come to
us directly and say, we wish you to provide us health care.

And if our employees have the sniffles, you will take care of
them, or if they need a heart transplant, you will take care of
them. Now, we can do that, because we are a 1,000 bed hospital



with over 1,000 doctors on staff, and we already have every toy
known to man, in terms of medical equipment, in our facility, and
can serve that type of function.

And we currently do over $100 million a year business on what
would be described as a totally capitated method where we basical-
ly take a dollar from an employer or a program and say we will
provide you with health care, and we basically manage the delivery
of health care in- terms of its efficiency and efficacy within those
dollar parameters and, we think, at very high quality. But we still
do $400 million a year business, or the other 80 percent on the old
model, which is the fee-for-service model. And clearly, the old
world is dying. The fee-for-service model is fading away, because it
is not going tobe able to deal with controlling health care costs in
the new world that is emerging. And our challenge, frankly, is to
manage the transition period so we do not get crushed between
those two worlds.

Because, again, we have to compete with being an attractive
place for physicians to come to and to bring their patients to for
that segment of the health care economy that still functions off of
that fee-for-service model, but at the same time, we are working
very diligently to build up our infrastructure as a competitive de-
livery system, where basically you come to us with one dollar, if
you will, or your premium dollars.

We take care of paying the physicians and providing all of the
health care services, hospital, ambulatory, and otherwise, within
our delivery system.

Senator ROCKEFELLER. Mr. Wilson, before you answer, do the 3 of
you--can you answer the question what is the increase in the cost
of health care in your particular hospitals over the last 5 years? Do
you have figures for that on a year-by-year basis?

Dr. DALSTON. Yes, Senator, I have those. I do not know whether I
have them precisely in my head, but I certainly have a trend line
in mind, if I understand what you are asking.

Senator ROCKEFELLER. Yes.
Dr. DALSTON. But that is a very important measure of our oper-

ation that we follow very closely.
Senator ROCKEFELLER. And what are your figures?
Dr. DALSTON. Our figures are just about at the CPI market level,

and we have undergone very extraordinary expense reduction, for
the reasons that I have stated in my testimony here.

So, that may be unusual. We do not have many services-not
medical services, but other kinds of support-administrative serv-
ices in our hospital are normally found. So, oir expense line is
quite low. But it is about the CPI at our hospital.

Senator ROCKEFELLER. Gentlemen.
Mr. LUGAR. Yes. In the past year, our operating budget went up

approximately 6 percent. I think in the coming years this will hold.
To help to contain costs, we have undertaken for the next several
years a new cost improvement plan which, hopefully, will lop some
$30 million off our costs. And I think we are very conscious that
the costs have to be contained, and we are going to do it.

Senator ROCKEFELLER. Mr. Wilson.
Mr. WILSON. I do not have any specific numbers, but our evi-

dence is personnel costs. We have a lot of shortages in Kansas. We



are forced, I think, to pay what the market will bear. And the per-
sonnel costs are what really do seem to be driving the costs of
health care in our hospitals.

Senator ROCKEFELLER. They say that ordinarily the cost of people
is about 60 percent of the cost of doing business. Is that about true
in your hospitals?

Dr. DALSTON. Yes.
Mr. LUGAR. Yes. That is correct.
Senator ROCKEFELLER. I have been told that at the Texas Medical

Center, which is in Austin?
Dr. DALSTON. It is the largest aggregation of biomedical research

and patient care in the world, Senator. That is what we are paid to
say.

Senator ROCKEFELLER. Yes. But that has 100,000 people working
there.

Dr. DALSTON. Yes, sir. That is correct.
Senator ROCKEFELLER. So, when you deal with 100,000 people,

that is a lot of cost.
Dr. DALSTON. It is the second-largest industry in Houston.
Senator ROCKEFELLER. Yes. Probably makes the State Govern-

ment look small. The hospitals, in their fight to compete, have to
market themselves. And I have to stop at this question. You are
competing with six teaching hospitals, and then there is evidently
a total of 57 hospitals in Houston.

Dr. DALSTON. Yes.
Senator ROCKEFELLER. So you are competing with a lot more

than that, in some form or other. In that hospitals have to be treat-
ed like a business, they are run generally by businessmen, boards
are made up of businessmen, so we have agreed that it is not just
the competition from the market, but the competition from sources
of pride, and other things.

Let me just end with this. You tell me what you would do if you
were a Senator or President saying this is what has got to happen
in the management of hospitals, including what it is that the gov-
ernment does and does not do to mess up your lives, the hassle
factor, and all the rest of it, and all the accountants that you have
to hire to take care of our problems, et cetera. But what would you
do about this problem?

Now, you are going up 6 percent a year. That is not so bad. And
yet, this total cost of health care keeps going out of control, and
you are a part of that.

Dr. DALSTON. Yes.
Senator ROCKEFELLER. What part do you play in this? What do

you do about this?
Dr. DALSTON. Well, my individual apart, I work very hard at

trying to do what I think is the right thing to do, but I believe you
are asking the question if I were God, how would I shape this
thing.

Senator ROCKEFELLER. Yes.
Dr. DALSTON. I can answer that conceptually. 1 do not know

enough, I am not smart enough about all that is involved to know
mechanically or specifically, but conceptually, what I would bring
about is public policy that would encourage the maturation of the
health care field in medicine. Maturation and consolidation and



putting us into a way of operating that encourages to do what has
been said here; to move us to large health care organizations that
function in a rational way in competition with each other, but not
in competition of such a pluralistic nature that it cannot make
sense either to the patient, the payor, or the provider.

I would have public policies that encourage the tax programs of
business, that encourage the public policies of government in
buying services, and encourage physicians and hospitals and the
way they are paid to push us together; to push doctors and hospi-
tals together into large health care systems.

Senator ROCKEFELLER. And you are doing that.
Dr. DALSTON. Well, I am trying, Senator. But my earlier point, it

is very difficult.
Senator ROCKEFELLER. Yes.
Mr. LUGAR. I think it was a very good answer. Of course, the

question you are asking is the big national debate, I guess. It is,
where do we go from here? What is the plan? And I am not sure
there is a plan. I think we are going to whittle it. I think we have a
good system. I think we are very fortunate to live in the United
States. Your earlier figures about Canada and Germany and every-
thing else, that here we are extremely fortunate that we have the
hospitals, and the technologies, and the doctors, and the skills. And
I do not think we are going to wreck this plan. I think we are going
to streamline it. Specifically, we have to contain costs which-

Senator ROCKEFELLER. But do you remember, I put in that thing
about infant mortality and life expectancy.

Mr. LUGAR. Yes. Yes. And those are two-
Senator ROCKEFELLER. So, it is not doing everything to help us.
Mr. LUGAR. No, it is not doing everything.
Senator ROCKEFELLER. I mean, living long and getting born are

reasonably important things in life.
Mr. LUGAR. Yes. And I think one other we can do is encourage

more preventive medicine, better lifestyles. How much in health
care is lost through smoking, the tobacco industry?

Senator ROCKEFELLER. Does your hospital teach on that subject?
Do you do outreach?

Mr. LUGAR. Oh, yes, sir. We are one of the leaders in the Indian-
apolis area, and we got the rest of the hospitals to go smoke free in
the whole hospital.

Senator ROCKEFELLER. That is good.
Mr. LUGAR. And other hospitals have followed suit. And people

said, well, it is going to be tough to do. And I think we made a com-
mitment that this is something that has to be done.

I mean, we have to be a leader. If we are going to do health care,
we have to show health care. So, I think some of these other things
can help in this, and maybe, John, you would like to add a few
more.

Mr. Fox. My comment is simply the move towards competing de-
livery systems where the piecemeal work of the current dynamic of
the health care economy is removed and the buyer is going out and
buying from an organization the ability to provide health care to
their beneficiaries, whether it is a government program, or a pri-
vate employer.



That will rationalize a lot of the delivery system underneath and
a lot of financial incest that takes place in the hospital/doctor rela-
tionships, or doctors buying into MRI scanners, and doing a Walla
biopsy on their patients, and then referring them to their operation
based upon their financial class, versus another operation. That is
all the dysfunction that is currently being injected in the current
system under its current structure.

And when it is all handled through this delivery of a single pre-
mium dollar to a delivery system, then that delivery system has to
organize itself to maximize its efficacy and its efficiency vis-a-vis
that revenue dollar, and the system just does not have those dy-
namics in it right now. And that is what is causing a lot of the dys-
function we are experiencing today.

Senator ROCKEFELLFR. Mr. Wilson.
Mr. WILSON. Perhaps even getting back to the second part of the

first question, I think the problem that we see that probably cre-
ates the most concern is what can you do to promote collaboration
amongst the health care community to develop some sensible ar-
rangement of services that is most effective and most efficient for
the population that is being served.

Unfortunately, under the current scheme, we find even in our
very small communities, many times there exists duplicative serv-
ices not only in the physician offices, but through the local health
departments, just a whole range. That is something that I think we
have been discussing at quite some length. How can you bring
those services under one umbrella, and how can you make some
sense out of them so you are getting the most effective and effi-
cient array of services. But we are seeing, in many cases, many of
the out-patient services that our hospitals offer are being duplicat-
ed throughout the community.

Senator ROCKEFELLER. So, you are talking about collaboration in
health care, and Dr. Dalston is talking about -ompetition.

Mr. WILSON. That is correct.
Senator ROCKEFELLER. Now, what is the difference there?
Mr. WILSON. Well, we probably, in the country, do not have quite

the firepower to set up the competitive health systems and all that
type of thing.

We would just like to be able to see some set of incentives that
would give our hospital communities the opportunity to collaborate
and to come together with, as I say, a meaningful arrangement of
services that would not be collaboration just amongst the health
care community, but bring in the insurers, bring in the business
community, and look at what is the best delivery system for that
particular population that everybody can agree to, that everybody
is comfortable with. And maybe that is pie in the sky, and maybe
that is something that is not attainable.

But when we are looking at small populations that need to be
sensitive to the efficiency of the services because they do not have
a lot of money, we think it is important.

Senator ROCKEFELLER. But you have got other hospitals. How
many other hospitals in Topeka?

Mr. WILSON. How many hospitals in Topeka?
Senator ROCKEFELLER. Yes.
Mr. WILSON. Two. Two community hospitals.
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Senator ROCKEFELLER. All right.
Mr. WILSON. There is the Menninger Foundation, then there is a

State hospital, and a VA Hospital. But there are two community
hospitals.

Senator ROCKEFELLER. Yes. All right. Look, I am going to call it
quits here. First of all, you have all come from great distances, and
I appreciate that. Secondly, you are the last panel, which is a terri-
ble thing to do to any human being. And thirdly, you have been
very important in your contributions, not only in your testimony,
which is important, but in your comments. Your coming here is not
in vain, believe me. We are all trying to struggle to figure out how
to make our system not collapse, or stop collapsing. So, I really ap-
preciate it, and I thank you.

Dr. DALSTON. Thank you.
Mr. LUGAR. Thank you.
Mr. WILSON. Thank you, Mr. Chairman.
Senator ROCKEFELLER. Thank you.
[Whereupon, the hearing was adjourned at 5:20 p.m.]



APPENDIX

ADDITIONAL MATERIAL SUBMITrED

PREPARED STATEMENT OF STUART H. ALTMAN

Good afternoon, Mr. Chairman. With me today is the Commission's Deputy Execu-
tive Director, Laura Dummit. I appreciate the opportunity to appear before the
Committee this afternoon to discuss Medicare's capital payment policy-an issue
that the Commission has addressed several times over the years.

As you know, the Commission submitted a report on capital payment policy to
this Committee on May 15, 1991. The report contained ProPAC's analysis of the Sec-
retary's proposal for prospective payment for capital. It summarized the information
ProPAC has been examining on hospital costs for buildings and equipment and the
factors that affect those costs.

We were favorably impressed with the Secretary's proposal. We feel that he devel-
oped a capital payment method that responds to many of the concerns of the hospi-
tal industry, while providing the same financial incentives for capital payment as
are currently provided by PPS for operating costs. The proposal attempts to balance
the competing needs of protecting historic investment decisions with providing ade-
quate funds for future capital expenditures.

The Commission, however, has some reservations and concerns regarding prospec-
tive, per-case payment for capital. Nevertheless, we agreed that the Secretary's pro-
posal, with appropriate modifications, is the best available approach to capital pay-
ment policy.

We have attempted to address some of our concerns in the specific recommenda-
tions that I will discuss in a moment. In addition, we have continued to examine the
actuarial model HCFA used to estimate the budget neutrality adjustment and ex-
ceptions payments. We have also been analyzing the revised projections used in de-
veloping the 1992 Federal capital payment rate. I will discuss these continuing areas
of analyses further in a moment. I also want to add that the Commission plans to
monitor the implementation of this payment system and recommend further modifi-
cations as necessary.

First, Mr. Chairman, I will summarize the information on capital costs that the
Commission has considered over the last year. Then I will discuss ProPAC's com-
ments on the Secretary's proposal. Both of these are described in more detail in the
report we submitted to this Committee and the Committee on Ways and Means of
the House of Representatives.

CHANGING MEDICARE'S CAPITAL PAYMENT METHOD

Based on our analysis of hospital cap.tAl costs and capital payment issues, we con-
cluded that there are several important reasons for changing the current capital
payment method. First, rising hospital costs is a justification for a change in capital
payment policy. Second, the Commission believes the same financial incentives
should be promoted through both Medicare's capital and operating payments. Final-
ly, the current capital cost-minus payment approach is not fair.

Changes in Capital Costs
In the past few years, the rate of increase in capital spending has slowed (see

Figure 1). Nevertheless, capital spending continues to increase at about 10 percent a
year, at the same rate as operating costs (see Table 1). This is a change from the
early years of PPS when capital cost increases were significantly higher. This de-
crease in the rate of growth in capital spending reflects a decrease in inflation and
possibly a response to the current policy of paying less than full capital costs and
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the increasing financial pressures facing hospitals as Medicare continues to control
payments for operating expenses.

Table 1.-CHANGE IN CAPITAL AS A PROPORTION OF TOTAL COST AND CAPITAL AS A PROPORTION
OF OPERATING COST, 1980-1990

- _T

Year I Capital/lotal Annual percent Capital/ Annual pefc"i
cosl change operating cost change

1980 . 62 -16% 66 15%
1981..... 63 16 61 15
1982 65 3 2 1 0 4 5
1983.... 69 62 1.4 51
1984.. 79 14 5 86 162
1985... 83 51 9.1 58
1986 .... ... 84 12 92 1i
1981. 8 5 12 93 11
1988.. . . ... 85 00 93 00
1989 ..... . 85 00 9.3 00
1990. . 84 -12 92 1.1

SOURCE ProPac ana ys of American HnP rlal Associaton Natonal Hospital Panel Survey

Just because capital and operating costs have been increasing at approximately
the same rate over the past few years does not mean, however, that capital costs are
under control. Further, the prices hospitals face in making capital expenditures
have increased less than 2 percent a year since 1987, while capital spending has in-
creased about 10 percent a year. This means that a large portion of the capital cost
increases is due to purchasing more or more expensive capital assets.

Same Payment Incentives
Because payments for operating costs are under the DRG system and capital pay-

ments remain on a cost basis, hospitals have incentives to substitute capital costs
for operating costs even if this is not the best overall management decision. This is
because Medicare capital payments increase in proportion to capital cost increases
while operating cost increases no longer result in operating payment Increases. We
have limited evidence that hospitals did, indeed, spend more on capital during the
early years of PPS than they would have if total hospital payments had been based
on costs. The incentive to inappropriately substitute capital for operating resources
is a compelling reason for reconsidering the current capital payment system.

In addition, the current dual payment system creates an artificial distinction be-
tween capital and operating resources. Hospitals consider both capital and operating
costs when making an investment decision. Therefore, Medicare should provide one
payment system with a consistent set of financial incentives rather than maintain
two different payment systems.

Fairness of Current System
The current payment method also does not treat all hospitals fairly. Under cost-

based reimbursement, if a hospital spends more on capital investments, it receives
more in Medicare payments. This is true whether the capital investment is needed
and will be used efficiently or not.

In addition, the current capital payment discount of 15 percent is applied to all
hospitals and all capital costs. While this discount may impose a certain amount of
discipline on hospital capital spending, it does so without any rewards for efficient
hospitals. Both high spending and low spending, as well as efficient and inefficient,
hospitals are subject to the same payment reduction.

APPROPRIATE PAYMENT METHOD

As I indicated earlier, Mr. Chairman, the Commission is concerned about the ap-
propriateness of a prospective, per-case capital payment system. Our concerns are
related to the significant variations in capital costs among hospitals, which are only
partially explained by factors such as the mix of cases, geographic location, and type
of hospital. Also, because hospitals tend to make major capital investments only on
a periodic basis, their investment cycle is far from smooth. Further, the costs associ-
ated with these investments can often extend over 10 to 30 years.



I would like to briefly describe some of the factors that we have found to be asso-
ciated with variations in capital costs and the components of a payment system that
should be included to address them.

Capital Cost Variation
Capital costs vary widely across hospitals. The average hospital had a Medicare

inpatient capital cost per case of $449 in the fifth year of PPS. Ten percent of hospi-
tals, however, had Medicare inpatient capital costs below $ 155 per case and another
ten percent had costs above $827 per case (see Table 21. Characteristics such as
teaching commitment, location, and size do not explain much of this variation.

In general, urban, teaching, and larger facilities have higher per-case capital
costs. Urban disproportionate share hospitals tend to have higher costs than nondis-
proportionate share hospitals. Proprietary hospitals tend to have higher costs than
other ownership groups. Facilities in more urbanized areas tend to have higher cap-
ital costs per case. Particular regions of the country, such as the Pacific, South At-
lantic, and Middle Atlantic regions, also tend to have higher than average capital
costs. Within any of these hospital groups, however, significant variation remains.

We know that age of assets and proportion of debt financing explain some of this
variation. Newer hospitals with newer assets have higher costs. Hospitals that use
more debt to finance capital purchases also have higher costs. Location, scope, and
scale of services also explain some variation in capital costs.

The adjustments fir case mix, geographic cost differences, disproportionate share
status, ard out!Jer cases with long lengths of stay or especially high costs that the
Secretary thas incorporated in his proposal help to account for appropriate vari-
ations in capital --ists, but still leave some of the variation unexplained. Therefore,
other payment adjustments are likely to be necessary to assure that the Medicare
program adequately compensates hospitals for variations in costs that are beyond
their control or that are important in maintaining beneficiary access and high qual-
ity services. We will continue to study this issue to recommend further adjustments
and refinements as necessary.

Capital Cost Cycle
Most hospitals retire and replace some capital assets every year, but major capital

projects are undertaken infrequently. It is not possible to predict when any given
hospital is likely to renovate or replace existing assets or acquire additional capital
assets because many factors affect the timing of investments. Some hospitals, be-
cause of their overall financial status and other factors, are in a better position to
make more frequent major investments than others. Other hospitals may have to
postpone capital projects to save enough to make the investment or forego the
project altogether. All facilities have at least some flexibility in the scope and
timing of major investments.

Table 2--MEDICARE INPATIENT CAPITAL COST PER CASE, PPS 5-HOSPITAL WEIGHTED VALUES

Perce'tile
HOSprtl group. - lOgI 251h 50"h 751h 901h

All hospitals $155 $231 $363 $573 $827
Urban.. 274 332 487 691 975
Rural . 129 177 254 391 556
Large urban . 256 363 545 763 1,041
Other urban . 218 302 445 629 872
Rural referral 215 258 390 505 657
Sole community 140 !97 210 430 542
Other rural . 121 161 239 346 519
Ma~or teaching... 319 418 597 763 1,094
Other teaching 256 351 485 6b3 893
Non-teaching ., 144 210 321 524 773
Disproportionate share
Large urban... 295 407 590 822 1.106
Other urban, . 243 344 478 657 886
Rutal 110 159 252 394 568

Non-disproportionate share 149 216 326 524 758
Urban < 100 beds.. .. 168 236 358 586 933
Urban 100-199 beds.., . 242 352 526 1773 1,142
Urban 200-299 beds . 275 363 514 700 955
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Table 2.-MEDICARE INPATIENT CAPITAL COST PER CASE, PPS 5-HOSPITAL WEIGHTED VALUES-
Continued

PercentileHospi tal group . .... ... . . . .... . .1oh 25th 501h 751h -90th

Urban 300-399 beds ...................... 282 312 510 673 896
Urban 400-499 beds .. ... 291 373 518 666 811
Urban 500+ beds.._ 327 422 558 720 924
Rural <50 beds 7...... 10 149 211 294 448
Rural 50-99 beds ........ .... ... 138 187 273 404 577
Rural 100-149 beds... . 176 241 328 469 714
Rural 150-200 beds 196 240 347 468 633
Rural 200+ beds...................... 211 252 351 510 616
New England........................... 63 224 306 443 605
Middle Atlantic ... ........... .. ....... . 176 264 402 596 844
South Atlantic........................... ..... 166 255 409 611 878
East North Central ........... ........... . .......... 189 249 356 526 712
West South Ceqtral ......... .... ........ . .. 123 192 330 ,52 781
West North Central ........ ................. 31 182 261 429 630
West Soul!4 Central 140 222 396 661 1,022
Mountain .......... . ........ .. . . 135 220 338 579 846
Pacific ............................. . .. ... 217 332 484 705 1,004
Voluntary .......... ................... .......... 174 252 391 575 789
Proprietary .............. ............... ..... 162 261 411 767 1,120
Urban government ..... ................ . ..... 175 251 373 554 731
Rural government ..................... 118 162 235 331 486

SOURCE ProPAC analysis of Medicare Cost Report dab

The Secretary, through the two transition methods and exceptions policy, at-
tempts to recognize the periodic nature of major investments. The Commission be-
lieves that, through these mechanisms, the proposed capital payment system, with
the modifications we are suggesting, provides adequate protection for historic invest-
ment decisions. The Commission remains concerned, however, that new capital in-
vestments may remain vulnerable to this change in payment policy. We believe,
therefore, that there should be a permanent exceptions process, which I will de-
scribe shortly.

SECRETARY'S PROPOSAL

As stated earlier, ProPAC unanimously agreed to accept the Secretary's approach,
contingent on a number of modifications. These modifications are designed to ad-
dress our concerns regarding the significant variation in capital costs across hospi-
tals and the need to provide adequate protection for appropriate new investments.
Our suggested changes also reflect our belief that Medicare should provide a single
payment system for operating and capital costs with a consistent set of financial in-
centives rather than maintain two different payment systems. Medicare's hospital
payments should recognize that hospital managers should make investment deci-
sions based on the overell financial well being of the institution, not just Medicare's
capital cost payment formula.

Before describing our recommendations, Mr. Chairman, it is important to note
that two specific features of the Secretary's proposal are estimated based on an ac-
tuarial model of 6000 hypothetical hospitals. HCFA needed to rely on a modeling
approach because data were not available on changes in hospital assets over time
and specifically, the decline in existing assets and acquisition of new assets. Thus,
the model was needed to calculate the budget neutrality adjustment and the reduc-
tion factor for expected exceptions payments.

The Commission has been concerned that details of this modeling effort were not
available in the proposed rule. Others, notably the AHA, have claimed that HCFA's
estimates of the budget neutrality adjustment and exceptions reduction factor were
significantly different from their own estimates. ProPAC has been working with
HCFA and the to understand the differences in the modeling efforts and whether
HCFA should modify their model to more accurately reflect hospital behavior.
HCFA staff have been cooperative in helping us understand the use of and assump-
tions behind the model. When we have completed our analysis, ProPAC will report



our views of HCFA's approach to this Committee and the Committee on Ways and
Means.

Now I would like to briefly describe our recommended changes to the proposed
regulation. We plan to monitor the implementation of this system for any adverse
effects on hospitals or Medicare beneficiaries and to recommend future changes as
necessary. As I mentioned earlier, more detailed information on these recommenda-
tions is contained in our May 15 report.

Federal Rate
We believe that the 1992 Federal rate that was in the proposed rule was too low

because it was based on assumptions of low growth in capital costs from 1988
through 1991 and large increases in Medicare admissions. These assumptions do not
reflect recent experience. We know that HCFA is recalculating this rate based on
more recent data. We will be examining their latest cost and admission assumptions
and report back to this Committee with our assessment of the Federal rate that will
be incorporated in the final rule.

ProPAC believes that it is critical that this rate be based on realistic assumptions
about capital cost increases and Medicare admissions. Even though only a small por-
tion of capital payments will be based on the Federal rate in 1992, this is an impor-
tant element of the prospective payment system for capital. Over the transition
period, a growing share of payments will be based on this updated Federal rate and
after the transition, Medicare's capital payments will be based entirely on this per-
case amount.

Payment Adjustments
In general, the Commission believes that the prospective payment system for cap-

ital should be consistent with the system currently in place for operating costs. To
this end, we believe that the payment adjustments currently applied to operating
payments should be applied to capital payments. In the longer term, the level of
these adjustments should be recomputed based on data on total Medicare costs-
combining capital and operating costs. Our recommendations on the specific pay-
ment adjustments reflect our overall philosophy that prospective payment for cap-
ital should end the arbitrary distinction between capital and operating payments.

More specifically, we support the application of the same relative DRG weights to
capital and operating costs. The Commission continues to believe, however, that
cost-based weights would be more appropriate than charge based weights for both
capital and operating payments.

We support the short-term use of the area wage index to adjust for geographic
variation in capital costs. We recognize, however, the need for further research on
more appropriate measures of geographic capital price variation.

We agree that it is appropriate to apply a disproportionate share adjustment to
capital payments. However, the application of the DSH adjustment should be modi-
fied from the proposed rule to apply to all hospitals that receive DSH payments for
operating costs. The proposed rule did not allow small urban and rural hospitals to
receive disproportionate share payments. Yet, for policy reasons, these hospitals
have been able to qualify for disproportionate share operating payments. The same
reasoning should apply to capital payments as well.

Similarly, even though the Secretary did not propose a teaching adjustment, the
Commission believes that there should be a teaching adjustment to capital pay-
ments. We recognize that in the longer term the level of this adjustment may need
to be adjusted based on an examination of capital plus operating costs.

The final payment adjustment included in the proposal was for outlier cases We
support the method the Secretary chose to recognize the added costs associated with
outlier cases. In the longer term, we believe further research is needed to C-stablish
combined capital and operating marginal cost factors and to consider if capital out-
lier payments may be more appropriately applied to the institution rather than the
case.

Tran.oition
The two proposed transition methods-one for high capital cost hospitals and an-

other for low capital cost hospitals-are important in addressing our concerns about
moving to a prospective per-case payment system for capital. Expanding the defini-
tion of old capital under the hold harmless method, however, is necessary to im-
prove the protection this transition mechanism provides. The definition should be
expanded in two ways. First, old capital costs should include all capital costs on a
hospital's 1990 cost report, not just depreciation and interest. Second, the definition
of old capital costs should recognize that hospitals can make significant financial
commitments several years before the capital costs are recorded on the Medicare
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cost report. The costs associated with projects initiated on or before the hospital's
cost reporting period ending in fiscal year 1990 should be recognized as old capital
costs.

Exceptions
The long-term nature of capital costs and the cyclical nature of these costs should

be addressed with the exceptions process. Further, because of the characteristics of
hospital capital costs, the exceptions process should continue beyond the transition
period. In addition, the Secretary should develop criteria to allow hospitals facing
special circumstances to receive exceptions payments. We are particularly con-
cerned about two types of hospitals. First, those hospitals that will need to under-
take a major capital investment during the early years of the transition may have a
particularly difficult time covering their added costs. Second, there will be some hos-
pitals that will never be able to accumulate enough funds to engage in needed ren-
ovations or replacements. The exceptions process should be designed to help these
hospitals.

The Secretary recognized the special needs of rural sole community hospitals and
urban disproportionate share hospitals by allowing them to receive exceptions pay-
ments at a lower payment threshold. These hospitals, however, should not be re-
quired to offset their exceptions payments with positive operating margins. The
Commission believes that the offset provision is inconsistent with Congressional
intent, which provides for extra operating payments to assist these hospitals. There-
fore, they should continue to be subject to the more lenient exceptions process, but
without the payment offset.

Updates
Finally, Mr. Chairman, the Commission believes the Secretary should change the

proposed method for updating the capital payment rates. Instead of basing updates
between now and 1995 on prior years' capital cost increases, these updates should be
based on a formula similar to the method used to develop an update for the PPS
rates. The Secretary should develop this methodology to use in setting the 1993
rates. We believe that the ultimate goal of this payment approach should be to
apply a single update factor to both capital and operating costs.

CONCLUSION

In conclusion, Mr. Chairman, the Commission was pleased with the response of
the Secretary to the concerns of the hospital industry in drafting this payment pro-
posal. We believe that our recommended changes will further improve the proposed
capital payment system.

We will be happy to work with you and the Secretary in improving the proposed
system. We are now working with HCFA staff on the actuarial model and the 1992
Federal rate. We will report back to you on our analysis of these issues. And, as I
said earlier, the Commission will continue to monitor the implementation of this
new payment method and recommend additional modifications as necessary.



Figure 1. Change in Capital Costs: Depreciation, Interest,
and Total Capital, 1975-1990 (In Percent)
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RESPONSES OF STUART H. ALTMAN TO QUESTIONS SUBMITTED BY SENATOR
ROCKEFELLER

Mr. Rockefeller. Given ProPAC's support of HCFA's proposed regulation for hospi-
tal capital but with some serious reservations, would ProPAC support a payment
floor-meaning no hospital could receive less than a certain percentage of costs? If
so, should a payment floor be permanent ?

Mr. Altman. The Secretary s capital payment proposal would make capital and
operating payment incentives consistent. Thus, hospitals would have stronger incen-
tives to evaluate together the operating and capital costs associated with any -
project. The Commission strongly supports promoting this type of hospital behavior.
A payment floor would dampen these incentives by assuring hospitals a minimum
level of capital payments.

The Commission recognizes, however, that prospective payment for capital could
have an undue adverse impact on certain hospitals. That is why we support the 10
'ear transition to fully prospective rates. Within this period most hospitals should

able to modify their capital investment behavior to the payment incentives.
The exceptions policy also acts as a floor, protecting hospitals with major capital

commitments. ProPAC has recommended that the Secretary should modify the ex-
ceptions payment provision to include a permanent exceptions process. Also, rural
sole community and large urb-n-Idiscproportionate share hospitals, which are subject
to more lenient exceptions thresholds, should not have to offset their exceptions
payments with any positive operating margins. Finally, the Secretary should devel-
op exceptions criteria to allow hospitals facing special circumstances to quantify for
exceptions payments. These special circumstances would include those that need to
undertake a major capital investment during the early years of the transition and
those that will never be able to save enough to finance a major capital project.

Mr. Rockefeller. How could a hospital with capital costs per case above average
modify its capital spending behavior to keep its capital expenses in line with what
Medicare would pay under HCFA's proposal?

For example, West Virginia University recently completed construction of a new
hospital. Their capital costs are 3 times the national average. How will WVU
manage-especially after the 10 year transition?

Mr. Altman. A prospective capital payment approach provides incentives for hos-
pitals to manage total Medicare costs. Therefore, any given hospital should evaluate
total costs per case in relation to total Medicare payments per case. Thus, hospitals
could decide that, given their particular situation, it is appropriate to make a cap-
ital expenditure even if this would raise their capital costs above the national aver-
age. It is also likely that hospitals with above average capital spending will be able
to control future spending because they will have less need for renovation and new
equipment.

Previously hospitals had incentives to favor capital over other expenditures be-
cause of Medicare's payment system. They will need some time to adjust to the new
capital payment incentives. We believe that a 10 year transition period will be ade-
quate for most. For those with special needs, the exceptions process, which we be-
lieve should be expanded as described above, should be adequate.

Finally, the payment adjustments are designed to provide payments to hospitals
for factors that influence their costs that are beyond their control or that the Medi-
care program is obligated to support. To this end, ProPAC has recommended that
the payment adjustments applied to capital payments be the same as those applied
to operating costs. This would include the addition of a teaching adjustment. This
could be particularly helpful to an institution like the West Virginia University
Hospital.

Mr. Rockefeller. What impact do you think there will be on other payers if Medi-
care folds capital into PPS? How do private payers currently pay their "share" of
capital? Could other payers, such as MedicL!,. agencies or BC/BS adopt a similar
approach?

Mr. Altman. To the extent that Medicare's prospective payment system for capital
is successful in modifying hospital capital investment behavior, other payers will di-
rectly benefit through lower costs. When hospitals were paid prospectively for Medi-
care's operating cost but on a cost basis for capital, hospitals had incentives to over
invest in capital. This raised costs for all payers. A combined payment approach
provides consistent incentives through Medicare for hospitals to control the total
costs of providing care to Medicare beneficiaries.

To the extent that hospitals will be reimbursed for less than their capital costs
under the new'payment method, pressure to recoup these costs from other payers
will be increased. The Medicare program, however, is obligated to pay a fair rate to
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hospitals for their capital costs. We believe the Secretary's proposal does that. Fur-
ther, in establishing that fair rate, the Medicare program should not be directly in-
fluenced by other payers. ProPAC recognizes, however, that uncovered costs are be-
coming a growing problem in hospitals.

It is unlikely that private insurers or BC/BS plans would adopt a capital payment
approach similar to that in the proposed rule. This is because few other payers sepa-
rated capital payment in the first place. Payers base payments on charges or negoti-
ated rates, which include capital costs. Many Medicaid programs, on the other hand,
pay separately for capital costs. Some of these programs may adopt Medicare's new
payment approach.

Mr. Rockefeller. In the long run, what do you think the impact of folding capital
into PPS will have on rural hospitals? Do you think rural hospitals will be able to
somehow "save" for future capital projects?

Mr. Altman. The proposed payment system is based on average Medicare inpa-
tient capital cost per case. Most rural hospitals, therefore, will receive higher cap-
ital payments because their capital costs are significantly below the average. The
ability of rural hospitals to save-these excess capital payments for future capital
projects, however, depends more on their overall financial condition than how much
they will be paid for capital costs. If a hospital is not covering its operating ex-
penses, the extra capital payments will probably be used to offset operating losses.
Further, capital costs typically represent less than 10 percent of total hospital costs.
Therefore, even if a rural hospital is receiving capital payments significantly more
than their actual costs the capital payments may not significantly change their fi-
nancial picture.

The proposed capital payment method is volume driven. As such, hospitals receive
a per case payment when they treat a Medicare beneficiary. Previously, Medicare
capital payments were based on Medicare's share of the hospital's total capital
costs. To the extent that rural hospitals continue to lose volume, they will eventual-
ly receive capital payments less than their capital costs under this payment ap-
proach.

PREPARED STATEMENT OF SENATOR LLOYD BENTSEN

Mr. Chairman, finding an appropriate method for payment of hospital capital
costs under the Medicare program has been an issue ever since we enacted the Pro-
spective Payment System for payment of operating costs in 1983.

The Health Care Financing Administration (HCFA) was given the task of design-
ing a means of moving from the cost-based system we have in place, to a prospec-
tive, per-case payment system for Medicare hospital capital costs. The- challenge is
to do so in a manner that avoids unfairly penalizing hospitals either for capital
spending commitments previously made or for postponing needed improvements in
an effort to be prudent purchasers. We all recall that past capital payment propos-
als failed due to criticism that these concerns were not sufficiently addressed.

Since HCFA published its proposal in late February, the Prospective Payment As-
sessment Commission, hospital associations, and individual hospitals have been
working to understand its likely impact and have proposed modifications. Mr. Chair-
man, a variety of perspectives are represented at this hearing. I want to join you in
welcoming today's witnesses, particularly the two Texans, Dr. Dalston from Hous-
ton's Hermann Hospital, one of the leading teaching facilities in Texas; and Judith
Smith from Daughters of Charity Health Services in Austin, which includes Seton
Medical Center, a community hospital important to the growing Austin area popula-
tion. I look forward to their testimony and that of all the witnesses.

PREPARED STATEMENT OF MICHAEL D. BROMBERG

Mr. Chairman and Members of the Committee, my name is Michael D. Bromberg
and I am Executive Director of the Federation of American Health Systems, the na-
tional association which represents investor-owned health systems. Our members in-
clude more than 1,400 hospitals, as well as integrated health plans which insure sev-
eral million Americans. Our member hospital management companies also manage
under contract more than 300 hospitals owned by others.

We appreciate the invitation to appear before the Committee to present our views
on the proposed rule published by the Health Care Financing Administration
(HCFA) on February 28, 1991, concerning a new- prospective payment system for in-
patient hospital capital-related costs.
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BACKGROUND

Capital expenses among Medicare participating hospitals for the past four years
has remained relatively constant as a percentage of operating expenses. This trend
demonstrates that the statutory percentage limitations on capital cost reimburse-
ment have served to control capital costs. Furthermore, because the increase in
DRG payments has lagged well behind the increase in the costs of treating Medicare
patients, average margins have become negative and capital investment has slowed
down. The rate of increase in Medicare capital payments per case has slowed dra-
matically. Capital payments per case rose at a compound annual rate of 15.8% from
1984-1987. During the period 1987-1990, the growth slowed to an average of 7.9%.
In 1990, the Medicare capital payment per case increase was 5.8%. These numbers
do not reflect the Congressionally mandated percent reductions in capital payments.

Thus, we question the need for a new payment system at this time. In any event,
the proposed regulations will not achieve additional budget savings, but simply will
redistribute capital payments among hospitals. For example, in the first year of the
transition, the proposed capital payment system will result in massive redistribu-
tion of capital payments from hospitals above the national average capital cost (a
6.5 percent reduction) to those hospitals below the national average (a 43 percent
increase). We believe this redistribution will continue to a significant degree
throughout the transition. No satisfactory rationale has been presented to justify
such redistribution.

We believe that folding capital into the DRG prospective payment system will
have little or no effect on behavior. The average hospital with forty percent Medi-
care days receives thirty percent of its revenues from Medicare. Only ten percent of
that thirty percent is for capital reimbursement. Altering the method of payment
which covers three percent of revenues will not change overall behavior very much.
However, individual hospitals could be very adversely and arbitrarily affected if -
they have just completed or are about to complete a major capital project and are
insufficiently protected under the proposed regulation.

Capital decisions for the average hospital are based on total payments and overall
margins, riot one line item in a cost report. Operating losses have already restrained
capital so we view this regulation as overkill.

SPECIFIC PROBLEMS WITH THE PROPOSED CAPITAL REGULATION

Dr. Gail Wilensky, Administrator of HCFA, and her staff have done an outstand-
ing job in outlining the basis for a capital prospective payment system. However, we
believe the details of the proposal fall far short of achieving HCFA's stated objec-
tives.

Predictability of Payments
The proposed capital payment regulation does not provide the predictability of

capital payments that is critical to the hospital industry. The predictability of reim-
bursement is supposed to be one of the most beneficial aspects of a prospective pay-
ment system. However, the rule proposed by the Health Care Financing Administra-
tion (HCFA) does not achieve this result. For example, HCFA has not published the
projected federal capital payment rate for the ten year transition period, nor has it
made available all of the projected adjustment factors. Despite our Freedom of In-
formation Act request, this information has never been provided in a readily avail-
able format. It has not been possible to determine the individual adjustment factors
(i.e. budget neutrality, the size of the exception pool) to the projected Federal rate
even after the release of HCFA's model. The impact of the regulation on individual
institutions is difficult, if not impossible, to predict beyond the first year of the regu-
lation because the annual update for the Federal rate is unknown beyond 1995, and
the budget neutral adjustments are unpredictable. Additionally, the Congressional
budget process itself could produce categorical sequesters over which hospitals have
no control, thus further limiting the predictability of the new capital payment
system.

Definition of Old Capital Costs
While we applaud HCFA's intent to hold harmless capital costs obligated prior to

this regulation, the proposed definition of old capital costs provides inadequate pro-
tection to hospitals with relatively high capital cost obligations because it fails to
recognize the long term nature of certain allowable capital costs. Among the most
important of these are leases, property taxes and capital costs of related organiza-
tions. While HCFA estimates that these currently allowable capital cost items ac-
count for between 15-20 percent of total inpatient capital costs, they represent a
much higher percentage of capital costs for many hospitals.



Regarding leases, some hospitals lease the majority of their movable equipment.
Moreover, many hospitals lease their entire property and plant as well as equip-
ment. Lease commitments are binding, and the lease or rental costs are equivalent
to the depreciation and interest expenses recognized under the proposed definition
of old capital. Leases have become a major financing vehicle in the past few years
and as such may be underestimated in HCFA data from 1988 cost reports. Lease
and rent payments alone may account for more than 10 to 20 percent of total cap-
ital costs for some hospitals. Thus failure to recognize these payments renders the
hold harmless payment methodology useless to these hospitals.

For example, Hospital A has $2,000 per case in old capital and about 30 percent
or $600 of that amount represents leasing costs. The regulation would grandfather
only 90 percent of the $1,400 because the leasing costs are not included. If the hospi-
tal went instead under the ten-year transition it would receive 90 percent of its hos-
pital specific capital costs or $1,800 for the first year, $1,600 for the second year and
$1,400 for the third year since leases are included in the hospital specific portion of
the transition rate.

It is also important that HCFA recognize short-term leases that may be renewed
during the transition period as long as the asset remains in service. Similarly, hospi-
tals have used short term debt to finance capital assets, Generally, hospitals intend
to extend or roll-over debt when it becomes due, preferably at a more favorable in-
terest rate. Such debt should be included in the definition of old capital when it is
used to finance existing capital expenses.

Property taxes represent about 10 percent of investor-owned hospital capital cost
reimbursement but would not be included in the definition of old capital. Thus the
above example where neither leasing costs nor property taxes are recognized for the
hold harmless provision, the consequences would be even more detrimental for an
investor-owned hospital.

Obligated Capital Expenses As Old Capital
The proposed definition of old capital costs does not account for capital-related ex-

penditures which a hospital is legally obligated to pay if the assets were not yet in
use by the close of the latest cost reporting period ending on or before September 30,
1990. For example, Hospital B approved a major renovation or new hospital or
major equipment purchase in late 1989 or early 1990 but the facility did not open or
use the equipment until after the cost reporting periods ending in fiscal 1990. The
facility spent a million dollars or more toward the project. The proposed regulation
does not allow this project to be considered a grandfathered obligation.

The stated purpose of the hold harmless payment methodology is to recognize and
compensate hospitals for binding capital asset commitments made prior to the im-
plementation of the capital payment regulations. Therefore, using tax transition
rule precedents as a model, these types of capital obligations should qualify for hold
harmless treatment if this provision is to be equitable.

Property Taxes Adjustment
In addition to recognizing property taxes under the hold harmless provision, the

regulation should also pass through or prospectively adjust for property taxes under
the Federal rate. Since property taxes are imposed by State and local governments,
they cannot be avoided or reduced through efficiencies or economies imposed by the
hospital. Property taxes account for approximately 10 percent of the capital related
costs for investor-ownted hospitals, based on the data provided in the preamble to
the proposed regulations. These costs are currently recognized by the Medicare cap-
ital reimbursement system. Absent an adjustment to the Federal rate, investor-
owned hospitals will sustain a significant and disproportionate drop in payments.
Undate Factor

The proposed rule provides that the update factor -would be based on an actuarial
estimate of the increase in Medicare inpatient capital costs per discharge, adjusted
for case mix change.

HCFA has not provided the statistical documentation relied upon in the determi-
nation of the update factors for FY 1989-1992. The components utilized in the deter-
rination of the update factor, as well as the detailed computation of the factor,
should be provided for review by the public as to its accuracy, not only for the fiscal
years mentioned, but for all future fiscal years as well.

It is imperative that the update factor not be used as a budgetary tool in subse-
quent years to reduce total payments for Medicare. The actuarily determined
update factor should be applied at 100% to increase Medicare payments for inpa-
tient capital costs so that payments are equal to the hospital industry's actual mar-
ketplace capital cost increases.



New Capital Payment Floor
Our final recommendation is most important because it goes to the heart of our

concerns about this proposed regulation and our unfortunate but justified mistrust
of the budget driven regulatory system we have come to know so well over the past
decade.

The Health Care Financing Administration has certainly listened to our concerns
and has promised in general terms to issue a final regulation which addresses most
of those concerns discussed in our testimony. We will certainly be looking for those
improvements in the language of the final regulation, but even if that is the case,
there are a significant number of hospitals subject to abnormal risk of underpay-
ment for needed future capital expenditures.

The impact of the proposed regulation on individual institutions is difficult, if not
impossible, to predict beyond the first year or two of the regulation. Among the rea-
sons: 11) HCFA has not been willing to share its model; (2) the annual update factor
is unknown beyond 1995; 30 the budget neutral adjustments are unpredictable; and
(4) the budget process itself may produce categorical sequesters over which hospitals
have no control.

Based on our past experience we do know that hospitals have lost faith in the
objectivity of the budget process and that many Members of Congress share our
view that Medicare cuts have been proposed and enacted as an arbitrary way to
reduce Federal deficits without regard for policy.

From a policy viewpoint we would hope that Congress wants to monitor this cap-
ital regulation very closely to protect against geographic (potential shift of capital
dollars from one part of the country to another due to differences in future capital
needs) and other inequities which could arise from application of a complex regula-
tion like this one. While Congress can always monitor the effect of any government
regulation through its oversight powers, this regulation is so complex and its poten-
tial for underpayment of hospitals' capital expenses so severe that Congress should
build into the final regulation some limits on the adverse impact which might result
during the transition period.

The proposed ten year transition period itself is an admission that some minimum
payment level is needed to guard against severe damage to some hospitals. The
problem is that the transition period recognizes only base year costs rather than
actual costs each year so the prospect for severe financial harm to some hospitals
remains a distinct possibility. In addition, the exception process is inadequate be-
cause for most hospitals it only applies to costs above 150 percent of the national
rate.

There is one change in the regulation which would assure Congress the time to
monitor the impact and which affords minimum protection to hospitals while still
allowing HCFA to go forward with a final regulation. That change would be the ad-
dition of a payment floor so that notwithstanding any other provision of the regula-
tion, no hospital would receive less than its actual costs minus a discount such as 20
percent. Congress could review the economic impact of the regulation at any time
and change this floor if such a change is justified.

In order to maintain budget neutrality we would recommend that a payment floor
be financed by a combination of sources, not just one source, including a reduction
in the size of the exceptions and outlier pools and a limitation on the excess of cap-
ital payments over actual costs for those facilities whose actual capital spending is
substantially below the national payment rate.

We believe this regulation is so complex and that its impact is so difficult to
gauge that a payment floor is the only way to assure fairness and provide time for
Congress to monitor this new payment system.

Thank you for your consideration of our comments on this important subject.

PREPARED STATEMENT BY SENATOR JOHN H. CHAFEE

Mr. Chairman, I commend you for convening today's hearing on Medicare capital
payment policy. I also commend Dr. Wilensky and her staff for the Herculean task
they have accomplished in developing the proposed regulations. I know that it was a
thankless task, and that it will continue to be difficult as you seek to refine the
regulations.

For a number of years we have struggled over the issue of reimbursement for cap-
ital related costs under the Medicare program. During that time, I have been in the
unique position of representing a State which has one of the most stringent health
planning requirements in the nation. Rhode Island utilizes a Certificate of Need
process that determines both a project's medical necessity and affordability within
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an aggregate upper limit on Statewide capital payment growth. In other words, a
Statewide cap on capital expenditures. As a result, Rhode Island has what may be
the oldest hospitals in the country.

For a number of years, the Hospital Association of Rhode Island has advocated
folding hospital payments for capital related costs into Medicare's prospective pay-
ment system. They have asserted that by incorporating capital reimbursement into
PPS, they would be in a better position to make long term plans for new capital
expenditures. They have, with a few reservations and recommendations, expressed
support for the proposed regulations.

I thank Dr. Wilensky for her efforts and look forward to working with her to help
address the needs of hospitals and in working toward implementation of the regula-
tions.

PREPARED STATEMENT OF JEPTHA W. DALSTON

Mr. Chairman, it is an honor to be invited to testify before the Senate Finance
Committee on the issue of Medicare capital payment policy. I am Jeptha W. Dal-
ston, Ph.D., President and Chief executive Officer of Hermann Hospital. Hermann is
a member of the AAMC Council of Teaching Hospitals, and I appear today on behalf
of Hermann Hospital and its trustees as well as the nation's major tertiary care/
teaching hospitals. Before I outline the AAMC's position on Medicare capital pay-
ment policy, I would like to discuss the impact of the proposed capital regulation on
Iermann Hospital.

Hermann Hospital, located in Houston, Texas, is the major teaching hospital af-
filiated with the University of Texas Health Sciences Center at Houston. Using the
Health Care Financing Administration's (HCFA) capital payment model, Hermann
calculates that under the proposed regulation it will lose $2.5 million in Medicare
payments during the first 5 years of the proposed regulation's implementation. This
loss reflects capital costs for existing capital and does not include the completion of
a new capital replacement project. The more important issue, however, is the $8.2
million loss which Hermann will experience as it proceeds with the mandated hospi-
tal replacement project. Hermann Hospital urges the Senate Finance Committee to
consider the equity of HCFA's proposed capital regulation because it unfairly penal-
izes an institution that:

* provides $3.2 million in uncompensated care last year based upon the costs of
the care, with 26.3 percent of its total patient population having no payment re-
sources or being Medicaid patients. For my purposes here today, the $31.2 million
includes patients with no resources and Medicaid contractual deductions;

• maintains an occupancy level close to 80 percent of total capacity, with 15 per-
cent Medicare inpatient discharges;

* treats a sicker than average population of Medicare patients, with a case mix
index of 1.60;

* furnishes health care services to 8800 Medicaid inpatients annually, accounting
for 20 percent of Hermann's patient population, and is one of the ten largest Medic-
aid providers in the State of Texas;

* participates in the Medicare program as a disproportionate share hospital with
a 39 percent disproportionate share factor;

* trains over 300 residents; and,
e provides an environment for biomedical research.
These characteristics constitute the type of hospital that bears the greatest

burden of this proposed regulatory change. High occupancy, the provision of exten-
sive community service, and quality medical education should not be the character-
istics of the hospitals penalized. While the regulatory initiative is intended to elimi-
nate excess capacity and may drive some hospitals out of existence, this hospital
and others like it are not the proper targets.

Each hospital's capital structure is unique based upon its history and the chang-
ing demands of its services. Capital expenses change from year to year. Hermann is
moving from a ten year period of relatively low capital expenditure to a period of
increased capital expenditure beginning in 1992. The extent of change in capital
costs for Hermann is not addressed by HCFA's proposed capital payment formula.
Hermann's plant and equipment have been depreciated almost 50 percent. For the
past 5 years Hermann has been planning a $100,000.000 major renovation project to
replace a 40 year old structure which does not meet Federal and State health and
safety codes as well as the Joint Commission on Accreditation on Health Organiza-
tions requirements.



Replacing an antiquated pavilion will require more than $100,000,000 in capital
expenditures over the three year period, 1992-1994. As a result of this needed re-
placement facility, Hermann will experience a 50 percent increase in its total plani
and equipment base. However, under the HCFA proposed formula, Hermann capital
payments are determined using the "hold harmless" provisions. By year 6, the
"hold harmless" methodology will result in capital payments based 100% on the
Federal rate with no recognition of actual hospital costs. Thus, the "hold harmless"
methodology provides

Hermann Hospital with less revenue than the hospital-specific/federal blend al-
ternative. The chart attached to this testimony demonstrates the impact of this
point in dramatic fashion. Consequently, Hermann Hospital believes that the "hold
harmless" approach should not be mandatory. See attached chart. Hospitals should
be given the option of either the blended transition rate or the "hold harmless"
rate.

As of April 30, 1991, $200,000 has been spent on out-of-pocket costs associated with
the major replacement program. These costs are attributed primarily to architectur-
al fees. Hermann's capital project is expected to be completed in 1994. Therefore,
although Hermann has a significant capital project underway. it will not be recog-
nized as old capital under the proposed regulation. Thus, the new facility will in-
crease the capital payment deficit for Hermann Hospital.

The facts above briefly describe the situation of Hermann Hospital and the ad-
verse consequences of HCFA's proposed capita.' payment regulations. The AAMC
recommendations for modifying the HCFA proposal will help teaching hospitals, in-
cluding Hermann Hospital, continue to meet their capital obligations. While the As-
sociation is opposed to payment for Medicare inpatient capital costs on other than a
cost basis, the AAMC acknowledges that OBRA 1987 requires capital payments to
be folded into the Medicare prospective payment system (PPS). The AAMC is con-
cerned that the HCFA's proposal does not adequately consider existing variation in
capital costs both within and among groups of hospitals. Despite extensive analyses
by the Prospective Payment Assessment Commission (ProPAC) and others, much of
the variation remains unexplained. In its May 15, 1991 report to Congress, "Medi-
care's Capital Payment Policy," the Commission notes thvt:

... because of the periodic nature of capital investments and other factors,
including use of debt financing and scope and scale of services, capital costs
vary widely across hospitals. Urban, teaching, and large bed size hospitals,
for example, tend to have higher than average capital costs. However, the
capital cost variation within these groups of hospitals is almost as great as
the variation among these groups. All of these factors contribute to the dif-
ficulty of developing a prospective, per case capital payment system, based
on average costs, that would not be too disruptive to the hospital industry.
(Executive Summary p.1.)

A Medicare prospective paymen'. system for capital is insensitive to a hospital's
capital cycle and disconnects capiUl payments from the actual cost of acquiring cap-
ital. If capital is incorporated into PPS, hospitals will essentially change from oper-
ating under a capital recovery policy (reimbursement) to a capital formation policy,
where the hospital would be required to save money to invest in capital. Prospective
payments for capital may be detrimental to those hospitals with old physical plants
that may receive more funds under the Federal rate, but will be unable to save
enough funds to update their plant. Prospective payments to hospitals with new
physical plants may be less than the hospitals' debt services. These hospitals would
have to borrow against future payments to cover initial shortfalls in capital pay-
ments, causing these institutions difficulties in saving for future capital projects.

Should the Congress choose to allow the HCFA to incorporate capital into PPS,
the AAMC believes five major deficiencies in the HCFA's proposal should be cor-
rected in the final rule:

I. Include an indirect medical education (IME) adjustment for capital costs;
II. Recognize the higher capital costs per case for urban hospitals compared
to rural hospitals;
III. Extend the exceptions policy beyond the transition-period; .. ..
IV. Expand the narrow definition of "old capital;" and,
V. Establish a permanent payment floor.

Each of these recommendations is described below. Additionally, this testimony
addresses several other aspects of the proposed rule, including the inadequacy of the
updates used to adjust hospital capital costs from 1988 to 1992, and burdensome rec-
ordkeeping requirements.



I. THE NECESSITY OF AN INDIRECT MEDICAL EDUCATION ADJUSTMENT

The AAMC strongly recommends that the Congress and the HCFA include an indi-
rect medical education (IME) adjustment in the prospective payment system for
inpatient hospital capital-related costs.

The AAMC represents over 350 of the nation's major teaching hospitals partici-
pating in the Medicare program. These hospitals provide inpatient services to 19
percent of all hospitalized Medicare beneficiaries, and 29 percent of Medicare benefi-
ciaries in the 25 DRG classifications with the highest weights. Major teaching hospi-
tals have a three-pronged mission including comprehensive patient care, education
of health professionals, and provision of an environment for biomedical research.
Their unique social mission causes them to have substantially different capital re-
quirements than non-teaching hospitals. Sixty percent of the non-federal members
of the AAMC's Council of Teaching Hospitals (COTH) operate trauma centers, com-
pared to only 12 percent of all other hospitals. Similarly, 55 percent of non-federal
COTH members provide organ and tissue transplant services compared to only 9
percent of all United States' hospitals. Further, teaching hospitals are medically
and technologically innovative and are responsible for introducing and establishing
new and more effective diagnostic and treatment options. After evaluation in major
medical centers, many of these innovations are adopted in other provider settings.

Since the inception of PPS, the Congress has consistently recognized that the ad-
ditional missions of teaching hospitals increase their costs and has supplemented
Medicare inpatient operating payments to teaching hospitals with the IME adjust-
ment. The IME adjustment should also apply to capital payments except for the in-
clusion of an IME adjustment, the HCFA's payment model for capital costs parallels
the payment model for operating costs. The HCFA proposed capital methodology ad-
justs the Federal capital payment rate for hospital case mix, hospital wages, large
urban area, and percentage of low income patients. These types of adjustments are
also applied to those used for the HCFA's operating cost payments.

ProPAC's analysis of hospital capital costs shows that teaching hospitals tend to
have higher Medicare inpatient capital costs. The higher capital costs reflect their
widely-acknowledged role in the evaluation and early dissemination of new technol-
ogy. It is neither logical, nor is it prudent public policy, to fail to recognize cost dif-
ferences when they are associated with capital expenditures.

In its May 15, 1991 report to Congress, ProPAC accepted the HCFA's proposal
subject to several modifications. The Commission recommends a payment system
that eliminates the distinction between capital and operating payments to hospitals,
applying the same payment adjustments to capital as operating payments, and in-
cluding an IME adjustment paid at the current level. ProPAC further recommends
that the disproportionate share adjustment (DSH) for capital costs be made identical
to the operating DSH adjustment. Thus, all hospitals receiving IME and DSH pay-
ments under the operating cost PPS formula would also receive those adjustments
to their capital costs.

The AAMC agrees with ProPAC that an IME adjustment at the same current
poJicy level for operating payments should be made part of the PPS system for cap-
ital costs. Descriptive data presented by ProPAC show teaching hospitals have
higher costs than other hospitals. (See Medicare's Capital Payment Policy p. 60)
This recommendation is also supported by the following two major observations:

e The statistical analysis on which the HCFA based its decision to exclude an
IME adjustment is flawed. The 1TCFA analysis results in a substantial understate-
ment of the higher capital costs of teaching hospitals. The HCFA's proposal states
that:

we are not proposing to make an adjustment for the indirect costs of medi-
cal education because the results of all our capital regressions consistently
indicated that the teaching variable was negative and statistically signifi-
cant. All else being equal, teaching hospitals have lower capital costs than
non-teaching hospitals. This indicates that the other variables more than
account for the higher capital costs of teaching hospitals. (See 56 Federal
Register at p. 8482, 8485.)

Yet in the final regression specification provided to the AAMC by the HCFA staff
at an April 10, 1991 meeting, the coefficient on the measure of teaching level is posi-
tive, although not statistically significant. The AAMC believes that the coefficient
on the teaching variable would remain positive and become significant (thereby
showing that the capital costs of teaching hospitals are significantly higher than
non-teaching hospitals) in properly specified regression models.



In conducting its analysis, the HCFA used different models to explain the varia-
tion in Medicare capital costs. Six variables included in the HCFA regression analy-
ses are excluded from the payment model regression. The result of using an analytic
approach which is inconsistent with the payment model is that capital costs of
teaching hospitals are substantially understated. The positive and not statistically
significant coefficient on the teaching variable was obtained in a regression specifi-
cation including many variables that reflect the higher capital costs of major teach-
ing hospitals in urban areas. These variables include three measures of the age of
capital (calculated separately for fixed and movable assets), two measures of capital
financing (the ratios of total liabilities to total assets, and current assets to total
assets), and hospital occupancy. Including these variables in regression analyses re-
duces substantially the positive coefficients on the teaching level and urban varia-
bles.

* The HCFA's own simulations show that major teaching hospitals would be
among the few groups of hospitals paid less than their actual capital costs. The
HCFA projects that major teaching hospitals would receive 3.7 percent below their
actual capital cost per case, or 4.5 percent below their standardized capital cost per
case under the 100 percent adjusted Federal rate (Table 6, 56 Federal Register 8511).
Major teaching hospitals are one of only four types of hospitals, among 23 types
identified in the HCFA's analyses that show consistently negative results.

Hospitals will become "winners" or "losers" under the HCFA's capital payment
system. Payment systems based on averages must include payment adjustments
that account for differences in costs. To place major teaching hospitals among the
"losers" is to put in jeopardy much of what those hospitals contribute to the health
care delivery system. Where a hospital falls should reflect the strengths and weak-
nesses of its capital decisions, not the hospital's role in the health care system.

II. THE URBAN DIFFERENTIAL

The AAMC strongly recommends that the Congress and the HCFA increase the ad-
justment for urban hospitals from 1.6 percent to at least 6.9 percent.

In the Medicare operating PPS, the Congress has consistently recognized the
higher costs of urban hospitals. The HCFA's own analysis indicates that urban hos-
pitals' capital costs are 8.7 percent higher for hospitals located in large urban areas
and 6.9 percent higher for hospitals located in other urban areas. However, the
HCFA's proposed capital payment system provides an adjustment of only 1.6 per-
cent for hospitals located in urban areas, significantly understating their substan-
tially higher capital costs. The HCFA's proposed "urban" adjustment of 1.6 percent
is inadequate for two reasons. One reason is because of the inconsistency between
regression analysis and the payment models. The second reason is an arbitrary re-
duction of the urban adjustment based on the assumption that "differences in cap-
ital financing and age attributes (will) even out over time." The AAMC does not
agree with the appropriateness of the assumption. Major teaching hospitals have
fundamentally different capital structures associated with their acquisition of state-
of-the-art equipment and technology.

Tables 1 and 2 at Federal Register page 8484 report the results of analyses com-
paring expected capital payments (assuming several different values for the urban
adjustments) and PPS-5 actual costs per case. Using the values obtained in regres-
sion analyses (an 8.7 percent adjustment to hospitals in large urban areas and a 6.9
percent adjustment to hospitals in other urban areas) results in payments to hospi-
tals in large urban areas nearly equal to PPS-5 actual costs per case (0.04 percent
reduction). Hospitals in other urban areas would be paid less than one percent
above their actual capital costs. Therefore, an urban adjustment of at least 6.9 per-
cent is appropriate to recognize differences in capital costs between urban and rural
hospitals.

In its payment simulations, the HCFA "standardizes" the costs of capital, assum-
ing that all hospitals should have capital of equivalent age and financing. This
standardization is the major rationale for both reducing the large urban area adjust-
ment to 1.6 percent and for eliminating the other urban area adjustment. The Con-
gress should require the HCFA to eliminate this standardization. While the HCFA
does "not believe that it is appropriate to recognize the effect of these variables in
the payment system for the long run .... " the AAMC believes that legitimate dif-
ferences in the capital structures of hospitals should be recognized. Urban hospitals
serve different functions in their comrthunities and are characterized by a very dif-
ferent mix and use of capital.

The AAMC believes that the lack of an IME adjustment and an understated
urban adjustment will severely harm teaching hospitals by undercompensating
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them for the payment of inpatient capital costs, placing these unique institutions at
a disadvantage. The AAMC believes that the Congress will find support for our pro-
posals to include an IME adjustment and increase the urban differential by examin-
ing additional regression analyses which use the variables in the proposed capital
payment model (i.e. excluding measures of capital age, capital financing, and hospi-
tal occupancy) by:

* allowing the coefficients on the urban measures to vary (i.e. not restricting
the large urban area variable to its proposed payment level of 1.6 percent); and,
.including more powerful indicators of hospital capital structure such as teach-
ing level or a "high-technology" measure.

In addition, the HCFA should conduct research using all simulations with unstan-
dardized data so that legitimate differences in capital intensity, age and financing
are recognized in the capital payment model.

III. EXCEPTIONS PAYMENTS

The AAMC strongly recommends that the capital payment policy be modified with
respect to exceptions payments.

The HCFA has proposed the creation of additional payments or "exceptions" for
hospitals with very high capital costs, for qualified urban hospitals with more than
100 beds and a disproportionate share percentage of at least 30 percent and for
rural sole community hospitals. The exceptions payments are scheduled to be elimi-
nated at the end of the 10-year transition period. The following changes with re-
spect to the exceptions should be made:

A. Exceptions should be based on submitted not final cost reports. The HCFA's
proposal requires exceptions payments to be based on data from final cost reports.
Because it frequently takes 2-3 years from the time a cost report is submitted until
the audit is final, hospitals would be disadvantaged by the delay. In addition, inter-
mediaries are required to verify a hospital's qualification for an exceptions payment
and the amount of the payment. Based on those determinations, a hospital may be
owed additional funds by Medicare or may owe money to Medicare. This delay may
also disadvantage a hospital.

B. The criteria for qualifying as a disproportionate share hospital should be
changed so that they are consistent with the criteria for operating costs. A hospital
must have a disproportionate share percentage of at least 30 percent to qualify for a
disproportionate share exception for capital costs. This is considerably higher than
what is needed to qualify as a "high disproportionate share hospital" in terms of
operating costs.

Additionally, a number of hospitals have disproportionate share percentages that
would not qualify them for exceptions payments for their capital costs, although
they receive payments as "high disproportionate share hospitals" for their operating
costs.

C Exceptions should be made for the costs of renovations that are necessary to
comply with Federal and State laws and regulations. An example of necessary ren-
ovations would be structural building improvements required to comply with the
Americans with Disabilities Act. The costs of compliance are often substantial and
the timing of the renovations are largely beyond a hospital's control.

D. Exceptions payments should be continued beyond the 10-year transition period
by establishing a mechanism for monitoring and evaluating the exceptions criteria
and the distribution of exceptions payments. The qualifying criteria should be
changed during or following the transition period to help meet the needs of certain
hospitals that continue to have high capital costs.

E. The limitation on exceptions payments should be eliminated. The HCFA pro-
poses to limit any exceptions payment to "the difference between the hospital's total
Medicare inpatient costs and its total Medicare inpatient payments . . . ' The effect
of this requirement is that many hospitals that would otherwise qualify for an ex-
ceptions payment, will receive none, thus defeating the intent of providing for ex-
ceptions payments.

IV. THE DEFINITION OF "OLD CAPITAL"

A. The AAMC strongly recommends that the definition of "old capital" be expand-
ed to include expenses that are currently considered capital-related costs, such as
leases, property taxes and the capital costs of related-organizations.

B. The AAMC strongly recommends that a hospital's planned capital assets should
be recognized as old capital. The HCFA proposed rule recognizes as old capital only
the depreciation and interest for assets reported on the FY 1990 cost report. Hospi-



tals often commit significant resources to projects before they are reported on the
Medicare cost report and these resources should be recognized.

V. A PERMANENT PAYMENT FLOOR

The AAMC strongly recommends that the HCFA establish a payment floor for
capital of no lower than 80 percent of costs.

A capital payment system based on national average payment rates will cause
large amounts of money to be redistributed, with consequences for individual insti-
tutions still unknown. A payment floor is the only mechanism that can assure pre-
dictability for institutions.

VI. OTHER ISSUES

A. The AAMC recommends with respect to the capital updates:

" the updates be increased;
" the HCFA publish the assumptions used to establish the updates; and,
" there be opportunity to provide for public comment before a methodology for

updates for FY 1996 and beyond is established.

B. The AAMC recommends that the HCFA establish separate, less burdensome rec.
ordkeeping requirements for hospitals that are paid inpatient capital costs under
the Federal rate.

It is also important for the Congress to urge the HCFA to ensure that the audits
of capital costs are conducted in a fair and timely manner. Mechanisms should be
put into place so that the transition to a fully prospective capital payment system is
closely monitored. This will provide opportunities for the HCFA, and the Congress,
to make appropriate changes in the payment system for inpatient capital costs.

SUMMARY

In summary, the AAMC believes that the current hospital-specific-cost-based
system of payment for inpatient capital costs is the most equitable system, but real-
izes that OBRA 1987 requires the HCFA to incorporate Medicare payments for inpa-
tient capital costs into the Medicare prospective payment system. The HCFA has
chosen to propose a capital payment system that closely resembles the payment
system for operating costs, thereby presaging a day when there will be one prospec-
tive system that encompasses both capital and operating costs. Therefore, it is in-
cumbent on the HCFA to treat operating and capital payments consistently.

The AAMC strongly recommends that should the Congress choose to incorporate
Medicare capital payments into the Medicare PPS, then the Congress should moni-
tor the implementation of the final rule and evaluate the impact of the new system
on the nation's hospitals.

Mr. Chairman, thank you for the opportunity to testify before your Committee on
the issue of Medicare capital payment policy. I am pleased to answer any of the
Committee's questions.
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PREPARED STATEMENT OF THOMAS R. LUGAR

Good morning, Mr. Chairman and Members of the Committee. I am Thomas R.
Lugar, Chairman of the Board of Directors of Methodist Hospital of Indiana, Inc. I
am accompanied today by John T. Fox, Senior Vice President and Chief Financial
Officer of Methodist Hospital of Indiana, Inc and Bruce B. Melchert, Vice Presi-
dent, Community & Government Affairs of Methodist Hospital, as well as Chair-
man, Government Relations Committee of the American Protestant Health Associa-
tion I"APHA"1. It is a pleasure to be here on behalf of the American Protestant
Health Association to discuss the Proposed Rules issued by the Health Care Financ-
ing Administration ("FICFA"I relating to a "Prospective Payment System for Inpa-
tient Hospital Capital-Related Costs," published in the Federal Register, 56 Fed.
Reg. 8476; 1991) (to be codified at 42 C.F.R. pt. 4121 (the "Proposed Rules").

The APHA commends you for the leadership you have shown, Mr. Chairman, in
your willingness to confront this issue. In addition, APHA applauds Dr. Wilensky
and her staff at HCFA on a very open process in developing these regulations which
are markedly better than those published by HCFA in 1987. Although we steadfast-
ly continue to believe that no change from the current system is necessary, we be-
lieve these Proposed Rules, together with the changes which I will propose today,
will be workable, but probably only in the short run. We anticipate that changes to
this new capital payment policy will inevitably follow, as did certain changes to the
basic PPS law adopted in 1983. We appreciate the opportunity to discuss these pro-
posed changes with all of you.

AMERICAN PROTESTANT H HEALTH ASSOCIATION AND METHODIST HOSPITAL

The American Protestant Health Association V"APHA") is a national association
of church-related, not-for-profit hospitals, health systems and homes for the elderly,
comprising nearly 5{)0 institutions. APHA hospitals include a significant number of
major teaching hospitals and disproportionate-share hospitals, At the same time,
there is a very substantial number of small urban or suburban facilities, as well as
some rural hospitals. Because our average capital cost per case is over $900, the pro-
posed changes in the Medicare capital payment policy will have a large negative
effect on a substantial number of hospitals and will benefit favorably only a few.

A member of the APHA, Methodist Hospital of Indiana, Inc. i"MHI") is a not-for-
profit, general acute care teaching hospital located in Indianapolis, Indiana. MHI
has a licensed bed capacity of 1,175, with 43,056 inpatient discharges and 884,793
outpatient occasions of service for Fiscal Year 1991, which makes the hospital the
largest provider of health care services in Indiana. MHI provides comprehensive
health care services to its patient population involving primary, secondary and terti-
ary care services on an inpatient, referred, clinic and emergency outpatient basis.
The hospital provides organ and bone marrow transplant services and operates a
hospital-based emergency medical helicopter service.

MHI has made a commitment to provide a quality health care delivery system to
the growing needs of Indianapolis and Central Indiana. In analyzing the market,
MHI anticipates that within five years, inpatient discharges will increase to 47,460,
over a 10% growth, and outpatient occasions of service will be 950,000, over a 7%
increase. During the past fiscal year, the hospital provided over 27 million of un-
compensated services to the indigent. Medicare comprises approximately 40% of the
inpatient service with an average capital cost per discharge of over $1,200.

The proposed change in the Medicare capital payment policy will have a substan-
tial negative impact on MHI, and hospitals like it, and will limit the ability to pro-
vide quality health care to the communities which we serve.

As more fully discussed below, while we do not believe that any change from the
current system is either necessary or reasonable, the APHA believes that the Pro-
posed Rules should be revised to provide protections regarding a number of issues.

BACKGROUND

The Omnibus Budget Reconciliation Act of 1987 (Pub. L. No. 100-208, Section
4006(b)) mandated that, capital payments be incorporated into Medicare's prospec-
tive payment system ("PPS") by October 1, 1991. This system would replace the cur-
rent reasonable cost-based payment methodology for capital-related costs. That legis-
lation was based on capital data from FY 1985, the first year in which most hospi-
tals were fully in PPS. At that time, under PPS, there were substantially higher
margins than there are today and all PPS hospitals were still under 100% capital
cost reimbursement.



PROPOSED RULES

The Proposed Rules would establish a standard Federal rate for all capital-related
inpatient hospital costs based on the estimated FY 1992 national average Medicare
capital costs per discharge for hospitals paid under PPS. Certain adjustments would
be made. Based on the FY 1990 cost report, hospital-specific payment rates would
also be determined for all hospitals. The Proposed Rules provide a ten-year transi-
tion period for a blend of Federal payments and hospital-specific payments to a fully
Federal payment rate. Dur':,g the transition period, hospitals that have an FY 1990
hospital-specific rate for capital above the Federal rate will receive payment under
a "hold-harmless'" methodology, which is the higher of either: 90 percent of the"old" capital costs, adjusted for budget neutrality, plus a payment for new capital
costs based on a proportion of the newly created Federal rate; or 100 percent of the
Federal rate (or the applicable blend of hospital and federal, whichever is lower).

For ex,;,nple, in the first year of the proposed transition, payment rates would be
90 percent hospital-specific and 10 percent Federal. Thereaftt., the hospital-specific
portion would drop by 10 percent a year and the Federal rate would be increased by
the same percentage. Eventually, hospitals would be paid a 100 percent Federal
rate. Hospitals with a hospital-specific rate below the Federal rate are to be paid a
blend of the Federal rate and their estimated hospital-specific rate trended forward
each year. Under either method, there are exceptions for certain hospitals: GT3i.e.,
rural sole community hospitals and large urban hospitals with low-income patient
percentages of over 30 percent.

For FYs 1993 through 1995, the Federal and the hospital-specific rates will be up-
dated based on actual increases in the capital-related costs per case per discharge
that occur two years pi \ious to the current Federal fiscal year. Thereafter, the
update will be determined through a capital "market basket," an index that takes
into account new technology and changes in capital requirements. In addition, ag-
gregate capital payments in FYs 1992 through 1995 must be budget neutral.

Under the Proposed Rules, "old" capital is defined as allowable Medicare inpa-
tient depreciation and interest expenses for capital assets maintained on the hospi-
tal's premises and reported as being used for patient care on the hospital's FY 1990
Medicare cost report. Not included in "old capital" are leases, rentals, licenses, roy-
alty fees, insurance, taxes, and related organization capital costs for assets not
maintained on the hospital's premises.

APHA PROPOSED CHANGES

First, hospital leasing costs for equipment and buildings are specifically excluded
in the definition of "old" capital (but included in the "new" capital definition). This
must be changed since today most responsible hospital administrators lease high
technology equipment with a payout period of two to five years. As technology is
continually evolving, hospital administrators do not want to be left owning an obso-
lete piece of equipment. A one-time audit by the fiscal intermediary could be done
to identify such qualifying leases. We also believe that insurance, licenses, taxes and
related organizational expenses should be included in the definition of old capital.
Indeed, it is estimated that only about 60 percent of a hospital's "old" capital will be
reimbursed under the hold-harmless provision. Hospital leasing costs should be in-
cluded in the hold-harmless scheme.

Second, the Proposed Rules require that old capital projects, to qualify for the
transitional 10-year hold-harmless payment, must be identified in the FY 1990 cost
report. We believe that this provision is needlessly restrictive, and that a fairer defi-
nition is found in the old Section 1122 cost containment and quality control rules
published by HCFA in response to the 1972 Medicare amendments, but which were
repealed in 1987 with the demise of health planning. In those Section 1122 regula-
tions, the capital expenditures include a "force account expenditure," approved by
the facility board which exceeds $100,000; $100,000 in 1972 dollars relates to ap-
proximately $300,000-$400,000 today. We believe that represents a fairer application
of the definition of old capital and one with which most hospital administrators are
familiar. In addition, we believe that the definition of old capital should include cap-
ital assets, the costs of which exceed the threshold limit, for which the hospital has
made a commitment. Accordingly, while we support the alternative approach in the
Proposed Rules that defines obligated capital where a hospital has demonstrated fi-
nancial commitment by incurring substantial expense, we believe the $750,000 level
is inconsistent with today's capital spending decisions and urge a more realistic
number in the area of $300,000-$400,000.

In addition, we believe the legal commitment date and completion dat, should be
flexible based upon the types of facilities. Major regional treatment centers and



teaching institutions must be protected from t ie uncertainties of the proposed rules
and the vagaries of the construction industry. A more realistic commitment date
would be September 30, 1991 with a completion date of December 31, 1994.

Third, there should be a real hold-harmless provision either mandated by the.
Congress or adopted in the Final Rule. We suggest two changes to the current for-
mula. We strongly believe that a permanent payment floor should be imposed so
that no hospital would receive less than 80 percent of its capital costs (capital costs
less 20 percent). In addition, there should be a special payment floor established for
sole community hospitals and rural primary care hospitals somewhere between the
permanent payment floor for all hospitals and 100 percent of costs. The inherent
problem of imposing an average capital payment policy on all hospitals is that all
hospitals are not the same, especially with regard to capital. Capital is cyclical in
nature and affects each hospital differently. Accordingly, there needs to be an equi-
table mechanism built in that will level the peaks and valleys of an averaging
system. Implementation of a permanent payment floor below which inpatient cap-
ital payments could never fall would help to significantly reduce risk by limiting
the shortfalls that any individual hopTiFl could experience under the proposed pay-
ment system.

In addition, the current formula under the hold-harmless provision should be
changed to enable the hospital to receive the higher of the applicable blend or 100%
of the Federal rate, rather than the lower. This would allow institutions, during the
years of capital transition, to blend Hospital Specific Rates and Federal Rates
rather than expedite the 100% fully Federal methodology prior to the end of the
blend period. This will provide protection to the institutions on a more realistic
basis.

Fourth, we strongly suggest that hospitals be allowed to elect not to go under the
hold-harmless provision and be paid under the Fully Prospective Payment Method-
ology Blend. Depending upon a hospital's capital cycle and patient acuity, a one-
time election to go directly to the prospective system could accomplish the goal
without disturbing budget neutrality or creating uncertainty in the system. In addi-
tion, the cost reporting requirements under the hold-harmless provision are very ex-
tensive and cumbersome for both the hospital to maintain and the fiscal interme-
diary to audit for each year during the transition period. Such time-consuming
record-keeping and auditing could be eliminated if hospitals were given the option
to opt out of hold-harmless.

Fifth, the Secretary's discretion to unilaterally determine and implement the cap-
ital update must be circumscribed. Under the Proposed Rules, taking into account
budget neutrality and the capital market basket, the Secretary, after FY 1995, could
impose a zero capital update or a lower capital update number in FY 1996 than a
hospital had in FY 1993. The methodology for updating the payment rates after FY
1995 must be clearly articulated in the proposed payment system so that hospitals
can reasonably project the long-term impact of the Proposed Rules. Specifically, the
methodology should provide for updates that ensure that Medicare capital outlays
after FY 1995 are equal to 100 percent of capital costs in those years, after budget
neutrality at 90 percent of costs has expired.

Sixth, the Proposed Rules provide for all transfers to be counted as discharges for
the base period, which suggests that all future transfers will also be counted as dis-
charges for consistency purposes. This also seems to suggest that the proposed Fed-
eral rate is adjusted for the inclusion of transfer patients, which would substantially
dilute the Standard Federal Payment Rate to large non-transferring institutions.
Under this rule, a conflict may exist for some hospitals-whether to keep the pa-
tient and treat him or her or to transfer the patient and perhaps put the patient at
risk. This could result in an added expense to the Federal government and the
larger institutions which receive transfer patients. We suggest that transferring hos-
pitals receive a payment which is representative of the services consumed at the
facility, this payment system can be structured similar to DRG transfer payments
made unde- the PPS system, and that hospitals which receive transfer patients be
reimbursed the full capital payment.

Seventh, HCFA has developed one National Standard Federal Payment Rate. We
believe that a system of having only one rate significantly distorts the payments
made to large urban health care providers and to small and rural providers. We
recognize HCFA's intention to protect the special needs of the rural and sole com-
munity providers, but we believe- rotective measures have already been in-
stalle in the Proposed Rules and do not need to be coupled with the Federal pay-
ment Rate at the expense of the large urban hospitals.

We believe that, for large tertiary providers, the average reimbursement under
the proposed policy will be so significantly below the capital cost of providing serv-



ices that the ability to provide adequate and quality services in the future will
become questionable; small rural areas, however, will be provided with payments in
excess of their costs and, therefore, their needs.

We recommend that the Standard Federal Payment be divided into three separate
rates for large urban, other urban and rural hospitals and that such amounts would
be specific to each of-the nine geographic regions established by HCFA. Upon estab-
lishing the various Regional Standard Payment Rates, the case mix index could be
applied to adjust the payment to reflect services that the institution provides. With
only one Standard Federal Payment Rate, the case mix index alone is not sufficient
to reflect the cost per discharge between major acute care providers and rural gen-
eral providers. The variance in the weights, without a variance in the Federal Pay-
ment Rate, will not adequately reflect the capital needs or necessary capital spend-
ing of those institutions with longer lengths of stay and greater intensity of services.
If the standard Federal amount is not adjusted by region and type of provider, there
must be another mechanism added to the current formula to adjust the base or
undue substantial gains will be made by the low discharge service providers.

Finally, such Federal payment should not be adjusted by the wage index, as cap-
ital costs are largely non-labor equipment expenditures. We believe that a system
based upon standard federal payments by geographic region, as noted above, is a
better geographic payment adjustment than the wage index.

DISCUSSION

The PPS with incorporated capital will not be directly responsive to hospital and
community characteristics that affect a hospital's need for capital. New substantial
capital expenditures, i. e., renovations and expansions, are not anticipated under the
Proposed Rules. In addition, some anticipated expenses must be included in the
methodology for the capital update. For example, the American Hospital Associa-
tion estimates that over the next eight years the financial impact of the Americans
with Disabilities Act on the hospital industry will be approximately $81.75 billion in
capital expenditures. These appropriate and valid adjustments for capital spending
must be considered and accommodated for in the Final Rule.

It is important for the policy-makers to consider the classes of hospitals that could
be adversely affected by the Proposed Rules. Some of these hospitals, in fact, are
hospitals that were created under the Hill-Burton Act, 42 U.S.C. § 291-291o-1 (1944).
In an effort to assist States in carrying out their programs for the construction and
modernization of public and other non-profit community hospitals and to furnish
adequate hospital, clinic, or similar services to the people, the stated intention of
the Hill-Burton Act is that Federal monies be appropriated for the construction of
such projects, as well as for the development of new or improved types of physical
facilities for medical, diagnostic, preventive, treatment or rehabilitative services. A
prospective payment system for capital suLh as the one proposed effectively will un-
dermine the stated Congressional declaration of purpose of that Act. Many commu-
nity-based Hill-Burton hospitals will be very adversely affected by these Proposed
Rules. Hopefully, in the Final Rule, HCFA will reconcile these two conflicting poli-
cies.

The changes being brought about by the Proposed Rules will have a disparate
impact on a wide range of hospitals. As indicated, some of these effects are antici-
pated, while others are not. This inevitably-will cause uncertainty among hospital
administrators, particularly at a time when they are struggling with the issues of
health care reform. For example, at Methodist Hospital, we have estimated that
under the Proposed Rules we will lose $20 million over an eleven year period. This
illustrates vividly the necessity for a permanent payment floor. We at Methodist
Hospital are particularly concerned that the Proposed Rules do not address teaching
hospitals and the additional costs related thereto. We believe that either the indi-
rect medical education formula needs to be adjusted to include the additional cap-
ital expenses, or that an adjustment factor be established and applied to the Federal
Payment Rate for teaching institutions. In addition, we anticipate the need to
expand some of the existing facilities so that the hospital can remain committed to
providing quality health care.

On the other hand, another member of APHA, Christian Health Services of St.
Louis, Missouri, which includes four rural and four urban institutions, anticipates
that its facilities will all gain under the Proposed Rules. For example, the estimated
total amount of gain for these institutions is $8.6 million. For each of the hospitals,
the Federal rate is in excess of the hospital specific rate Based on these estimates,
all of these hospitals will be paid under the fully prospective payment methodology
at a rate higher than under the reasonable cost methodology. The disparities be-
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tween these two systems-Methodist and Christian-should be addressed and allevi-
ated.

Yet, despite the fact that the financia' state of the institutions of Christian
Health Services will improve, Christian Health Services does not fully support the
Proposed Rules. A major concern of Christian Health Services relates to the uncer-
tainty of estimating future payments because the Proposed Rules are vague and un-
derinclusive, i.e., the manner in which updates are to be calculated beyond FY 1995
is uncertain and the definition of old capital is inadequate. The ability of these insti-
tutions to do long-term planning for expansion and rehabilitation is clearly under-
mined by the Proposed Rules, and also demonstrates the need of the permanent
payment floor.

In addition to the changes we propose today, we specifically endorse the recom-
mended changes of the Prospective Payment Assessment Commission ("ProPAC"),
the American Hospital Association and the Catholic Health Association. Under the
Freedom of Information Act, by letter dated May 17, 1991, we have requested copies
of and access to any and all records, documents or other information HCFA has in
its possession that pertain in any way to the Proposed Rules.

CONCLUSION

For all the reasons we have stated today and expressed to HCFA in our formal
comment letter, we urge you, Mr. Chairman, and all of the members of this Com-
mittee, to reconsider the necessity of implementing a prospective payment system
for capital costs; however, if Congress determines that capital is to be reimbursed on
a prospective basis, APHA supports the adoption of modifications to the proposal in
order to reduce the adverse impacts on the health care system.

Thank you for the opportunity to appear today and I will be pleased to respond to
any questions you and your colleagues might have.
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PREPARED STATEMENT OF JACK W. OWEN

Mr. Chairman, my name is Jack W. Owen, interim president of American Hospi-
tal Association. On behalf of AHA's nearly 5,400 member hospitals, I am pleased to
testify on the proposed prospective payment system for Medicare inpatient capital-
related costs.

GENERAL CONCERNS

We have grappled with the issue of how to design a fair payment system for hos-
pital investment in the plant and equipment for Medicare inpatient care since the
implementation of the Prospective Payment System (PPS). While this capital pro-
posal is a significant improvement over its predecessors, it is nevertheless fraught
with many of the same problems of previous capital payment proposals. The poten-
tial benefits of a prospective payment system for capital, in terms of organization,
delivery, and cost of health care, should outweigh the disruption brought about by
its adoption. AHA does not believe that this proposal, as it is currently structured,
meets that test, and we strongly oppose the implementation of this proposed rule.

Before discussing our specific concerns about and recommendations for improving
the proposal, let me tell you why we question the need for a prospective payment
system for Medicare inpatient capital costs. Hospitals already have significant in-
centives to closely evaluate capital expenditures. Operating expenses constitute
about 90 percent of hospitals' costs for the care of Medicare beneficiaries, and these
costs are already paid on a prospective basis. capital expenses make up the remain-
ing 10 percent of costs and are currently paid on a discounted cost pass-through
basis, such that hospitals receive only a portion of these expenses. Hospitals have
already experienced shortfalls of several billion dollars under Medicare's discounted
pass-through system and will continue to do so under current law.

Capital spending decisions are not made in a vacuum nor are they based on how a
single payer, such as Medicare, reimburses capital costs. They are based on a varie-
ty of considerations including community need and the overall financial condition of
the institution. The low margins hospitals are currently experiencing under PPS are
forcing hospitals to choose those investments in patient care that make the most
sense over the long term. As a rule, hospital managers and trustees go through an
extensive review process to see whether the necessary demand for the service is
there to support the investment.

National data reflect this conservative attitude toward capital spending. Since
1984, capital costs have averaged about 9 percent of operating costs. Further, year-
to-year increases in capital costs per adjusted admission have declined from over 11
percent during the mid-1980s to slightly more than 8 percent last year.

One argument cited for changing capital payment policy is that the payment
system should provide incentives for sharing capital resources, thereby curtailing
unnecessary duplication of equipment. In many hospitals this is already occurring.
More and more, hospitals are teaming up to provide services to their communities.
In some situations, however, it just isn't practical to share capital resources. Trans-
ferring an inpatient to another facility or central community location for diagnostic
tests presents logistical problems, not to mention the disruption to the patient and
the potential threat to a patient's condition.

Another argument for changing capital payment policy is that the new policy
would encourage hospital consolidation and result in more efficient delivery of care.
Again, this is already occurring in many areas. More than 82,000 hospital beds have
been removed from service since 1983. In addition, there were over 300 hospitals in-
volved in mergers, consolidations, acquisitions, or other similar transactions be-
tween 1980 and 1990. In other areas such consolidation may not be feasible. There
are many communities where there is only one hospital. In areas with more than
one hospital, some consolidation has already occurred, but a more significant bar-
rier to consolidation than the payment system has been Federal anti-trust laws.
There is anecdotal evidence that beneficial sharing or consolidation arrangements
have been curtailed or simply not considered because of Federal barriers.

In short, prospective payment for Medicare inpatient capital costs does not offer
communities, patients, or providers any benefit over the current payment system.
Incentives are now in place to ensure that hospitals make wise investments in
future patient care. In our view, the proposal will merely add to the disruption and
disarray of our nation's health care system. Many hospitals will be hurt under this
rule not because of their relative efficiency, but because the payment system is
based on averages. Yet, there are no "average" hospitals. capital dollars will be
shifted without policy justification and will only exacerbate the problems of PPS at
a time when hospital resources are already stretched to the limits.
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KEY PROBLEMS

There are three major problems with the proposed rule as it is currently struc-
tured that we believe will undermine both the system itself and hospital financial
conditions.

Predictability of Payment
Predictable payment is critical for capital decision-making, because capital re-

quires large, up-front financial commitments. In modeling the proposed rule using
projection factors provided by HCFA, AHA and other hospital associations project
different impact from the proposed rule than does HCFA. In particular, there are
major differences in projections of aggregate payments to hospitals, even in the first
year of the payment system. consequently, we are concerned that many of the fac-
tors and assumptions used to design the payment system ma be inaccurate. We are
particularly concerned about how the payment system in the future might be modi-
fied by HCFA should the assumptions upon which the regulation is based turn out
to bear little relationship to reality. Hospitals that appear to benefit from the new
policy may benefit only "on paper" and may in the future face severe payment
shortfalls. These major conflicts in estimating the impact raise real questions about
what payments to hospitals actually will be in the future. Hospital managers and
lenders will face considerable doubt in trying te predict a revenue stream under this
rule.

Adequacy of Payment
The proposed payment system may not provide adequate payments to hospitals

for several reasons. First, according to projections by CBO, national trend factors by
AHA, and analyses by the prospective payment Assessment commission (ProPAC),
the proposed rule appears to have underestimated capital growth between FY 1988
and FY 1992, making the per case base rate in FY 1992 lower than it should be.
Second, the rule does not make explicit the method for updating payment rates
after FY 1995 and only adds to the uncertainty of this rule for hospital decision-
making. Third, in FY 1996, it is projected that aggregate capital payments will
equal only 93 percent of costs. Unless payments after FY 1995 are made budget neu-
tral to 100 percent of costs, payments may not be adequate, and spending potential-
ly could be set at artificial levels due to congressional scoring of Medicare capital
spending after that year. Fourth, unless their hospital-specific payment rates are
adequately updated, hospitals paid under the fully prospective blend during the
transition would be vulnerable if they undertake any major necessary capital acqui-
sition. Finally, the definition of "old" capital costs is inconsistent with the current,
accepted definition of capital costs. As a result, certain hospitals would be treated
unfairly merely because they chose, for example, to lease their capital assets instead
of purchase them.

EQUITY OF PAYMENTS

One of the proposed rule's major weaknesses is the manner in which the available
pool of capital dollars for inpatient services would be redistributed across hospitals.
There are a number of adjustment factors included in the proposed rule to account
for variations in capital costs across hospitals, due to, for example, the types of pa-
tients a hospital treats (i.e., case mix). unfortunately, the adjustment factors includ-
ed in the proposed rule are not structured appropriately, and others that are rele-
vant are not included. Although imperfect, the current adjustments to operating
payments under PPS explain a majority of the variation in operating costs across
hospitals and, thus, provide some equity. These same variables explain only about
one-third of capital cost variation across hospitals. Moreover, the set of variables
chosen to adjust capital payments under this proposal explain even less than one-
third. What this means is that this proposed capital payment system would, in
effect, randomly redistribute nearly 58 billion in capital payments across hospitals
in FY 1992.

IMPACT

The unpredictability, inadequacy, and inequity of payments adds up to a payment
policy that is seriously flawed and would lead to unnecessary disruptions: some hos-
pitals will "win" big and others will "lose" big, with undesirable effects on access
and quality. This is not surprising given that the proposed payment system is in
essence predicated on averages whereas capital costs range widely across hospitals.
AHA analyses show that all categories of hospitals could be hurt by this proposed
rule, but certain "types" of hospitals are likely to be hurt disproportionately. These
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include: hospitals that recently undertook major capital investments or will do so in
the near future; hospitals that treat more severely ill patients (i.e., high case mix);
urban hospitals; mid-sized hospitals; hospitals located in the southern regions of the
country; investor-owned hospitals; and hospitals with relatively greater reliance on
debt. All hospitals will face additional administrative burdens from the rule.

At issue here is whether this policy will achieve its stated objectives. AHA be-
lieves that certain changes must be made in the proposed payment system if it is
even to begin meeting hospitals' capital payment needs. The payment system must
accommodate the way capital decisions and financing work in practice.

SPECIFIC RECOMMENDATIONS

I would like to turn to some specific recommendations for improving the rule. Our
overriding goal is to mitigate the severe impact and swings in payment that we fore-
see for hospitals so that hospitals can both meet current obligations and respond to
future patient care needs.

Expansion of Exceptions Process to Provide a Permanent Payment Floor
Through exceptions payments, the proposed rule provides temporary protection

for hospitals that would experience major capital payment shortfalls during the
transition period. In effect, these exception payment provisions establish de facto
payment floors of 67 percent of actual costs for all hospitals and about 80 percent of
actual costs for rural sole community providers and urban, high disproportionate-
share hospitals. Given that there is no agreement among experts on what the
impact of the proposed rule would be and given known problems in accounting for
variations in capital costs, AHA recommends that the exceptions provisions be ex-
panded.

The temporary exceptions processes should be expanded to provide a permanent
payment floor for all hospitals that is higher than the payment floor provided for in
the proposed exceptions process. In addition, a special exceptions payment floor for
sole community hospitals and rural primary care hospitals should be established at
a higher level than the payment floor established for all hospitals in order to pro-
vide these essential institutions with additional protection. These hospitals have in
the past been exempt from all payment reductions under the discounted cost pass-
through system for capital.

Expanding the exceptions processes in this way would minimize the cloud of un-
certainty surrounding this proposal. It would offer hospitals protection from major
hardship due to the flaws in the proposed payment system. At the same time, it
would force hospitals to share a major portion of the risk of any necessary invest-
ment in patient care.

-Changes to Improve Adequacy of Payments
The issue concerning adequacy of payments is rather simple, but it is essential to

hospitals. Medicare must pay its fair share, and that means aggregate payments
must equal the financial requirements for providing services to Medicare benefici-
aries. We recommend the following to accomplish this. First, in establishing the FY
1992 base rate under the payment system, HCFA should use AHA capital cost trend
data and CBO projections of these trends. Second, for payment rates beyond FY
1995, the final rule should clearly state that updates for this period will be based on
actual increases in capital-related costs. Third, after budget neutrality at 90 percent
of costs expires in FY 1995, the proposed payment system should provide for up-
dates that ensure that Medicare capital outlays are equal to 100 percent of capital
costs in subsequent years. Finally, to minimize the need for exceptions for hospitals
paid under the fully prospective blend during the transition, the hospital-specific
portion of the blend should be based on actual hospital-specific costs for each year of
the transition rather than on an updated base year rate.

True Hold-Harmless for Existing Capital Obligations
The hold-harmless payment provision included in the proposed rule falls short of

offering full protection for existing obligations. The proposed rule would penalize
certain hospitals with prior commitments because of the manner in which existing
obligations-that is, "old" capital-would be considered eligible for payment. We
recognize that it is difficult to design a prospective payment system for capital that
balances the needs of those hospitals with existing commitments against those that
need to undertake future commitments, especially when there are mandated budget
constraints. Nevertheless, to provide a true hold-harmless provision and to facilitate
more equitable payments across providers, we recommend that definition of "old"
capital be consistent with the current Medicare definition of capital-related costs.
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Thus, the definition should include leases, taxes, insurance, home-office capital
costs, and other capital-related costs that are now recognized. In addition, the treat-
ment of refinanced debt needs further clarification. Interest expense on debt that is
used to refinance that portion of "old" capital assets should be treated as "old" cap-
ital costs.

The effective date of the final rule should be established as the cut-off date for
determining when capital costs are eligible for payment under the rule's hold harm-
less provisions. Setting a cut-off date on a specific day, rather than linking the cut-
off date to individual hospital cost-reporting periods would minimize confusion and
provide more equitable treatment of providers. Further, there are many situations
where capital has been obligated, be it through a bond agreement, a merger, a
State's regulatory process, or other circumstances where there is an enforceable con-
tract or where a hospital has already expended substantial funds. AHA recommends
that such obligations made by the cut-off date be defined as "old" capital.

Changes to Improve Equity of Payments
Capital costs vary across hospitals and from year to year even among hospitals

with similar characteristics. This variation is largely unaccounted for by the pay-
ment adjustments in the proposal. The adjustments were developed based on one
year's data from less than 40 percent of PPS hospitals. Also, in identifying and eval-
uating these proposed adjustments, no effort was made to look at their combined
effects. For these reasons, among others, the proposed adjustment factors are inad-
equate and cause vast differences in the estimated payments between "winners"
and "losers" under the rule. AHA strongly recommends that the proposed payment
adjustments be reevaluated using a larger ,iata set and several years' worth of data.
In addition, other critical adjustments found to be significant in helping to account
for variations in capital costs should be included in the payment system. These
modifications will not require additional funding, but they will help better match
payments to individual hospital experience.

Case mix: Hospitals that, on average, treat more severely ill patients will be disad-
vantaged relative to other hospitals under this payment system. This is because the
current DRG weighting system for operating costs may not accurately reflect the
use of capital resources by hospitals. For example, a hospital that treats a patient
for kidney stones with lithotripsy would be underpaid relative to its capital costs.
While this procedure is very capital intensive, the relative DRG weight on which
PPS operating payments are based is relatively low.

It may be necessary to develop a separate weighting system for capital payments,
at least where there are justifiable and significant differences from DRG weights for
operating payments. As an interim step, the adjustment to capital payments for
case mix must be revised to more accurately reflect the underlying relationship of
capital costs to case mix.

Geographic Variation in Costs: Hospitals incur different costs for capital, in part
due to local variations. For example hospital construction costs vary from one
region of the country to another. The proposed rule includes an adjustment to pay-
ments for local capital cost variation based on a hospital's area wage index. Unfor-
tunately, this index is not necessarily related to capital costs. AHA recommends
that a more appropriate adjustment be developed and tested as soon as possible. In
the meantime, the use of this adjustment should be monitored closely, and problems
due to its limitations should be considered grounds for appeal.

Disproportionate Share: Disproportionate-share hospitals deserve special treat-
ment under payment policies given the role these hospitals play in meeting commu-
nity health care needs. The proposed rule singles out urban high-disproportionate
share hospitals only for additional capital payments when in fact all disproportion-
ate share hospitals should receive an adjustment.

Teaching Status: Under the proposed rule, teaching hospitals would not receive an
adjustment to their capital payments. Our analyses suggest that the relationship be-
tween capital costs and teaching status is complex and that teaching hospitals with
high case-mix indices could be particularly disadvantaged under the proposed rule.
Thus, AHA recommends that an adjustment should be made to hospital capital pay-
ments for teaching status.

Capital Cycle: According to both AHA and HCFA analyses, next to case mix, the
timing of capital acquisitions is the most significant factor in explaining why capital
costs vary so widely across hospitals. Yet an adjustment for this factor is not includ-
ed in the proposed payment system. AHA recommends that such a adjustment be
developed and applied permanently under a prospective payment system for capital.
This adjustment would help distribute dollars to hospitals when-these monies are
most needed to undertake investments or service debt. Such an adjustment would



not cost Medicare any additional money and would help minimize the need for ex-
ceptions.
. Reliance on Debt: Again, according to both AHA and HCFA analyses, reliance on

debt accounts for significant differences in capital costs across hospitals. Again,
however, the proposed rule would not include an adjustment to payments for this
critical factor. Hospitals have unique characteristics and financial conditions that
require them to borrow at different levels, at different interest rates, and for differ-
ent lengths of time. AHA recommends that an ongoing adjustment for reliance on
debt also be developed. Without such an adjustment, we believe that the ability of
many individual hospitals to meet cash-flow requirements for current and future
debt service would be jeopardized.

Property Tax: The cost of property taxes should be an explicit adjustment to cap-
ital payment rates for hospitals that pay those taxes and should not be included in
the Federal base rate paid to all hospitals, as is currently the case under the propos-
al.-

Specia I Appeals Process
We can foresee a number of circumstances in which individual hospitals may

have to incur capital costs beyond their control, for example, to comply with state
life/safety codes or other government-mandated changes. It would not be fair to con-
strain capital payments to such hospitals. Further, a payment system based on aver-
ages and one that is as problematic as this one must provide an avenue within
which to address inequities. For these reasons, we believe a special appeals process
should be established for hospitals incurring major unexpected capital costs beyond
their control and for hospitals that are concerned that their ability to provide
needed services to their communities would be jeopardized by capital payment
shortfalls.

Necessary Safeguards
Hospitals have shared with congress the struggle to ensure that the aggregate

level and distribution of payments under Medicare and other public insurance pro-
grams are sufficient to allow hospitals to meet beneficiaries' needs. Unfortunately,
the gap between costs and payments grows wider every year. We are particularly
dismayed about arbitrary changes made in payment policy by HCFA and the diffi-
culties these changes cause. It is difficult for hospitals to cope with all these changes
and still maintain access to quality services.

We have two other recommendations to help assure adequate payment levels
under a prospective capital payment system. First, congress should prohibit HCFA
from imposing regulatory changes that would result in major reduction or redistri-
bution of capital payments unless those proposed changes are reviewed by ProPAC
and formally approved by Congress.

Second. to further ensure spending accountability, HCFA should be required to
obligate annually the total amount of capital dollars within the bounds of budget
neutrality. Unused funds set aside to make additional payments for exceptions or
outliers should be returned to the pool of capital dollars and used to increase pay-
ments to all hospitals, not realized as "savings" to the Medicare program.

CONCLUSION

AHA strongly opposes the proposed rule as it is currently structured, and ques-
tions the need for and wisdom of its implementation. The capital incorporation pro-
posal was first developed in response to rising capital spending of a decade ago and
in response to perceived excess capacity and unnecessary duplication of equipment.
Over the past several years, however, spending has slowed. The vast majority of cap-
ital expenditures undertaken by hospitals today are prudent and oriented toward
meeting future health care needs of Medicare beneficiaries.

Whether and how hospitals would be able to adapt to this proposed payment
system is an open question, but judging from analyses of the proposed rule and its
projected impact, it is clear that there will be considerable redistribution of capital
dollars among hospitals without any underlying rationale. Hospitals will be paid es-
sentially the same amounts regardless of their relative efficiency, and the timing
and level of the payments will not match the needs of individual institutions and
the communities they serve.

Uncertainty about future capital payments means that planning for capital acqui-
sitions will be more difficult and risky and that the costs of financing investment
for future patient services will be more costly.

In sum, the potential disruption to the hospital field at a time when hospitals are
already in a vulnerable financial position far outweighs any perceived benefit asso-



ciated with adopting this payment system. The detailed set of recommendations out-
lined here are intended to help resolve some of the more egregious limitations of the
proposed rule. We believe that these recommendations will provide more.predict-
able, adequate, and equitable Medicare capital payments and better allow hospitals
to make needed investments in patient care. AHA will continue to work through
the regulatory process, your committee, and others in Congress to fashion a pay-
ment system that is fair and achieves our mutual objectives for needed, quality serv-
ices for Medicare patients.

PREPARED STATEMENT OF JUDITH P. SMITH

The Catholic Health Association of the United States is pleased to present testi-
mony before the Senate Finance Subcommittee on Medicare and Long Term Care
regarding the Health Care Fir ancing Administration's (HCFA) February 28, 1991
Notice of Proposed Rule Making on Medicare payment for inpatient related capital
costs. The Catholic Health Association (CHA) is the national organization of Catho-
lic hospitals and long-term care facilities, sponsoring organizations and systems, and
other health and related agencies and services operated as Catholic. Our members
include 597 hospitals, and 58 health systems. Nearly 34 percent of these hospitals
(184) are Medicare Disproportionate share providers while 13 percent (113 hospitals)
are designated trauma .are centers for their respective communities. CHA member
hospitals have served Medicare and Medicaid beneficiaries since the inception of the
programs, and in 1989 provided nearly 18 million days of care to the Medicare popu-
lation.

CHA realizes that HCFA is required by law to implement a prospective payment
methodology for Medicare inpatient capital costs after October 1, 1991. We appreci-
ate the consultative-process that HCFA followed in developing this proposal, and
commend HCFA for its efforts in attempting to address the complexities of hospital

-financing in crafting this regulation. That effort, the resulting NPRM and the sub-
stantial additional changes required, however, highlight the underlying problems:
the nature of capital financing is so substantially different from operating costs that
an regulation will have to be so complex as to be virtually incomprehensible, and

w still arbitrarily redistribute funds with little analytic justification. The capital
payment changes will exacerbate the financial distress caused.by prior year budget
cuts in both capital and operating payments, and the unfortunate fact that many
State Medicaid programs fall far short of reasonable payment levels.

CHA believes it vitally important to recognize the fact that there is no urgency for
change at the present time. The constraints of private payors, the Medicare hospital
inpatient Prospective Payment System (PPS), and Medicaid, have already con-
strained capital spending. Current payment policies are doing an effective and fair
job of restraining the rate of growth in Afedicare capital expenditures. There is,
therefore, no need for a new and untested policy that would be expensive to imple-
ment and operate, and be unpredictable in its result.

These financial problems, coupled with the enormous uncertainties in the regula-
tion-ranging from definitional questions to thresholds for exceptions and the value
of the update in future years -yield a situation in which the proposal is, in its cur-
rent form, unnecessary, inappropriate and unacceptable.

CAPITAL REGULATIONS ARE NOT NEEDED

The statutory directive and the proposed regulation are based on the assumption
that Medicare's current treatment of inpatient capital makes capital essentially free
to health care facilities. Under this assumption, the facilities can be economically
undisciplined, leading to excessively large Medicare capital expenditures.

This assumption, however, ignores the facts. Medicare's existing policy of annual
budgetary constraint on operating payments, and Medicare's 10-15 percent discount
on payment for capital costs exert a strong Medicare brake on spending. These Med-
icare policies, coupled with comparable payment constraints in the private sector,
and notoriously low Medicaid payment rates, send a strong set of signals to hospi-
tals to control their inpatient capital spending.

Hospitals are already at substantial risk for their capital expenditures, because
those expenditures have operating cost implications. The data indicate this reality:
capital costs have already been constrained in a manner parallel to operating costs;
and the rate of growth in Medicare capital costs per discharge has declined substan-
tially. This is because under Medicare about nine out of every ten dollars comes
through the already constrained PPS system. Hospitals cannot spend the 10th



dollar-the capital dollar-and the other nine dollars are severely constrained.
Thus, the hospital has to control both capital and operating spending.

PAYMENT PREDICTABILITY IS LACKING

A fundamental goal of any capital payment policy should be to enable predictable
forecasting of Medicare hospital revenue streams. This is important because capital
obligations represent fixed, long term commitments.

As noted earlier, the current environment is increasingly placing hospitals at risk
for costs, requiring them to accurately forecast revenue streams. Beyond hospital
management, predictability is important to those who hold hospital debt or equity
shares. The certainty of a capital revenue stream is a key barometer of lender confi-
dence in an instiution, and this will determine its ability to access funds in the
future.

Our specific comments, which follow, identify many serious problems with each of
the proposed rule's principal elements. Together, these problems create a situation
in which it is nearly impossible to predict with a sufficient degrees of accuracy
either the amount or distribution of capital payments over time. Thus, the proposed
rule would, in its present form, create substantial uncertainty. HCFA should take
two actions suggested below to correct this problem in the final rule.

HCFA has asserted that its regulation is needed to stem a growing "medical arms
race," where technology is irresponsibly purchased and used. If there is such a phe-
nomena, we doubt that HCFA's rule would help because it does not impact the un-
regulated portion of the health community-physician offices. The hospital capital
payment policy may present an opportunity for physicians, with the encouragement
of manufacturers, to purchase and utilize their own high technology equipment.

MAJOR RECOMMENDATIONS

First, protect vulnerable hospitals. The hospital community has put forward the
concept of a permanent exceptions process that would guarantee each hospital
having a capital cost per discharge above the Federal payment level, that it would
be paid under the Administration's capital payment methodology no less than 80
percent of its capital costs. CHA supports this concept.

Second, assure predictability of Medicare hospital revenues important to create an
environment that will enable hospitals to legitimately renovate and replace existing
facilities and to assure access to new technology of proven benefit to Medicare pa-
tients. This does not imply that hospital system capacity remain unchanged, but
that renovation and replacement of facilities occur, when appropriate, to respond to
changing community needs and conditions. In this regard, HCFA's proposed rule
provides insufficient specificity as to the permanent update methodology to be im-
plemented after FY 1995. This causes great uncertainty.

To reduce this uncertainty and to restore predictability to the capital payment
methodology, CHA believes that HCFA should incorporate an update methodology
into the final rule that will, after FY 1995, provide annual increases in the standard
Federal payment rate that are based on the actual increases in capital costs. In no
case should these be lower than the annual updates HCFA asked the hospital com-
milnity to rely on in its computer diskette software, "Capital PPS Payment Work-
sheet."

SPECIFIC PROBLFMS IN THE NPRM AND RECOMMENDATIONS

In addition to our overriding concern with the proposal, there are a large number
of policy issues with the proposed regulation that need to be addressed.

Old Capital
The NPRM establishes a definition of "old capital costs" for purposes of the hold

harmless provision. The definition includes allowable Medicare inpatient deprecia-
tion and interest expenses for capital assets used for patient care and reported on
the hospital's Medicare cost report for the latest cost reporting period ending on or
before September 30, 1990. There are three problems with this definition:

* Definition: The limitation of the definition of capital to interest and deprecia-
tion expenses for assets used for patient care unduly restricts Medicare's current
definition of capital costs to some but not all old capital, and changes the under- -
standing under which hospitals have operated in good faith since the inception of
the Medicare program;

* Commitments: The need to have assets in place and used for patient care in
order to qualify does not recognize the many stages and variations of the capital
commitment process.



* Cut-off Date: The FY 1990 date itself is far too retrospective, and basing the cut-
off date on the last day of a hospital cost reporting period puts too many hospitals
at an unnecessarily unfair advantage.

Limitation in definition of capital
The definition limits old ctipital to interest and depreciation expenses for capital

assets used for patient care. The problem is that the definition excludes a number of
costs that are currently included in Medicare's definition of capital costs. Among
the items excluded are lease arrangements, rental agreements, insurance, taxes, li-
censes, royalty fees and related organization capital-related costs for assets that are
not maintained on the premises of the hospital but are filed in the home office cost
report of the appropriate nulti-hospital system. It is not clear to us why some but
not all capital costs are included in the definition of old capital and thus subject to
the hold-harmless definition.

-CHA strongly urges the use of Medicare's existing definition of capital in defining
old capital. This is consistent with ProPAC's recommendation.

Failure to Recognize the Various Stages of Commitment to Capital Projects
A second element of the problem of the proposed definition of capital costs is that

it requires the assets to be in place and used for patient care as of a certain date in
order to meet the definition of "old capital costs." This definition ignores the under-
lying realities of the capital planning and implementation timetable. It takes time
(years in the case of construction) for a hospital to plan and implement a capital
project to-the point where assets are in place and used for patient care. CHA, for
example, estimates that it takes 3-5 years for a project to move from initial decision
to "assets in place." The point at which a hospital commits itself to the completion
of a capital project will vary from one project to another as well as fron-one hospi-
tal to another. No two hospitals or projects follow exactly the same path to estab-
lishing such commitments.

There are a number of examples of the type of commitments that are excluded by
the NPRM.

* Hospital and board decision and commitment: following extensive analysis and
review (an expensive process to begin with), hospitals make final decisions and
commit to capital projects and initiate steps to proceed. Yet, despite these decisions,
projects so committed will not be included as "old capital."

9 Feasibility study; hiring of an architect: following an initial decision, hospitals
engage in feasibility studies, and hire architects to develop plans. Yet despite these
commitments before the cut-off date, the projects resulting from these actions would
not be considered "old capital."

* Bond issues: Hospitals have already initiated capital funding and/or gone to the
capital markets to raise funds for future capital projects, sometimes financing a
future estimate of a multi-ye-ir capital plan through one bond issue. This can be a
means of locking in favorable interest rates, and avoiding the expensive costs of
multiple fees for multiple bond issues-a management efficiency that is presumably
to be commended, not penalized. Yet despite this preexisting commitment, the cap-
ital assets financed with this form of commitment is not considered "old -apital."

* Lease agreement or purchase agreement signed: Hospitals make commitments
to purchase or lease equipment or facilities well before the asset is in place. These
are binding commitments-yet they are not included within the definition of old
capital.

0 Construction-i n-progress: hospitals often have construction in progress-al-
though again, the usset is not yet in place. Again, this is the type of obligation that
must be included in any definition of "old-capital."

Since this regulation is dealing with commitments that have been made in the past,
it is necessary to broaden the proposed rule's definition of capital commitment.

CHA recommends that if a hospital has progressed to the point that a capital cost
has been incurred in the process of completing a capital project, then that project
must be considered "old capital" for purposes of the regulation. If any of the above
types of commitment has occurred (i.e., a binding hospital decision, feasibility study
or architect engaged, a bond issue floated, a purchase or lease agreement signed,
construction in progress, or any other type of capitalizable cost is incurred) then the
commitment or obligation has begun, and that capital project should fall within the
definition of old capital.

Cut-Off Date
Finally, the cutoff date requires that an asset be used in patient care for each

hospital s FY 1990 cost report. This is far too retrospective a cutoff date, and the use
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of a hospital's cost reporting period places too many facilities at an unnecessarily
unfair advantage. The cut-off date should be the same date for all hospitals. For
proper information and planning in this all-too-uncertain field, CHA recommends
that the cutoff date should be the publication date of the final regulation.

PAYMENT ADJUSTMENTS

There are numerous problems with the adjustments used in the proposed pay-
ment policy.
Use of Case Mix Index (CMI)

The NPRM uses the hospital case mix index (CMI) to adjust capital costs per case
for some components of the proposed capital payment system. However, CHA shares
the concerns of the AHA about the appropriateness of this use of the CMI.

HCFA's own analyses in the NPRM indicate that for hospitals with fewer than
100 beds, the use of the case mix adjuster would be inappropriate because it would
underpay these hospitals. And the AHA disputes HCFA's analyses for hospitals
with more than 100 beds. The AHA has found that the CMI does not adequately
adjust for case mix in these larger hospitals: hospitals with high case mix would be
underpaid relative to other hospitals. Thus, CHA believes that it is clear that the
current CMI is not an adequate proxy, and revisions must be developed and reviewed
carefully in order to assure that this payment adjuster more accurately accommo-
dates differences in capital costs attributable to case mix.
Disproportionate Share Provider Payment Adjustment

The NPRM establishes a definition of disproportionate share hospitals and serv-
ices under the regulation that differs from that under PPS: it limits disproportion-
ate share hospitals to facilities with more than 100 beds, rather than including all of
the disproportionate share hospitals (including those of fewer than 100 beds) under
PPS. Thus, current disproportionate share facilities with fewer than 100 beds are
excluded.

CHA, like ProPAC, recommends that the disproportionate share definition be the
same as that used under the PPS system.
Outliers

The proposed rule treats capital-related day outliers in the same manner as oper-
ating day outliers. Capital payments for cost outliers would be made only when both
the capital and noncapital costs exceed the cost outlier thresholds.

CHA is concerned that there is no guarantee that amounts withheld from the
payment rate for the outlier pool will be fully paid. CHA recommends that any
amounts not paid out be automatically added to the standardized rate for subsequent
years, and that those amounts be defined as part of the budget "baseline."
Capital Cycle

One of the fundamental problems with incorporating capital into an administered
pricing system such as that proposed is that capital costs vary significantly along the
capital cycle. The PPS model and adjustment process can account for some of the
vark bility in costs related to the case-but the timing and financing of buildings
and equipment is an equally important variable in capital payments. In fact, the
NPRM states that:

"The most important factors that would determine the impact of the pro-
posed capital prospective payment system on an individual hospital are the
timing and amount of its capital expenditures."

Yet, the regulation does not provide for any adjustments for the all-important
capital cycle (other than the 10 year transition).

Another problem with folding capital into a prospective payment system is that
hospitals differ significantly in their leverage ratios. Unique hospital characteristics
require them to borrow at different levels, rates, and lengths of time. But again, the
proposed rule would not include an adjustment to payments for this critical factor.

The CIiA believes that if capital costs are to be included in an administered pric-
ing system, then that system must account for the key factors underlying variability
in costs-namely the capital cycle and leverage. CHA recommends that the payment
system be revised to include an equitable capital cycle and leverage adjustment fac-
tors.



"Hold-Harm less" and Exceptions
The hold harmless provision is provided for hospitals whose hospital specific rate

is higher than the FY 1992 adjusted Federal rate. Hospitals under the hold-harmless
methodology would be paid the higher of the following two payments:

o Old capital plus new capital method: hospitals would be paid 90 percent of the
ol capital costs, plus a proportion of new capital costs; or

e The Federal rate: hospitals would be paid 100 percent of the Federal rate.
The problem with the provision is that the "hold-harmless "is not a hold-harm less.

In fact, we have found numerous instances where a hospital required to use the hold
harmless would be better off financially under the fully prospective methodology-
but cannot qualify since it must move to the hold harmless methodology. That pre-
sents an extremely unfair situation: because a hospital's hospital-specific capital
costs are higher, it must go to the hold-harmless methodology instead of the fully
prospective methodology. Yet that so-called "hold-harmless" methodology ends up
being more harmful than the fully-prospective rate from which they are presumably
being protected.

The exceptions process sets out two complicated arrangements for dealing with
some of this problem of capital costs far in excess of the payment rate. One excep-
tion is for hospitals whose capital costs in FY 92 exceed ! percent of the payment
under the proposed regulation. The second is for rural sole community hospitals,
and urban hospitals with more than 100 beds and a disproportionate share percent-
age of at least 30 percent. In each case, hospitals receive certain percentages of their
capital costs in excess of the certain payment thresholds.

The CHA believes that a third alternative payment methodology must be included
as a permanent exception and true "hold-harmless" under which capital payments
under the proposal could in no case be less than 80 percent of actual capital costs. In
addition, hospitals should have the opportunity to use the fully prospective rate if it
is higher than any of the "hold harmless" methodologies.
Exceptions Pool

The NPRM sets aside a 10 percent exceptions pool to fund the exceptions pay-
ments during the course of the ten-year transition.

The CHA has two concerns with this pooling arrangement. First, the upper limit
of 10 percent means that the exceptions thresholds will not be predictable--com-
pounding the uncertainty about the amount of payment under the regulation.

ond, 'he CHA is concerned that the amount withheld for the pool may not be
spent. CHA recommends that if the pool is not fully spent, the excess amounts be
built into the standardized rate in subsequent years, and that those amounts be con-
sidered part of the budget baseline.

Another problem with the exceptions authority is that it appears to expire after ten
years; the CHA recommends that it be extended beyond that point. If it is not ex-
tended, or is extended but at less than 10 percent, then any amounts not included in
the exceptions pool must be restored to the base rates and considered as part of the
budget baseline.
Update Factor

The proposed regulation provides for annual updates in the standard Federal pay-
ment rate.1 From FY 1992 through FY 1995 the annual updates are based on pro-
jected increases in Medicare capital related cost per discharge occurring two years
earlier, adjusted for downward increases in case mix and further adjusted for
changes in the exception pool reduction factor and the budget neutrality factor.

With respect to a permanent update methodology to be implemented in FY 1996,
the preamble to the proposed regulation states that:

" . . . beginning in FY 1996, we propose to determine the update through
an analytical framework that would take into consideration increases in
the capital market basket and appropriate changes in capital requirements
resulting from new technology and other factor, such as changes in occu-
pancy rates."

Indications are that HCFA is 18 to 24 months away from completion of a perma-
nent update methodology.

It should be noted that HCFA recently distributed a computer software model and
asked hospitals to use the model to ,veluate the impact of its capital proposal on
them through the transition period.

1 Standard Federal payment rate = $471.54.



HCFA incorporated into the model, (but not so they could be identified by the
user hospital), the following assumptions about the annual update of the standard
Federal payment rate after FY 1995. These are:

FY 1996 31%
FY 1997 54%
FY 1998 52%
FY 1999 5 5%
FY 2000 5 7%
FY 2001 5 7%
FY 2002 57%

These updates are based on HCFA's projections for increases in capital cost per
discharge through FY 1995 adjusted downward by 2 percent to reflect HCFA's esti-
mate of annual increases in case mix, then trended forward through FY 2002.

HCFA asked the hospital community to rely on these HCFA offered assumptions
when making their judgments about the impact of its capital proposal; and most
hospitals have done so.

It is impossible to assess the implications of the proposed regulations if out-year
update factors are not spelled out. CHA recommends that if HCFA is to proceed with
the idea of a change in capital payments then those out-year update factors, along
with other changes noted above, should be spelled out as part of a revised proposal
for careful review and analysis.

CHA believes that HCFA ought to remove the uncertainty associated with this cru-
cial part of its proposal. It can do this the actual increases in capital costs. In no
case should these be by incorporating into, the regulatory language of the final rule
an update methodology that will, after FY 195, provide annual increases in the
standard Federal payment rate that are based on lower than the annual updates
HCFA asked the hospital community to rely on in its computer diskette, "Capital
PPS Payment Worksheet. "In order to insure this, the updates HCFA provided in its
"Capital PPS Payment Worksheet" should be written into the final rule as a level
below which the annual update could not fall.

CONCLUSION

It is important to note again that CHA applauds HCFA's process of extensive con-
sultations, and we appreciate the efforts to address the complexities of hospital fi-
nancing in crafting this regulation.

However, we are not satisfied with HCFA's response, so far, to the concerns raised
by hospitals, their leaders, by ProPAC and by others concerned and knowledgeable
about the potential damage that can result from implementation of this rule.

A key fact for the Subcommittee is that there is no urgency for change at the
present time because the constraints of the private payor and prospective payment
system (PPS) have already limited the rate of increase in capital spending-this
important policy objective has already been achieved.

The Subcommittee should also understand that numerous technical problems
remain: the nature of capital financing is substantially different from operating
costs, and applying the PPS paradigm with adjustments simply does not work.
While HCFA has addressed some areas in the regulation, the problems that we
identified above with the possible exception of "old capital" remain to be addressed.
Over time, additional complicating adjustments will be required to make the formu-
la workable. And these adjustments will yield a regulation which inevitably will be
so complex as to be virtually incomprehensible. It w;,Il still result in a painful redis-
tribution of funds with little justification.

Thus, with no pressing urgency for change, time can be taken for the additional
efforts which are required. CHA concludes that the proposed regulation requires
substantial additional work on the issues identified, and that HCFA should be given
an extension of the proposed rules effective date pending the completion of that
work.

The nation's Catholic hospitals stand ready to work with the Senate Finance Sub-
committee on Medicare and Long Term Care, the Health Care Financing Adminis-
tration and other interested parties to fashion a fair and equitable Medicare inpa-
tient ca,.ital payment policy.
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PREPARED STATEMENT OF GAIL R. WILENSKY

Mr. Chairman and Members of the Committee: I am pleased to be here today to
discuss the Administration's proposal to implement a prospective payment system
for inpatient hospital capital costs.

INTRODUCTION

Cost-based reimbursement for Medicare capital is inherently inflationary, contrib-
utes to the escalating cost of health care, and improperly distributes health care dol-
lars. The current system of distributing capital dollars props up idle capacity, con-
tributes to a technological "arms race," and drives up operating costs and physician
spending. Those who argue that the current cost-based system for capital is not a
problem are just plain wrong: the capital payment system needs to be changed now.

Our proposal to implement a prospective payment system for capital is an impor-
tant step toward curbing inappropriate spending. A capital prospective payment
system provides the incentives to practice prudent decisionmaking. While this pro-
posal will not cure health care inflation by itself, it is a move in the right direction.

Moderating the growth in health care costs is a must if we are ever to address the
broader issues of health care reform. I hope you will Join me in supporting this
change.

MEDICARE CAPITAL SPENDING

Medicare capitol expenditures are growing at an unacceptable rate. The rate of
growth in Medicare capital spending is twice that of overall inflation. Chart 1 com-
pares the relative growth in hospital capital costs to the growth in the hospital cap-
ital market basket. Since 1984, the cost per case for hospital capital has increased
almost 100 percent, while capitol input prices have grown less than 20 percent. The
chart indicates that volume and intensity of capital acquisition far outpace the in-
crease in input prices for capital assets.

CHART 1

THE CURRENT SYSTEM

The current cost-based system for Medicare hospital capital payments is unfair to
all hospitals and encourages wasteful spending.
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Penalizes Prudent Hospitals
Under current law, Medicare pays hospitals 15 percent less than its share of costs.

Medicare capital payments under the current system have been restrained only
through progressively deeper cuts. In 1986, Medicare reimbursed at 100 percent of
reasonable costs; in 1987, 93 percent; in 1988, 88 percent; and in 1989 through 1991,
85 percent. Continued cost control is likely to require even deeper cuts. Discounted
payments penalize all hospitals, particularly those that make prudent capital deci-
sions.

Perpetuates Inefficiencies
Cost reimbursement provides no incentive to control capital spending. Medicare

pays the same share of costs for prudent capital investment as it pays for an unnec-
essary luxury or inefficiently used resources. Medicare pays for capital regardless of
how expensive or necessary the equipment, how underused the plant, or how high
the interest rate for borrowing. In effect, the more hospitals spend, the more Medi-
care pays.

The conflicting payment systems now in place for operating costs (prospective
payment) and capital costs (cost reimbursement) distort the normal business envi-
ronment. Payment of actual costs encourages overcapitalization, such as the pur-
chasing of equipment, instead of making more efficient arrangements to provide
services.

Maintains Underutilized Facilities
Between 1984 and 1988, hospital inpatient admissions declined 2.7 percent annual-

ly while total inpatient capital costs have increased 9.2 percent each year. Today,
over one-third of all hospital beds in this country are empty. Reimbursing hospitals
to maintain underutilized facilities provides no incentive to downsize or convert to
alternate uses even when such actions are clearly justified.

Cost-based reimbursement continues to subsidize excess capacity because pay-
ments are unrelated to Medicare admissions. Instead, Medicare payments are based
on the proportion of Medicare patient days of care provided by the hospital. With
declining admissions and occupancy, Medicare patients use an increasing proportion
of total hospital inpatient days. For example, one 273 bed hospital had a total occu-
pancy of only 36 percent, three-quarters of which were Medicare patients. As a
result, Medicare paid 74 percent of all the hospital's capital costs, including funds
necessary to maintain the unused capacity-two-thirds of the hospital's beds.

The incentives in the current system give a green light to capital spending
projects of marginal value. For example, one hospital added a 71 bed satellite facili-
ty. Because of the expansion, its total capital costs increased 90 percent. At the
same time, Medicare patient days decreased 6 percent. The Medicare program
should not continue these unjustified subsidies.

Drives Up Operating and Other Costs
As Chart 2 indicates, the lion's share of Medicare hospital payments are made for

operating expenses. Capital payments represent about 10.7 percent of Medicare's
overall inpatient payments.
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However, it is important to note the effect capital expenditures have on operating
costs. The acquisition of new technology drives up operating costs for staffing and
other support services.

Technological advances have led hospitals to participate in a medical "arms race"
as they strive to remain competitive. For example, the General Accounting Office
confirmed a situation where one hospital and a group of radiologists each purchased
MRI machines, despite the availability of an MRI in the next county. As a result, a
small area has three sophisticated and costly diagnostic machines. With these ma-
chines, physicians apparently performed more MRI scans per resident than were
done in one of the major cities in the State.

Although hospitals purchase capital equipment, it is the physicians who bill Medi-
care and other payers for the services they provide using that equipment. Unneces-
sary capital acquisition drives up overall health spending and all payers-business,
government, and private insurers-foot the bill.

We have heard hospital representatives acknowledge that Medicare's capital re-
imbursement policy encourages careless spending. In one example, the purchase of a
new computer system by one hospital group was not thoroughly investigated in
terms of its size relative to future plans for expansion. The company conceded that
a "what-it" analysis to consider the downside risk was not performed because the
costs were fully reimbursed by Medicare. This behavior is specifically what a capital
prospective payment system is designed to change.

PROSPECTIVE PAYMENT

When PPS was enacted in 1983, Congress intended that capital be included in the
new system. The Omnibus Budget Reconciliation Acts (OBRA) of 1986 and 1987 tem-
porarily blocked regulations to do so, but continued to require the eventual imple-
mentation of a capital PPS. In OBRA 1987, Congress mandated that a capital PPS
be implemented on October 1, 1991.

Prospective payment for capital will address the inequities and inefficiencies of
cost-based reimbursement and provide hospitals the incentives to make prudent cap-
ital investments.
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Continues to Finance a Modern Well Equipped Hospital Industry
Medicare spending on hospital capital will continue to finance a modern well-

equipped hospital industry because Medicare capital funding will not be cut. In fact,
aggregate Medicare capital payments will increase from 85 to 90 percent of reasona-
ble costs, a 5.9 percent increase.

Capital PPS will foster economic incentives for sound business decisions on capital
investments. Hospitals that plan appropriately and invest wisely will be able to
remain up to date and well equipped. The proposed regulation will compel hospitals
to better plan how they can provide cost-effective, quality health care. This change
is long overdue.

Provides Predictable Payment
The prospective payment system establishes a payment rate that recognizes the

capital costs necessary for hospitals to manage their capital programs efficiently.
Under the new capital payment policy, hospitals will receive a fixed payment
amount for each Medicare patient they serve. Hospitals will be able to plan their
expenditures responsibly because the payments will be predictable.

In addition, OBRA 90 provides a stable budget baseline through FY 1995. Finally,
the proposed regulation specifies full actual cost updates to the Federal rate
through FY 1995. Between now and FY 1995, we will work with the industry to de-
velop an acceptable methodology for future updates.

There seems to be considerable concern within the hospital industry that capital
PPS is just another system designed to ratchet down costs, particularly after 1995
when the updates cease to be specified in law. This is not our intention. Capital PPS
will provide a consistent system of payment for capital. If our primary intent were
to simply reduce Medicare capital spending, this could have easily been accom-
plishedby deeper discounts on the current cost-based system. Our goal, however, is
to develop a payment system with incentives for sensible spending, consistent with a
hospital's workload.

Is Consistent With Congress' Broader Message
Congress has repeatedly and consistently called for payment reforms that move

away from cost-based reimbursement. The Medicare program is moving steadily
toward prospective payment for a broad range of services. Research and demonstra-
tions are actively exploring prospective payment for ambulatory care services, nurs-
ing homes, and home health care. Prospective payment for capital is an important
step in continuing necessary payment reform.

GETING FROM HERE TO THERE

Prospective payment is a simple concept. However, moving from cost reimburse-
ment to a prospective system requires a careful approach to avoid financial disrup-
tion and ensure fair treatment of hospitals in differing situations.

Before developing our capital proposal, we consulted extensively with the hospital
industry, the investment community, members of Congress, and others. Since publi-
cation of the proposed rule in February, we have continued a productive dialogue
with interested parties. These discussions reaffirmed our desire to offer a reasonable
amount of protection as hospitals move into the new capital prospective payment
system.

Transition Period
To ease hospitals into the new system, the proposed rule provides a generous ten-

year transition to a fully Federal rate. During the transition, two types of payments
will be made to hospitals depending on their current capital obligations:

Method 1: "Hold Harmless" Protection for Old Capital Obligations
Hospitals with existing capital commitments above the national average would be

paid through a "hold harmless" payment methodology. These hospitals would re-
ceive 90 percent of their costs for "old" capital plus a payment for new capital costs.

Method 2: Fully Prospective Payment for Hospitals with Low Capital Costs
Hospitals with capital costs below the national average would be paid a full pro-

spective payment rate based on a blend of their hospital-specific rate and the Feder-
al rate. For FY 1992, the payment blend would be 90 percent-of the-hospital-specifie.
rate and 10 percent of the Federal rate. Over the ten-year transition period, the
Federal portion of the payment would increase by 10 percentage points each year,
while the hospital-specific portion would decrease by the same amount.

Hospitals with low capital costs would be helped because they would receive pay-
ments based on an increasingly larger proportion of the Federal rate. We estimate
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that over 95 percent of hospitals which currently have low capital costs would gain
under the proposed rule, with 52 percent gaining more than $100 per case. This ad-
ditional payment can be put towards future capital needs.

Hospitals that tend to have low capital costs include rural hospitals, sole commu-
nity providers, and government-operated hospitals. Because approximately 75 per-
cent of rural hospitals are low cost, they would generally gain under our proposed
capital regulation. Rural hospitals would receive higher payments than under the
current cost-based system.

Similarly, approximately 70 percent of sole community hospitals will receive
higher payments under the oroposed capital regulation than they would under cost-
based reimbursement, if the3 maintain their current spending patterns.

For both payment method.,. adjustments to the Federal rate would be made to ac-
count for each hospital's case mix, geographic location, and the higher costs experi-
enced by certain hospitals that treat a disproportionately high number of indigent
patients. Additional payments would also be made for extraordinarily costly or
lengthy cases.

Exceptions Process
Most hospitals will be able to live within the basic capital payments provided

under the regulation. However, we recognize that certain hospitals have refrained
from major capital improvements and have a genuine need to upgrade their facili-
ties. These hospitals would receive an exceptions payment. Additional payments
would also be provided to urban hospitals which serve a large proportion of low-
income patients. Rural sole community hospitals that need to undertake major cap-
ital projects during the transition period are eligible for exceptions which will pro-
vide more generous payments.

Under our proposed regulation, financially-troubled rural sole community hospi-
tals that serve a large proportion of low income patients and certain urban hospitals
would receive an exceptions payment of 75 percent of capital costs in excess of 100-
125 percent, on a sliding scale, of Medicare capital payments. The amount depends
on the size of the current capital costs relative to the hospital's hospital-specific
rate. This exceptions policy recognizes the special need to maintain access to care in
more isolated rural areas.

A PARTICIPATORY PROCESS

We made significant efforts to encourage participation in the rule-making process.
We provided information and briefing materials on our proposed regulation to every
member of the House and Senate to further their understanding of this complex
regulation and enable them to address their constituents' concerns.

We have had frequent and extensive meetings with representatives of the hospital
industry. We provided every Medicare participatirg hospital with a computer disk
and a manual worksheet to enable them to analyze the impact of our proposal on
their facilities.

We also extended the comment period an additional 15 days to provide more time
for hospitals to better understand the proposal and present their comments for our
consideration.

Major Comments
We are now carefully analyzing the comments as we develop the final rule. The

comments raise several legitimate concerns and we will address them in a budget
neutral fashion. We believe some modifications are warranted and we are currently
reviewing options we can use to refine the proposed regulation. We plan to publish
the final rule on August 30.

The most frequent comments fall into two categories: the definition of "old" cap-
ital and the exceptions process. Many commenters recommend expanding the defini-
tion of old capital to include leases, home office costs, taxes, and insurance. Many
also recommend establishing a cut-off date for old capital to include more recent
capital projects or obligated capital that has not yet appeared on the cost report.

We requested that commenters provide specific suggestions on our definition of
old capital and ways to broaden the definition of obligated capital. We are analyzing
the suggesti.,s to determine if an alternative definition can be developed that is
fair and equitable. Changes of this nature, given the requirement for budget neu-
trality, might result in a balance of payments different from current estimates. We
are carefully examining the technical issues surrounding these recommendations.

Commenters also recommend an exceptions policy that does not use Medicare
margins in determining exceptions for sole community hospitals and certain urban
hospitals. Many recommend that there be a permanent exceptions policy. Some see

48-319 - 92 - 5
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the need for a more flexible exceptions policy that would allow for determinations of
exceptions due to extraordinary circumstances. Others prefer to substitute a pay-
ment floor for an exceptions policy.

We also received many comments on the adjustments to the Federal rate especial-
ly for case mix, disproportionate share, the addition of a medical education adjust-
ment, the use of the hospital wage index as a proxy for variations in construction
costs, and a more generous adjustment for urban hospitals serving low income pa-
tients.

We are carefully evaluating these comments using fiscal year 1989 data. These
more recent data were not available in February when we were developing the pro-
posed rule. We have also expanded our sample of hospitals for which we have age
and financing data available, to more than twice the number of hospitals available
during development of the proposed capital regulation. We will use this FY 1989
data to more accurately evaluate each hospital's capital costs and apply this assess-
ment to the development of the final rule.

The Prospective Payment Assessment Commission (ProPAC) has also provided
recommendations on our proposed regulations, as required by Congress. I am
pleased that ProPAC agrees that capital should be paid on a prospective basis begin-
ning October 1. We are giving their recommendations full consideration in develop-
ing the final regulation.

We are engaged in an open dialogue with ProPAC regarding questions relating to
the assumptions and equations used in our capital modeling and other analyses. We
continue to provide information requested by ProPAC and the American Hospital
Association. We understand the importance of addressing concerns about the validi-
ty of our estimates and rate calculations to ensure public confidence in this regula-
tion. We will continue to address these specific issues to ensure a fair and equitable
capital payment system.

CONCLUSION

We will closely monitor the effect of the capital regulation on hospitals following
its implementation, and welcome the ongoing involvement of hospitals, ProPAC,
and others. We know that, despite our best efforts, the final regulation will not be
perfect. Once experience is gained, some fine tuning may be required.

The proposed prospective payment system for capital will adequately compensate
hospitals that make wise investments and provide quality care. Our proposed rule
balances the needs of hospitals to provide effective and efficient care with the need
to practice fiscal responsibility.

The task before us is to implement prospective capital payment. Our extensive ef-
forts over the past year, as well as those we have underway to develop the final
regulation, will produce a solid prospective payment system for capital.

RESPONSES OF GAIL R. WILENSKY TO QUESTIONS SUBMITTED BY SENATOR MOYNIHAN

Question No. 1. Hospitals that get hurt fall into three categories depending on
their position in the capital cycle.

A. Several hospitals are in the middles of major construction projects or finished
after the deadline.

Will you extend the hold harmless provision to include these hospitals so that
they don't default on mortgage and other obligations?

B. Several hospitals have not yet begun to build but have spent millions on plan-
ning, architectural, engineering and other costs. They would have been further
along, but for the State approval process, which delays construction in order to
ensure project worthiness.

Will you extend the hold harmless provision to include them?
C. Several hospitals have not yet invested in major modernizations but have re-

ceived board approval to initiate the process. If they are not provided adequate Med-
icare funding they will not be able to proceed, which will reduce access to state of
the art health care for their overburdened communities.

Will you extend the hold harmless provision or provide exceptions payments to
cover these hospitals?

Answer. Ve are currently developing the final capital regulation in consideration
of the commeaits received during the public comment period All the issues and con-
cerns raised in your questions have been raised in fhe comments and are being ana-
lyzed and carefully considered.

1. In the proposed rule, we specifically requested public comments on our defini-
tion of old capital and alternative suggestions that would broaden the definition to
include obligated capital, including projects in various stages of planning.
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We have received many detailed comments regarding extension of the hold harm-
less provision for those hospitals that have not yet completed their capital projects.
We are currently analyzing the suggestions received and will continue to consider
such changes. We are also looking into some modifications for those hospitals who
are in various stages of planning to undertake a capital project but have not yet
begun construction. We have received many detailed comments suggesting defini-
tions of binding contracts for obligated capital costs. These are some of the ideas we
are considering to refine the definition of obligated capital.

Question No. 2. I understand that if the need for hold harmless and exceptions
payments exceeds the amount of funding set aside for these payments, HCFA plans
to reduce hold harmless and exceptions payments. Since this would unduly harm
the hospitals that need assistance the most, will consider paying for the excess by
reducing all Medicare payments to "spread the pain?

Answer. For FY 1991-1995, the law requires that total capital payments must be
budget neutral at 90 percent of what would have been paid under the previous
system. If estimates of annual capital spending exceed a budget neutral amount, re-
ductions would be made to the Federal rate, the hospital-specific rate and "hold
harmless" payments necessary to maintain neutrality.

We have proposed that exceptions payments not exceed 10 percent of total capital
payments. We believe that it is appropriate to cap exceptions payments. Therefore,
if estimates indicate that exceptions payments would exceed the 10 percent level, it
would be necessary to change the threshold for exceptions payments.

Question No. . There is a provision that requires special exceptions payments to
be offset by the amount that non-capital Medicare payments exceed non-capital
Medicare costs. This is inappropriate because such "surpluses" are due to efficient
operations as well as Congressionally mandated subsidies of non-Medicare costs for
high disproportionate share and teach 'iospitals. Will you eliminate this provi-
sion?

Answer. The point you have made is well taken and careful consideration is being
given to the exceptions offset provision you have inquired about.

Question No. 4. Will you consider the following technical changes?

A. HOLD HARMLESS PROVISION

* The definition of old capital should include leases, rentals and all other current-
ly reimbursable Medicare capital costs.

* The transition period should be extended from 10 to IS years to reach the aver-
age crossover point for mortgage payments.

B. FEDERAL RATE

* A construction cost index should be used rather than an index adapted from the
area wage index.

* The PPS disproportionate share formula should be used instead of the one now
being proposed for capital because the operating and capital disproportionate share
adjustments should be consistent. In addition, the PPS formula appropriately in-
cludes a higher adjustment for hospitals with the greatest percentage of dispropor-
tionate share patients.

, The PPS indirect teaching adjustment should be applied to the capital reim-
bursement rate because capital requirements are affected by a hospital s teaching
status.

C GENERAL

• change the base year from 1989 to 1990 for New York State hospitals in Order
to reflect the most current costs.

D. SPECIAL EXCEPTIONS PROVISION

• Lower the qualifying disproportionate share threshold from 30% to a level
closer to 20.2%, which is the level that triggers the highest DSA reimbursement in
the PPS formula.

Answer. A.-We have received the most comments on issues concerning the defi-
nition of old capital. We had specifically solicited comments on this definition and
were helped by recommendations put forward by various industry and advocacy
groups. We realize that our proposed definition may have been too narrow. We are
considering such comments as we develop the final rule.

-We believe that the ten year transition period is adequate as originally pro-
posed. However, if it appears, toward the close of the transition, that an extension
may be warranted, we will be open to consideration of options to do so.
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B.-We believe that the area wage index is the better predictor of capital costs
than the construction cost index. However, we are not opposed to creating a new
index when better data are available for our use.

-We are currently considering whether more recent data justify a different DSH
adjustment for the final rule. There have been several comments on this provision
and we are taking them under advisement.

-Again, we are analyzing more recent data to determine whether an IME adjust-
ment is warranted.

C. In response to your question about the base year, our proposed rule uses 1990
as the base year for all hospitals.

D. We are considering comments to bring the DSH threshold closer to that used
on the operating side.

Once the final rule is published, the capital prospective payment policy does not
become static. We will continue to examine our projections and make revisions
based on more recent data and refined estimates. As the payment adjustments are
updated annually, the opportunity to identify any shortcomings and make correc-
tions to the capital payment system can be exercised.

PREPARED STATEMENT OF DONALD A. WILSON

Mr. Chairman, my name is Donald A. Wilson, President of the Kansas Hospital
Association. On behalf of KHA's over 150 member institutions, I am pleased to testi-
fy on the proposed prospective payment system for Medicare inpatient capital costs.
This regulation affects both the urban and rural hospitals in Kansas significantly,
however, I will focus primarily on the rural issues during this testimony. The rec-
ommendations of the Prospective Payment Assessment Commission (ProPAC), and
the American Hospital Association with regard to urban hospital issues are, howev-
er, strongly supported by KHA.

ABOUT KANSAS HOSPITALS

The citizens of Kansas and surrounding States are served by 167 hospitals, of
which 138 are considered community hospitals. Sixty-three of those 138 hospitals
are non-governmental not-for-profit, 67 are owned by a governmental unit (city,
county or district), and 8 are investor owned. The remaining 30 hospitals are either
Federal, psychiatric, or other non-community/non-governmental types of hospitals.
Twenty-two of the hospitals are located within one of Kansas' four SMSA's, while
the balance of 116 hospitals are considered rural. Ten of the eleven hospitals with
more than 300 licensed beds are located in urban areas.

It has been projected that Kansas will experience a 17% increase in the number
of people over the age of 65 by the year 2000. Despite this "graying of Kansas,"
Medicare utilization has steadily declined. Medicare discharges for 1989 were
109,990 as compared to 140,397 in 1982, a 22% decrease since the inception of PPS.
This commitment by Kansas hospitals to a more cost-effective level of treatment
was brought about by several factors including, enhanced deli,, ry of out-patient
services, effective discharge planning and case management, technological advances,
and changes in utilization patterns by physicians.

The continued delivery of quality health care in Kansas is rapidly becoming tenu-
ous. A total of 69 counties were determined to be medically underserved by primary
care physicians in 1990. Of the 69 counties, 51 were determined to be critically un-
derserved. Additionally, inadequate updates to payments from programs such as
Medicare, Medicaid, Blue Cross, Workers Compensation, and managed care organi-
zations have not been sufficient to keep pace with rising operational and technologi-
cal costs experienced by hospitals. This is particularly evident for rural hospitals.

Rural hospitals differ from urban hospitals in many ways. KHA research indi-
cates that rural facilities are significantly older than their urban counterparts, thus
increasing their need for an equitable and predictable capital payment system from
Medicare. Also, they provide a higher percentage of outpatient services, generally
treat an older patient mix, and according to the American Hospital Association,
treat a larger percentage of uninsured patients than their urban counterparts.

Additionally, in their report titled "Rural Hospitals, Federal leadership and Tar-
geted Programs Needed" (June, 1990), the GAO concluded that rural hospitals face
the following problems:

* Low patient volume and resultant higher costs per discharge;
* Less ability than urban hospitals to compete for patients and physicians;
@ Limited patient and non-patient revenue; and
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* Burdensome regulatory constraints.

Rural Health Networks
In testimony before the Committee on Ways and Means, Subcommittee on Health,

of the U. S. House of Representatives, HCFA Administrator Gail Wilensky stated
that "reimbursing hospitals to maintain underutilized facilities provides no incen-
tive to downsize or convert to alternate uses. In Kansas this simply is not true.

Provisions in the 1989 and 1990 Omnibus Budget Reconciliation Act established
and funded the EACH concept. A public/private partnership between KHA and the
Kansas Office of Rural Health has been studying the benefits of this concept for our
State. It appears that the benefits will be significant, especially the financial incen-
tives for hospitals to form rural health networks.

Essentially, the EACH concept is a program which designates, on a voluntary
basis, very small rural hospitals as Rural Primary Care Hospitals or RPCHs (pro-
nounced "peaches") that are linked with larger supporting hospitals designated as
Essential Access Community Hospitals or EACHs. Together with other hospitals
and health care providers, the participants form a regional network to provide
access to quality services in a cost effective manner.

During the Federal grant application process in the spring of 1991, 24 Kansas
community hospitals and one Oklahoma hospital organized into eight rural health
networks which included 17 potential RPCHs, six potential EACHs and two non-
EACH supporting facilities. Eleven other hospitals are also members of these net.
works but do not intend to change their current services or delivery mode. These
Kansas facilities have worked hard to position themselves to implement the EACH
concept once Federal regulations are promulgated.

GENERAL CONCERNS

The Kansas Hospital Association strongly opposes the development of a prospec-
tive payment system for Medicare inpatient capital costs as proposed and has seri-
ous reservations concerning the detrimental long-range financial ramifications to
Kansas hospitals should the rule be implemented as proposed.

Regarding the implementation of the proposed system, KHA believes that it will
be costly and cumbersome, both to the Federal government and to hospitals. New
and additional costs to the Medicare program would be incurred for fiscal interme-
diaries to calculate hospital-specific rates at the outset and the conducting of de-
tailed audits of hospitals' capital costs each year, as well as the hospitals' burden of
segregating and documenting capital assets in preparation for these audits.

Other implementation concerns KHA believes must be addressed if the system is
implemented include timeliness of payments to hospitals during the transition, as
well as interim payments until all cost data are available; creation of a timely ap-
peals process and changes needed to the Medicare cost reporting form.

In light of current law requiring the change, KHA, in its comment letter to
Health Care Financing Administration Administrator Gail Wilensky, recommended
a number of changes and modifications in order to minimize potential harm to hos-
pitals. Some of the most important recommendations for modifications include: in-
clusion of a permanent exceptions process responsive to a hospital's circumstances;
recognition of the variances of individual hospitals' capital cycles; and provisions of
a more liberal definition of old capital, particularly one that includes leases, rentals,
home office costs, and other capital costs, and one that takes into account obligated
funds which have not been included in the base year calculations.

KHA further disagrees with HCFA's assertion that the current pass-throuigh
methodology for Medicare payment for capital costs provides inappropriate incen-
tives for hospitals and that a new payment methodology is needed to avoid those
incentives. In other words, the regulations appear to be a solution looking for a

roblem which does not exist. No empirical data exist to support the contention that
ospitals have been making inappropriate capital acquisition decisions. On the con-

trary, industry data show that the proportion of resources the industry is devoting
to capital has remained relatively stable in recent years. Information from the Pro-
spective Payment Assessment Commission, the American Hospital Association, and
the Healthcare Financial Management Association shows that hospitals' proportion
of capital to operating expenses, as measured by median values of the their capital
expense ratios, has remained less than 10 percent since 1985. The loss of the cost-
based system has the potential to seriously alter this balance and eventually affect
the cost or even availability of financial capital.

It should be noted that few rural hospitals have taken issue with the proposed
rules because, on the surface at least, it would appear that most will come out as
'winners" under the system. KHA agrees that in the short run, most rural hospi-
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tals will probably benefit under the system. This is due primarily to the economic
conditions of rural hospitals, most of which are at the end of their capital cycle. For
the most part rural hospitals have not been able to replace their physical plant and
major equipment and therefore have very low depreciation, debt service, interest
and other capital-related costs.

To illustrate the tremendous inequities that will result from the proposed system
I will describe a real situation which identifies the problems that are inherent in
the system. The median capital cost per discharge for 11 reporting Kansas rural
hospitals with fewer than 100 beds in a national data bank was $293.31 per dis-
charge in 1989. On the surface, a payment rate of nearly $412.00 looks quite attrac-
tive, but only if all conditions remain constant.

The actual capital costs per discharge of a small hospital in Kansas that was re-
cently replaced is over $900 per discharge. The occupancy of this hospital approxi-
mates the occupancy ratio for rural hospitals published in the Federal Register.
This hospital will be protected during the transition period under the "hold harm-
less" provisions of the regulations because they were fortunate enough to replace
their facility prior to their base year. However, the other 100 or so rural hospitals in
Kansas with old facilities would not be so fortunate.

The 11 hospitals in the survey previously mentioned and many others who are in
similar situations, all of which are appropriate for this illustration, would receive
only $630 per discharge including exception payments. This equates to only slightly
over two-thirds of their actual cost if they were to replace their facilities under the
proposed system at the same cost as the hospital that was recently replaced. It
should be noted that the $630 is an average and that payment in the earlier years
would be even lower. These losses will be even greater after the transition period is
completed as they would no longer be protected under, the transition rules. Alter 10
years, these hospitals would be reimbursed an estimated 50 percent of their capital
costs, depending on update factors and future capital expenditures.

This illustration points out five key inequities of the proposed system:

1. Only those hospitals whose capital timing is right receive protection under the
system to prevent major financial short falls for the first 10 years. The majority of
hospitals who will need to update their facilities and equipment after their base
year will be severely disadvantaged to the point where they will unlikely be able to
do so.

2. Rural hospitals who do not have to update their facilities will, in the short
term, be "winners" in the system. Those who are required to update their facilities
will likely be "losers" and their losses will be significant. The determining factor of
whether a hospital is a winner or loser in the game of averages has little to do with
operating efficiencies but rather with timing and the regulations do not permit hos-
pitals to plan the timing.

3. The exception provisions are not adequate. While the system attempts to pro-
vide protection to hospitals during the 10-year transition period by providing for ex-
ception provisions, the facts presented reflect that the exception provisions are inad-
equate. The average rural hospital that replaces its facility will absorb a loss of over
$300 per discharge.

4. Of the $630 per discharge that would be received by a hospital who update their
facility after the base year, 44 percent would be an exception payment which would
not be paid until the cost report was settled. This magnitude of cash flow lag could
not be absorbed by a small rural hospital that is currently struggling for survival.

5. The capital cost per discharge of the recently constructed rural hospital clearly
reflects that capital costs have no relationship to the hospital's wage index which is
used as a basis for calculating "local Cost Variation" in the regulations. Capital cost
per discharge also does not relate to relative input prices (cost per unit of material
and labor). The previously mentioned rural hospital which was recently replaced is
a modest facility financed by the Farmcrs Home Administration at an annual inter-
est rate of less than 6.0 percent. Of i'.s total capital cost per discharge of approxi-
mately $900, 33 percent is interest and 27 percent is depreciation on movable equip-
ment. Neither of these factors, which total 60 percent of its capital costs, relate to
national pricing structures and have no relationship to the Kansas rural wage index
,f .7457. In our opinion there is no significant relationship between the capital cost
per discharge and the area wage index. Rather the difference in capital cost per dis-
charge between facilities depends on the types of services rendered, the number of
discharges, and the point that the hospital is in its capital cycle.



107

KEY RECOMMENDATIONS

Expansion of the Exceptions Process
To offer hospitals protection from the onerous provisions of these regulations a

permanent payment floor for all hospitals should 1w a part of the rules. Additional-
ly, special provisions for Sole Community Hosp-tais, Rural Referral Centers, Rural
Primary Care Hospitals and Medicare Dependent Hospitals should be offered the
same protection in the new regulations as they currently receive under the cost
based system.

Hold-Harmless for Existing Capital
To provide a true hold-harmless provision and to facilitate more equitable pay-

ments across hospitals the definition of "old" capital should be consistent with the
current Medicare definition of capital-related costs. This includes leases, taxes, in-
surance, home-office capital costs, and other capital-related costs that are now recog-
nized.

Payment Updates
HCFA's method for projecting capital growth rates from 1988 to 1992 underesti-

mates growth, therefore, the base Federal is set artificially too low and the method
for updating the rates beyond 1995 is not explicit. Payments should be updated an-
nually to take into account the actual increase in the cost of capital to hospitals
based on the most recent cost report data.

Additional Adjustments
Three additional adjustments should be made to account for variations in costs

among hospitals.

1. Geographic Adjustment:
The use of the area wage index to adjust for geographic variation is inadequate

and should only be used until a more representative index can be developed. Vari-
ations across geographic areas in cost of equipment, building material, other non-
labor costs, and local building requirements must be accounted for more appropri-
ately. Hospital construction wage rates should also be included in a local variation
adjuster.

2. Capital Cycle Timing Adjustment:
The proposal does not adjust for timing and financing of capital acquisitions. An

adjustment for the timing of capital investments is essential to reduce the disrup-
tive effects of a change in capital policy.

3. Reliance on Debt Adjustment:
A permanent adjustment should be developed and tested to reflect a hospital's re-

liance on debt. A hospital's level and cost of debt is a significant factor that should
be reflected in a adjustment to the base payment rate.

CONCLUSION

Despite the tremendous competitive, financial and environmental pressures on
both urban and rural hospitals significant progress is being made towards delivering
quality and cost-effective health care. Cooperative efforts in Kansas have resulted in
six hospitals merging and four others converting to other levels of care and service.
The development of regional rural health networks, fueled by the EACH/RPCH con-
cept demonstrates the commitment hospitals have to ensuring access to quality
health care for Medicare beneficiaries. Communities are participating with one an-
other in the type of dialogue necessary to continue this progress. Testimony by
ProPAC confirms the fact that over the past several years capital spending has
slowed and the vast majority of capital expenditures undertaken by hospitals today
are both prudent and necessary to meet future health care needs. The implementa-
tion of these regulations, without change, could seriously jeopardize these efforts.

Notwithstanding the requirements of the current law, KHA continues to believe
that any policy change concerning Medicare payment for capital costs is unneces-
sary and could endanger Kansas hospitals, many of which are already in precarious
financial conditions. However, unless the law is actually changed, Congress should
make certain that HCFA's proposed payment system is modified a- suggested in
order to prevent as much harm to hospitals as possible.



COMMUNICATIONS

STATEMENT OF THE ASSOCIATION OF FREESTANDING RADIATION ONCOLOGY CENTERS

The Association of Freestanding Radiation Oncology Centers ("AFROC") is an as-
sociation of over 150 freestanding oncology centers located throughout the country.
Freestanding radiation oncology centers are health care facilities organized and op-
erated to provide high-quality, cost-efficient radiation oncology services to patients
in their communities outside of the hospital setting. It is estimated that there are
approximately 300-350 freestanding radiation oncology centers located throughout
the country. Freestanding radiation oncology centers are heavily dependent on Med-
icare reimbursement, since approximately 55% of patients treated by such centers
are covered under the Medicare program.

The provision of radiation oncology services outside the hospital setting requires
significant capital investment, and the ongoing operation of such centers entails
high expenditures for specialized staff, equipment, maintenance, and other "facili-
ty" costs. In effect, such costs are comparable to the "facility" costs incurred by hos-
pital outpatient departments that provide the same services.

Such "facility" costs are not reimbursed separately by the Medicare program;
rather these "facility" costs are currently reimbursed as the "technical" component
of radiation oncologists' fees, under the radiology fee schedule. Unfortunately, the
radiology fee schedule does not take into account extraordinary facility costs in-
volved in providing radiation oncology services in freestanding settings. The relative
values for radiation oncology "technical" services were derived by the American
College of Radiology using a methodology that did not take these cost into account.
For this reason, the reimbursement allowed under the radiology fee schedule does
not cover the actual costs of providing radiation oncology technical services, and the
cost of providing these services must be cross-subsidized using revenues obtained
from other third party payers.

Moreover, after the implementation of the radiation fee schedule in April 1989,
Congress enacted legislation which reduced reimbursement for radiology services
(including the technical component of radiation oncology services) by approximately
30% in 1989, 4% in 1990, and approximately 9.5% in 1991.

As a result of these factors. a study conducted by AFROC during the period from
December 1990 through January 1991 established that reimbursement would have to
be increased by at least 47% to ensure that technical relative values are sufficient to
cover actual costs. More specifically, from December 1990 through January 1991, the
Association of Freestanding Radiation Oncology Centers ("AFROC") sponsored a
survey of the technical costs incurred by freestanding radiation oncology centers. No
member of the Board of Directors nor any other member of AFROC was provided
access to any of the individual data collected.

Approximately 80 facilities responded to the AFROC survey, representing ap-
proximately 23-27% of all freestanding facilities in the country. The survey re-
spondents were divided into categories, depending upon the number and type of
treatment units available at the facility, and, for each of these categories of facili-
ties, annual technical costs were computed. The average number of treatments pro-
vided by each type of facility was also computed by annualizing survey data for the
three-month period from July to September 1990.

After obtaining the average number of patients for each type of facility and the
average cost for each type of facility, a "break-even conversion factor" was comput-
ed by dividing the total costs by the total current relative values. This conversion
factor represents the conversion factor that would be necessary in order for each
type of facility to "break-even" given current relative values. The results are as fol-
lows:

(108)
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Single unit center bem energy (MV)

0-5 6-10 11-19 20+

No. of centers ..................... 20 39 2 1 17
Tech cost($K/yr) ........................................... 497 800 916 1,027 1,490
Ireatments/yr ................... 3,332 5,584 5,788 5,548 12,780
Tech RVUs/yr ................................................. 27,257 46,241 47,872 45,898 1C5,733
Tech cost ($)/RVU .................. 18.09 17.31 19.13 22.39 14.09

Thus, the study demonstrated that, regardless of the category of the facility, cur-
rent reimbursement levels are too low to cover actual costs. In fact, using this data,
AFROC has calculated that an increase of approximately 47% in the current rela-
tive values for these services would be necessary in order for freestanding radiation
oncology centers to "break-even." These results were confirmed by an independent
study conducted by Pro-Med, a cancer center management and consulting firm.

The Health Care Financing Administration ("HCFA") is now in the process of in-
tegrating the current radiology fee schedule, however, (including the current reim-
bursement for freestanding radiation oncology centers) into the resource-based rela-
tive value scale ("RVRVS'). In its recently proposed Notice of Proposed Rulemaking
("NPR"), HCFA proposed a further 10-15% reduction in reimbursement for radi-
ation oncolop technical services. This proposal is entirely inconsistent with a "re-
source-based approach to reimbursement, since the current reimbursement levels
were not based upon study of the resources involved in the provision of radiation
oncology services in freestanding settings. In addition, this proposal is inconsistent
with the approach recommended by the Physician Payment Review Commission
("PPRC"), which has recommended that reimbursement be based on a study of the
actual resources used.

For these reasons, AFROC respectfully requests that the Committee urge HCFA
to adopt reimbursement levels for radiation oncology services that accurately reflect
the resources used and support the introduction of legislation that would require
HCFA to take into account the resources used in the provision of these services in
implementing RBRVS, if HCFA fails to take these extraordinary costs into account
in finalizing the fee schedule.

If you have any questions or need any further information regarding AFROC's
position on this issue, please contact AFROC's legal counsel, Diane Millman at (202)
778-8021.

STATEMENT OF THE GREATER NEw YORK HOSPITAL ASSOCIATION

Greater New York Hospital Association (GNYHA), which represents 130 non-
profit voluntary and public hospitals and nursing homes in the metropolitan New
York City region, appreciates this opportunity to testify before the Senate Finance
Committee on the critical issue of capital financing under the Medicare program.
GNYHA's statement today will provide our analysis and findings with respect to
HCFA's proposal for converting Medicare capital reimbursement from a cost-based
methodology to a case-based prospective payment methodology. It will also provide a
set of recommended modifications to the proposed payment rule that would signfi-
cantly improve its ability to meet the capital financing needs of our member institu-
tions and similarly situated hospitals across the United States. Finally, attached to
the statement is a copy of GNYHA's formal comments to HCFA on the proposed
rule, which includes, in detail, our analysis of the fiscal and health care impact of
the proposed rule, along with an explanation of our analytical process and recom-
mended modifications.

The policy direction of capital reimbursement is of vital importance to the volun-
tary hospitals in the New York City region, many of which are in the midst of or
are about to undertake major reconstruction projects. Our goal is simple: to ensure
the viability of institutions that are the primary or sole provider of health care serv-
ices in communities with significant elderly and poor populations.

.o GENERAL ASSESSMENT OF PROPOSED CAPITAL PAYMENT RULE

HCFA's proposed capital payment rule would provide an average capital payment
per discharge in an effort to encourage more prudent capital planning and expendi-
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tures. The theoretical underpinning of the rule is that hospitals will accumulate re-
tained earnings during years in which capital payments exceed capital costs, and
apply those earnings toward future capital formation. GNYHA believes that this
theory is invalid because it ignores two critical factors: (1) the capital cycle; and (2)
the severe financial pressure under which our hospitals operate.

Because the proposed rule in its current form fails to accommodate these factors,
it would cause considerable hardship to many of the voluntary hospitals in the New
York City region, including default on contractual spending obligations and/or the
postponement of vital capital investment. These hardships would occur in the face
of overwhelming community need for the health care services provided by our mem-
bership, as indicated by an average inpatient utilization rate of almost 90% and an
average disproportionate share percentage of over 30%.

The Capital Cycle
Any large, complex facility requires continual maintenance and repair, as well as

periodic rebuilding according to the age of plant. During the rebuilding phase of the
capital cycle, costs are generally much higher than in other periods because:

* Physical plants often last much longer than the term of the mortgages assumed
to construct them. Hence, during the years after a mortgage has been repaid but
before the next renovation is begun, hospitals often have years without significant
interest and depreciation costs.

@ Even during periods of mortgage repayment, capital-related costs are frequently
higher in the early years than in the later years due to declining interest payments.

A combination of factors has put many New York voluntary hospitals in a posi-
tion of undertaking major modernization programs in the 1990s. First, New York's
hospitals are much older than those in other parts of the country. Second, during
the early 1980s, New York State imposed a moratorium on major rebuilding
projects. This moratorium, combined with the depressed economy of the mid- to late-
1970s, caused many institutions to delay until now the badly needed renovation of
facilities that are several decades old.

Our analysis shows that at least 19 GNYHA member voluntary hospitals are in
the construction or planning stages of major modernization projects that will be
completed after 1989. This cut-off date is significant because the proposed capital
payment rule provides cost-based hold harmless payments for depreciation and in-
terest pertaining to assets acquired as of the base year, which is 1989 for most hospi-
tals in New York State. If these hospitals proceeded on schedule with their projects,
each would receive cumulative capital payments over the next 15 years representing
less than -85% of their capital costs, with some receiving cumulative payments as
low as 55%-60% of costs.

As of 1989, several of the hospitals already had construction underway, including
North General Hospital, The Presbyterian Hospital in the City of New York (Colum-
bia-Presbyterian) and St. Luke's-Roosevelt Hospital Center. If the Medicare capital
payment rule were promulgated as proposed, these institutions would be at great
risk of defaulting on mortgage and other contractually obligated payments. By the
time the capital payment rule was proposed, other hospitals, at a somewhat earlier
stage in their project development, had spent millions on engineering, architectural,
planning, and other costs. These hospitals, including Montefiore Medical Center and
The Society of The New York Hospital, risk not only default on payment obliga-
tions, but also the interruption and delay of vitally needed capital improvements.
Finally, hospitals with less advanced modernizations scheduled to commence during
the 10-year transition period, risk the indefinite postponement of their projects, to
the detriment of the health care of their communities. These projects have not yet
received significant investments, but they have received Board review and are
deemed to be necessary at this time.

In order to serve the health care needs of their communities, hospitals must un-
dertake capital improvements when they are required based upon the capital cycle
of their facilities. The timing of such improvements cannot be forced to conform to
an arbitrary reimbursement schedule without risking adverse financial and health
effects. The rebuilding projects underway or planned by the GNYHA member hospi-
tals are urgently needed, as many of the antiquated facilities do not meet-current
safety, electrical, plumbing and other code requirements, nor can they accommodate
state of the art medical equipment.

Financial Pressure on New York Area Voluntary Hospitals
A preliminary analysis of the 1990 profit and loss picture for New York's volun-

tary hospitals by the Hospital Association of New York State (HANYS) shows that
over 85% of the hospitals in the New York City region have negative operating
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margins and close to 75% have negative total, or bottom-line, margins. This extreme
financial pressure makes it unlikely that GNYHA members would ever be in a posi-
tion to accumulate retained earnings for future capital formation: they are strug-
gling as it is to meet their current obligations.

PROPOSED CAPITAL PAYMENT RULE IN CONTEXT OF NEW YORK STATE

Congress directed HCFA to develop a prospective payment methodology for Medi-
care inpatient capital-related costs in order to curb unrestrained and sometimes in-
appropriate spending that seemed to be motivated by the cost-based payment meth-
odology. However, this rationale for moving to a prospective payment system for
capital is not applicable to hospitals in New York State because they are already
greatly constrained in their capital decision-making due to a highly restrictive cer-
tificate of need (CON) approval process. This process-with all its attendant flaws,
including compliance costs and project delays-does ensure the necessity of all
major capital investments. Evidence of the lack of overbuilding is the State's high
aggregate occupancy rate.

FINDINGS OF THE GNYHA FISCAL IMPACT ANALYSIS

Because we believe that the major reconstruction projects underway or planned
by our membership should proceed as scheduled to appropriately respond to the
health care needs of the Greater New York community, we conducted our fiscal
impact analysis of the effects of the proposed regulation assuming a level of future
Medicare inpatient capital~related costs that reflected these projects. Based upon
these and other assumptions provided by the hospitals, we conducted a 15-year anal-
ysis to project the payments generated by the proposed rule both during and beyond
the 10-year transition period. Several key findings emerged from our analysis, as
follows:

* Compared with cost-based reimbursement discounted to 85%, "high cost" hospi-
tals-i.e. those in the building phase of their capital cycles-shift $650 million to
"low cost" hospitals that do not require these revenues;

* The $650 million loss to high cost hospitals doubles the loss due to the 15% dis-
count on cost-based reimbursement, bringing total losses to $1.3 billion;

• For individual GNYHA hospitals, 67% receive cumulative 15-year payments of
less than 100%, 43% receive cumulative payments of less than 85%, and 27% re-
ceive cumulative payments of less than 75%;

e Even hospitals with cumulative 15-year payments in excess of 85% of costs ex-
perience severe cash flow pressures in years of higher-than-average capital forma-
tion, since payments are not computed in relation to costs; and

* While over a cumulative 15-year period, member hospitals as a group receive
roughly the same level of capital payments as under cost-based reimbursement dis-
counted to 85%, the aggregate level of reimbursement on an annual basis varies
widely during the 15 years from over 90% to below 80%.

These findings demonstrate that the proposed Medicare capital payment rule
would generate an insufficient level of reimbursement for many of our member hos-
pitals, both on an annual and a cumulative long term basis.

RECOMMENDED MODIFICATIONS TO THE PROPOSED CAPITAL PAYMENT RULE

Based upon these findings, GNYHA proposes several modifications to the pro-
posed capital payment rule to ensure an adequate level of capital formation for our
member institutions and their communities, as follows:

* Changes to Provisions in the Current Proposal

Hold Harmless Provision
-Incorporate total allowable Medicare inpatient capital-related costs in the defi-

nition of old capital, including leases, rentals, taxes and insurance as well as
depreciation and interest;

-Extend the transition period from 10 years to 15 years; and
-Remove the cap on the new capital ratio, which limits the proportion of the

Federal rate that hold harmless hospitals can receive for new capital to the na-
tional average ratio of new capital to total capital.

General
-Change the base year from 1989 to 1990; and
-If hold harmless and/or exceptions payments exceed the budget neutral spend-

ing level, then spread the reduction over total Medicare operating and capital
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payments rather than reducing hold harmless and/or exceptions payments as
HCFA proposes, which would hurt the most vulnerable hospitals.

-Special Exceptions Provision (which helps to cover shortfalls in capital pay-
ments for high DSA hospitals)

-Do not reduce special exceptions payments where total Medicare payments
exceed Medicare costs due to Congressionally mandated add-ons such as DSA,
IME and GME;

-Lower the DSA eligibility threshold for special exceptions capital payments
from 30% to a level closer to 20.2%, the threshold for high DSA hospitals under
PPS; and

-Provide the same level of deficit reimbursement for all hospitals eligible for spe-
cial exceptions payments rather than the proposed sliding scale, which arbitrar-
ily categorizes hospitals according to their growth in capital spending between
1989 and 1992.

Federal Capital Rate Adjustments
-Replace the proposed geographic adjustment factor with a construction cost

index;
-Use the PPS DSA formula in the capital rate; and
-Provide an IME adjustment to the capital rate.

@ New Provisions Pertaining to Hospitals with Obligated Capital Expenditures
as well as Hospitals with Planned Expenditures

-Create a hold harmless or exceptions provision to protect hospitals that have
contractually obligated capital expenditures and have invested $1 million or 1%
of inpatient operating costs by the publication date of the final rule; and

-Create a permanent hold harmless or exceptions provision for hospitals with
planned, but not yet obligated, capital projects, using certain criteria to estab-
lish eligibility, as follows:

* High occupancy rate, such as 80%;
" High DSA percentage, such as 20.2%;
" CON approval or State or Federal mandate;
* High asset turnover rate, such as 1.00; and
" High bed turnover rate, such as 50.00 discharges per bed.

We believe that incorporation of these recommendations into the final capital
payment rule would ensure the feasibility of the needed building programs of our
member hospitals, while preserving the integrity of the prospective system. We ap-
preciate the dialogue that the Congress and HCFA have maintained with us per-
taining to the Medicare capital payment methodology and look forward to continu-
ing these discussions. Thank you very much for this opportunity to present our
views.

STATEMENT OF THE HEALTHCARE FINANCIAL MANAGEMENT ASSOCIATION

INTRODUCTION

HFMA disagrees with HCFA's assertion that the current pass-through methodolo-
gy for Medicare payment for capital costs fosters perverse incentives for hospitals
and that a new payment methodology is needed to avoid those incentives. No empir-
ical data exist to support the contention that hospitals have been making inappro-
priate capital acquisition decisions. On the contrary, data show that the proportion
of resources the industry is devoting to capital has remained relatively stable in
recent years. HFMA's Financial Analysis Service (FAS) shows that hospitals' pro-
portion of capital to operating expenses, as measured by median values of their cap-
ital expense ratios, has remained less than 10 percent since 1985. FAS is a database
of audited hospital financial statements. The American Hospital Association and the
Prospective Payment Assessment Commission corroborate HFMA's findings.

The loss of the cost-based payment method may negatively affect the cost or even
the availability of financial capital. The current payment method provides a predict-
able and stable cash flow to hospitals for their capital commitments.

However, HFMA also realizes that current law requires Medicare capital costs for
PBS hospitals be paid prospectively effective with cost reporting periods beginning
on or after October 1, 1991. To reduce potentia! harm to hospitals, HFMA recom-
mends that HCFA modify its proposed rule in several important respects.
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TECHNICAL CONCERNS

DRG case weights and outliers are unrelated to capital costs.-Rather than a true
PPS system for capital, HCFA has proposed a hybrid payment system that uses
components of the PPS operating system that are not demonstrably capital-related,
notably the DRGs themselves and the outlier payment system. The DRG weights do
not have a direct correlation to capital costs, especially at higher case-mix levels.
Similarly, the last days of a patient stay, which allow a patient to qualify for day
outlier payments, may be the least capital-intensive portion of a patient's stay.
These "imported" payment components inevitably compromise payment equity.

Lack of a long-range view.-HCFA's proposed transition is not long enough. Fi-
nancing instruments for large-scale building projects are typically for terms as long
as 30 years. Projects being planned now will not be completed until near the mid-
point of the transition. Lenders must think in long-range terms when judging hospi-
tals' creditworthiness and are likely to charge higher interest rates to compensate
for reduced assurances of repayment over the life of a debt.

In addition, the proposed exceptions process makes no provision for post-transition
help for hospitals needing additional assistance. It is unlikely that the circum-
stances warranting an exception in the early years of the transition will cease to
exist in post-transition years. Hospitals that must undertake renovations or pur-
chase equipment to meet regulatory requirements, such as life safety code require-
ments, or facilities that must meet the special costs of construction in earthquake-
prone regions, are strong candidates for special consideration. HFMA supports a
permanent exceptions process that will provide flexibility to hospitals as they deal
with the uncertainty of the post-transition period.

Rigid payment tracks.-HCFA is proposing a one-direction, "lock-step" transition
that gives hospitals no options among payment methods. Hospitals that are "high
cost"-by HCFA's narrow definition-at the outset of the transition are locked into
the discounted, partially cost-based, hold harmless payment method. Models devel-
oped by HCFA show that, after several years, some of these hospitals would receive
higher payments under the other, fully prospective method. Similarly, hold harm-
less hospitals are locked permanently into the Federal rate once their old capital
costs fall below that rate, even though a blended rate might be higher. This auto-
matic system further creates inequitable payment differentials among similar hospi-
tals that may be at different points in their payment cycles.

Failure to acknowledge a capital cycle.-The proposed regulations do not accom-
modate the existence of hospitals' capital spending cycles but, rather, lock in fixed
hospital-specific rates for the duration of the transition a hospital's situation at a
possibly atypical point in time. As a result, hospitals that were at the beginning of a
building program in FY90 will be particularly disadvantaged by these regulations,
simply because of the timing of their cycle.

Data from HFMA's FAS database indicate a cyclical pattern of capital spending.
In 1988, an analysis of 3,356 hospitals revealed an inverse correlation of the median
values of the capital expense ratio with the average age of plant. This relationship
demonstrates that hospitals with older plants and equipment tend to be at the low
end of this capital cycle, while hospitals with newer plants and equipment tend to
be at the high end of the cycle. HFMA members' comments in response to the pro-
posed regulation indicate that, just before a major building project or renovation,
individual hospitals deliberately and substantially slow the process of acquiring
major equipment, in anticipation of the move or renovation. They thus incur lower
capital costs in this preparatory time period, followed by sharp cost increases once
the project comes "on line." Hospitals that can demonstrate that their base year is
atypical should have the opportunity to petition for an alternative base year.

Choice of wage index as geographic adjuster.--Since the inception of PPS, the area
wage index has been plagued by methodological problems. Congress' establishment
of the Medicare Geographic Classification Review Board (MGCRB) was based on con-
cerns about the validity of the index. Given these problems, a refined construction
cost index for use as a capital geographic adjuster should be adopted. The Center for
Health Economics Research, in a 1989 report to HCFA, suggested that an input
price index could be computed for HCFA's use, and that it would be preferable to
the construction cost index currently available. A new input price index would have
the advantage of being directly related to capital costs.

If a construction index is not adopted, HFMA assumes that hospitals reclassified
by the MGCRB would receive the geographic adjustment of their new wage area.
HCFA should clarify this point in the final rule.

Inadequate exceptions policy.-As already noted, HFMA urges establishment of a
permanent exceptions process after the transition. Even within the framework of
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the transition, however, the proposed exceptions policy is entirely inadequate. The
thresholds are high, so that only hospitals whose capital costs far exceed their pay-
ments can qualify. In addition, HCFA has said that it may raise the thresholds year
by year to meet budgetary targets. This action would make the entire exception pro-
vision undependable. A true and permanent exceptions policy that weighs individ-
ual hospital's situations must be established.

Obligated capital inadequately defined and poorly protected.-For hold harmless
payments, HCFA defines old capital as allowable Medicare inpatient depreciation
and interest expenses for capital assets in use for patient care and appearing on the
hospital's latest cost report ending on or before the close of Federal FY90. Capital
not meeting this criterion is classified as new capital. The proposed "special pay-
ment" method allows hospitals that have higher-than-average costs in 1992 to
choose the payment method yielding the higher payment.

Despite its intent, this special method does little to help these hospitals. It does
not provide for treatment of obligated capital as old capital. Moreover, a hospital's
opportunity to qualify is limited to 1992, a constraint that is unwarranted because
projects obligated in FY90 often will not be on line until 1993 or later. Many hospi-
tals will be seriously harmed if these assets are not treated as old capital.

Obligated capital must be better protected. Several options are available. Most im-
portant, HCFA must adopt a more liberal definition of old capital to include obligat-
ed capital.
HFMA believes that a formal resolution empowering management to proceed

with a project and execute contracts, adopted by a hospital's governing board and
recorded in the minutes, should be sufficient to prove that a firm obligation does
indeed exist. These resolutions are based on detailed information about the project's
scope, cost, and proposed financing, and they usually indicate that certain represen-
tations and commitments have been made to various third parties to proceed with
the project. If the hospital can document that its board's resolution was based on
such information, HCFA should accept the resolution as adequate evidence of a firm
commitment to qualify the asset as old capital.

It should be noted that HCFA has in the past accepted a hospital board resolution
as evidence of the institution's official commitment to a course of action. In the Pro-
lpider Reimbursement Manual, HCFA accepted such a resolution as proof that an ad-
vance refunding of debt had been initiated.

Other criteria that may be used to verify that a hospital has made a serious com-
mitment to undertake a project, in order of their usual occurrence, are: engagement
of an underwriter to secure financing; application to a debt issuing authority; offi-
cial action by a debt issuing authority indicating a clear intention to finance a
project; expenditure of funds in proportion to the expected total size of the project;
for example, for facility planning, for engineering studies, or for architectural work;
and evidence that construction was under way.

Leases and rentals excluded from old capital.-HCFA's proposal to exclude leases
and rentals from its definition of old capital under the hold harmless payment
method inappropriately penalizes hospitals that selected leases or rental agreements
to finance capital acquisitions. Leasing is a legitimate approach to financing and
should not be a basis for unfavorable payment rules. Hospitals choose to lease for a
variety of sound economic and financial reasons unrelated to Medicare payment.
Reasons include a desire to avoid the risk and expense of owning equipment that
may soon become obsolete and cash flow considerations. In some circumstances, a
hospital must rely on leasing because debt financing is unavailable. These options
must continue to be available.

The proposed regulation would distinguish old capital from new based primarily
on the asset itself. We believe this basis is appropriate, because the acquisition of an
asset is distinct from the choice of financing mechanism. However, HCFA's proposal
to exclude leases and rentals from its definition of old capital shifts the basis of the
definition from the asset to the financing mechanism, thereby destroying the con-
sistency of the distinction between old and new capital.

Furthermore, a lease often is merely an arrangement whereby a hospital pays for
an asset over time. These arrangements should not be penalized by Medicare pay-
ment rules.

The instrument that secures industrial revenue bonds issued by many jurisdic-
tions in order to finance hospital building projects takes the legal form of a lease.
These leases are not payment arrangements but, rather, legal agreements between
a bond issuing authority and a hospital. We do not believe it is HCFA's intent to
exclude from the definition of old capital projects financed by industrial revenue
bonds under this type of arrangement but that should be clarified in the final rule.
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HFMA also is concerned that HCFA's proposal to define old capital differently
from new capital may undermine the consistency of the current Medicare definition
of Medicare capital-related costs. If leases and rentals are excluded from old capital,
hospitals will, as a practical matter, have to cope with multiple definitions of cap-
ital.

We understand that several considerations led HCFA to exclhdP leases and rent-
als from old capital:

* That the sheer variety of leasing arrangements makes it difficult to predict
Medicare's potential outlays for the purpose of estimating budget neutrality;

* That equipment can be replaced under a continuing lease, so that new capital
might masquerade as old; and

& That, while purchased assets are depreciated over their useful life according to
Medicare's straight line depreciation method so that Medicare's liability is clearly
defined, allowable lease and rental costs are not as easily controlled.

Although we understand these problems, we do not see them as insoluble. Regard-
ing the first concern, HCFA's inability to calculate budget neutrality precisely is not
a good reason to adopt a flawed policy. In other areas of Medicare program adminis-
tration, for example, when updating rates for inflation HCFA is satisfied with esti-
mates, although actual outlay may be different.

Regarding the concern that new capital may masquerade as old, HCFA's defini-
tion of old capital, as previously noted, properly focuses on the asset itself, not the
financing instrument. It is possible to document a capital asset's identity by evi-
dence verifiable by an intermediary, such as titles, deeds, or model numbers. The
burden would be on each hospital to provide appropriate documentation to the fiscal
intermediary.

Regarding HCFA's third concern, Medicare-allowable costs related to lease or
rental payments are already clearly defined and controllable by mechanisms in reg-
ulation and in instructions to intermediaries. FIs can limit allowable lease costs by
tests of reasonableness and specific regulatory limits eliminating the necessity for
new limits.

Other assets excluded from old capital-As with leases, HCFA has given no ra-
tionale for excluding from the definition of old capital such costs as insurance,
taxes, license fees, royalty fees, home office capital-related costs, and related organi-
zations' capital-related costs of depreciable assets not located on the hospital's prem-
ises. All of these costs should be included in the definition, as should bond issue ex-
penses related to old capital assets, because they are directly related to the asset's
acquisition and use. With regard to assets on the premises of related organizations
and shared assets, such as major diagnostic equipment purchased by a hospital
jointly with related or unrelated entities, HCFA's proposal to exclude them from old
capital discourages sharing and is contrary to HCFA's announced cost containment
objectives. It is feasible to distinguish old capital from new capital regardless of site,
and insurance and tax costs can be related to old and new assets and assigned to
capital and administrative cost centers based on principles already available.

Revaluation of assets and recapture of depreciation. -When a hospital sells an
asset, HCFA proposes to recapture its share of any excess of the sale price over the
asset s net book value. It has further explained that the adjustment will be made
only with respect to old capital for which a hold harmless payment is made. HCFA
has not described what it will do when a sale results in a loss, but HCFA staff mem-
bers have indicated that the agency will'recognize the loss as additional deprecia-
tion and pay its share over the life of the asset. HCFA should affirm this intent in
its final rule. This adjustment should not be limited to assets paid under hold harm-
less provisions, because the hospital should recoup all cost payments relevant to the
years paid on a cost basis. In addition, any allowable costs related to a sale should
be reflected in the hospital's hospital-specific rate.

That these adjustments will be made throughout the transition for assets sold
during the transition should be clarified. In other words, if an asset is sold in 1999, a
hospital's transition rates and payments will be adjusted retroactively.

Treatment of interest expenses. -Interest expense is an integral part of capital
costs. HCFA has indicated that it intends to apply current Medicare rules regarding
the distinction between capital-related and operating interest costs to establish al-
lowable capital interest expense and the appropriate allocation of interest costs be-
tween old and new capital for the purposes of payment under the hold harmless
method. HFMA believes that several key questions remain unanswered. In particu-
lar, the government's policy on the following needs to be clarified:

e The underlying basis for the allocation of interest expense to old and new cap-
ital.
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" Refinancings and consolidations that result in lower interest costs.
* Advance refunding of debt, particularly with regard to losses on defeasance.
* Funded depreciation.

Allocation of interest expense to old and new capital.-HFMA believes that
throughout the transition HCFA must continue to pay its full share of the interest
costs attrbutable to assets paid under the hold harmless method. The payment sys-
tem's focus should remain consistent: the asset, not the financing instrument, is the
basis for the distinction between old and new capital. The costs should be allocated
to old and new capital based on the proportion of the assets that qualify as old or
new capital.

Allocation of interest expenses to old and new capital; debt refinancing, -The sec-
tion of the proposed regulation dealing with debt refinancing is incomplete and con-
fusing. The proposed allocation of interest expense to old and new capital under the
hold armless payment method is entwined in this confused discussion of refinanc-
ing. In the proposed regulation, HCFA assumes that the only way old and new cap-
ital could be co-mingled in a single debt instrument would be through a refinancing
of debt. For this reason, it is assumed that the point at which the debt is refinanced
is identical with the cutoff point for old capital. This assumption leads to the substi-
tution of the financing instrument for the asset in distinguishing between old and
new capital. However, it is possible that several assets financed by a single debt in-
strument came "on line" at different points in time and that only some of those
assets qualify as old capital. One example of this situation would be a phased-in
project. Another exaniple would be a situation where several existing debts relating
to old and new capital had been consolidated in the past. Any payment system
needs to explain the allocation of interest expense in the more general case, in
which old capital and new capital are co-mingled within a single debt instrument,
before proceeding to the more complicated situation of debt refinancing.

When a debt refinancing or consolidation result..-" in increased interest expense,
HCFA proposes to limit the amount of interest expense related to old capital to the
amount that would have been recognized prior to the refinancing or consolidation.
This is appropriate.

The proposed regulation does not contain HCFA's policy on refinancings that
result in decreased interest expense. Hospitals most often refinance loans to take
advantage of lower rates. HCFA should take the opportunity to encourage refinanc-
ings that result in reduced cost.

Advance refunding of debt.-Advance refunding is a refinancing technique which
enables a hospital to replace existing debt before its scheduled maturity. A hospital
may consider advance refunding for a variety of reasons: to get a lower interest
rate, to improve cash flow, to remove restrictive covenants, or to increase borrowing
capacity. HCFA has previously indicated that revenues and expenses associated
with advance refundings should be treated in accordance with current manual in-
structions.

In its final rule, HCFA should confirm that it will pay its share of all legitimate
costs associated with a refunding, allocating them to old and new capital according
to the proportions of the assets involved. Certain costs, such as debt cancellation
costs on the refunded debt, interest expenses on the refunded debt, and any losses
on defeasance, are clearly associated with the old debt, and should be allocated to
old and new capital according to the proportion of old and new capital assets fi-
nanced through the old debt. These arrangements should be allowed throughout the
transition period. Other costs, such as debt issue costs on the refunding debt, and
interest expenses on the refunding debt, would be considered new capital.

Funded depreciation. -HCFA has argued that a prospective payment method for
capital, because it pays for an asset's use in patient care and not for the asset itself
when purchased, will force hospitals to save for future capital expenditures. Howev-
er, the proposed system provides no encouragement or assistance to hospitals in
building equity for future capital needs. At a minimum, HCFA should make it clear
that offsets of interest income will not be taken if an account is set up for future
investment in capital and that the interest expenses of new borrowing will not be
disallowed because a hospital has invested depreciation funds. The same protection
should be guaranteed for income from both restricted and unrestricted donations,
because hospitals will need to undertake more fundraising to finance capital ieeds"
in the future if HCFA's proposal is implemented. These guarantees will benefit only
hold harmless hospitals, since as soon as the rule goes into effect, hospitals paid a
fully prospective rate will have no payment incentive to have separate funds for
future capital since their capital-related interest expenses will no longer be paid on
a pass-through basis. HCFA should create a direct incentive to encourage capital
saving.
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CONCERNS REGARDING IMPLEMENTATION

Implementation of the capital PPS payment method will be costly for HCFA and
burdensome for hospitals, because fiscal intermediaries must undertake hospital-
specific rate calculations at the outset and conduct detailed audits of capital costs
each year. Hospitals will have the burden of segregating and documenting capital
assets in preparation for these audits.

Because of the complexity of the system, an intricate process of payment adjust-
ments will be necessary. HCFA will need to provide its intermediaries with detailed
instructions and hold them to fair and consistent requirements. HFMA has the fol-
lowing specific concerns:

Timeliness of payment.-Timely capital payments are crucial to hospitals, particu-
larly during the first year of the transition from cost-based to prospective payment.
Hospitals now receive a regular capital payment and must continue to receive one
without interruption. HCFA has already acknowledged that this will be particularly
difficult for hold harmless hospitals and has properly provided for interim payments
until complete FY90 cost data are available.

To determine these payments, however, HCFA says its intermediaries need infor-
mation from hospitals on old capital. This information must be provided by the hos-
pital 120 days before the date the hospital would begin its first cost reporting period
on or after October 1, 1991, in order to calculate the interim rate 30 days in advance
of that date. These deadlines are already unrealistic, given the delays in publishing
the proposed rule. HCFA must either give its intermediaries additional resources to
process the information quickly, provide an interim payment based on past cost pay-
ments, or delay the rule's implementation.

Appeals.-We are pleased that HCFA has made it clear that hospitals will have
the opportunity to appeal an intermediary's determination of their base period old
capital costs and hospital-specific rates. The recourse provided needs to be timely
and outstanding appeals of capital-related costs should be processed before the tran-
sition begins.

Cost reporting changes.-Cost report changes will be needed corresponding to the
new data required on capital, most notably to allow specific segregation of old and
new capital assets. These changes clearly must be made as soon as possible.

CONCLUSION

Despite the requirements of current law, HFMA continues to believe that any
policy change concerning Medicare payment for its capital costs is unnecessary and
could harm hospitals, many of which are already in precarious financial conditions.
However, unless the law is actually changed, Congress should make sure that
HCFA's proposed payment system is modified as suggested in order to prevent as
much harm to hospitals as possible. We offer our ongoing technical expertise
throughout the process and appreciate this opportunity to make our views known.
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STATEMENT OF KINETIC CONCEPTS, INc. (KCI)

We appreciate the opportunity to submit testimony for the
written record for the hearing on the proposed prospective payment
system for hospital capital payments held July 11, 1991, by the
Finance Subcommittee on Medicare and Long-Term Care.

This testimony is submitted on behalf of Kinetic Concepts,
Inc. (KCI) by James R. Leininger, M.D., President and CEO. KCI is
a San Antonio, Texas based corporation with operations in all fifty
states. KCI's basic business is the rental of moveable capital
items to hospitals and other users of medical equipment. Through
these rentals, KCI and other rental companies provide maximum
flexibility for hospitals to manage their capital expenditures.

The rental of movable capital has not been part of either the
abuses or shortcomings of the existing Medicare reimbursement
system for capital. As we will explain below, rentals have been
used by hospitals as an effective means of controlling capital
expenditures and preventing the unnecessary purchasing or long term
leasing of equipment. Rentals are utilized on an "as needed"
basis, and are almost always connected to a specific patient need.

The purpose of our testimony is four fold. First, we will
describe KCI's proposal concerning Medicare capital reimbursement
for the rental of small-ticket medical equipment and discuss the
rationale for this proposal. Second, we will comment on why the
proposed capital regulation does not work and why it could limit
beneficiary access to needed medical technologies. Third, we will
suggest changes in the existing reimbursement regulation to ensure
that our proposal, if adopted, is not abused. Fourth, we will
discuss the nature of the rental market in general and why
hospitals rent medical equipment in order to provide a more
thorough analysis of the use of rentals to help control hospital
capital expenditures.

KCI'S RENTAL BUSINESS

Most of KCI's rental equipment incorporates state of the art
technology. This equipment includes specialty beds, ventilators,
infusion pumps, incubators and cardiac monitors. These products
are used in intensive care units and throughout the hospital to
supplement or enhance an institution's resources.

KCI's rental equipment is used extensively by hospitals and
skilled nursing facilities. These products help control costs by
reducing patient days in intensive care units (ICU's) and by
accelerating patient recovery time for various medical conditions.

Because of the technology incorporated into our equipment, the
sales price ranges up to $40,000. Through renting, however, we are
able to provide this equipment to hospitals that may have only an
occasional need for this equipment for rental rates up to $100 a
day. This is an extremely cost effective means of utilizing a
hospital's limited capital budget compared to the leasing or
purchasing of the same equipment.

Studies have demonstrated that our core rental item, specialty
beds, can shortenby 50 percent or more the length of stay in an
ICU for burn and other accident victims and reduce the length of
stay for Medicare outlier patients with pressure sores. With the
average daily cost in an ICU of $2,000 per patient, reducing stays
by six to ten days can provide savings of $12,000 to $20,000. In
short, rental of our beds saves money for Medicare, for hospitals
and for patients.
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RENTING VS. LEASING

Before going into our proposal, it is important to understand
the difference between renting and leasing. A common mistake is to
group rentals and leases together as similar transactions. Nothing
could be further from the truth.

Leases of medical equipment are essentially financed sales.
A particular piece of equipment or group of equipment is leased for
a fixed period of time (generally at least one year). At the end
of the lease term, the lessee has certain rights or obligations.
The lessee, depending on the particular contractual obligation,
must return the equipment to the lessor, purchase the equipment at
a predetermined price, or guarantee a certain residual value for
the used item. The lessee, however, is obligated to keep and pay
for the leased equipment for the duration of the lease whether or
not it is needed. This can result in the accumulation by hospitals
of excess equipment and obsolete technologies.

Rentals of medical equipment, on the other hand, have no
specific term. They are rented by hospitals for one day, for one
week, or for whatever time period is needed. Once they are no
longer needed, they are returned to the rental company with no
further obligation. This helps prevent the accumulation by
hospitals of obsolete technologies and excess equipment.

KCI'S PROPOSAL

KCI proposes that the rental of small-ticket medical equipment
(defined as equipment priced under $65,000) continue to be
reimbursed on the basis of reasonable cost for disproportionate
share, teaching, and rural sole community hospitals, rather than
folded into the proposed prospective payment system for capital
expenditures. We suggest a reimbursement rate of 90 percent for
this exception to maintain the budget neutrality of the overall
proposed regulation.

Further, to prevent hospitals from over-utilizing this rental
exception, Medicare rental payments would only be made: (1) for a
medical equipment item or category of items currently reimbursed
under Medicare's capital payment rules; (2) if the rented medical
equipment was designated for a specific medical need; and (3)
subject to a cap equal to five percent of the hospital's previous
year's Medicare capital reimbursement.

The objective of this proposal is to provide an additional
revenue source for accessing capital by these hospitals that is
targeted and provides for cost efficient capital spending and is in
line with the basic objective of the proposed prospective payment
system.

RATIONALE FOR THIS EXEMPTION

The use of rentals helps hospitals do what they do not
normally do under other circumstances because of liability concerns
and competitive pressures: share and pool capital resources. With
rentals, the problem of oversupply and obsolescence, as well as
maintenance and repair costs are shifted largely to the rental
companies. The net result is an effective pooling of resources
that reduces total capital expenditures by all hospitals. Rentals
also allow hospitals to respond in a cost effective manner to
census fluctuations and unusual patient and treatment needs.

Simply stated, the current system works for rentals and is
already furthering the goal of the proposed capital regulation: to
limit the growth of capital-related expenditures by hospitals. As
such, the continued use of rentals by these three types of
hospitals will provide them with an additional source of funds that
is completely consistent with the proposed prospective payment
system for capital.
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Numerous concerns have been raised about the ability of
teaching, disproportionate share and rural sole community hospitals
to be adequately reimbursed for their capital costs under the
proposed capital regulation. Because these hospitals have
historically experienced higher operating and capital costs per
patient than other hospitals, the new regulation may make it
difficult for them to make necessary capital expenditures.

HCFA's own simulations show major teaching hospitals, as a
group, will be one of the consistent "losers" under the proposal,
reimbursed at an average of three percent below their actual
capital costs per case.

Disproportionate share hospitals are also characterized as
"losers" by HCFA under the proposed regulation. Studies have shown
that low-income patients use a disproportionate amount of resources
on a per diem basis, and therefore hospitals serving large numbers
of such patients require additional payments.

Under the present capital rules, sole community hospitals are
exempt from the discounted capital reimbursement rate imposed on
most other hospitals. The proposed rule would have the effect of
including sole community hospitals in the proposed prospective
payment system. After the transition period they would be treated
like all other hospitals. As a result, the proposed rule erodes
the protection offered to sole community hospitals and may
ultimately jeopardize the availability of care in rural areas.

Given HCFA's own conclusions, and given the fact that the
American Hospital Association's simulations show even more "losers"
than HCFA, there is every reason to fear that capital
reimbursements will be inadequate for these three types of
hospitals. As a result, many of them will be forced to use all of
their Medicare capital revenue to meet existing capital
obligations, leaving no funds to pay for rental items to meet
Medicare beneficiaries' medical needs.

Congress has traditionally provided additional payments to
these hospitals for their operating costs under the DRG system.
ProPAC testified at the hearing that the perspective payment system
should contain adjustments just as the system currently provides
for adjustments for operating costs for teaching, disproportionate
share, and rural sole community hospitals. Further, there is a
growing consensus that some additional payment needs to be provided
to these hospitals so that they are not unfairly disadvantaged by
the new capital regulation. A targeted rental exception can
provide additional funds to these hospitals in a manner that is
efficient and enhances patient care.

THE PROPOSED REGULATION MAY NOT ALLOW THESE HOSPITALS
TO ACCESS EQUIPMENT THROUGH RENTALS

Under the proposed regulation, rentals are disadvantaged
because,.by the nature of their short term duration, they will only
be reimbursed under the definition of "new" capital. As most of
the money in the regulation will go towards reimbursement for "old"
capital, we are concerned that the total amount set aside for "new"
capital simply will not be enough to meet these hospitals "new"
capital costs. This is particularly true for teaching,
disproportionate share and sole community hospitals.

Also under the proposed rule, these hospitals will only be
paid under the federal portion of "new" capital, which is even a
smaller sum of money. Even ProPAC ha6 testified that they believe
"the 1992 Federal rate of $472 is too low because it was based on
assumptions of low growth in capital costs from 1988 through 1991
and large increases in Medicare admissions." In other words, these
.high capital cost hospitals will not receive adequate capital
payments. As a result, they will have to use their capital
payments for existing capital obligations. Therefore, they will
not have the funds available for necessary rentals, limiting
beneficiary access to the latest technologies.
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Further, hospital rentals may be hurt because rentals are not
distinguished under the hospital specific rate. If these hospitals
do not have a history of renting equipment, it may be difficult to
use rentals with the funds allocated to these hospitals under their
specific rate.

Also, because of the short term nature of rental agreements,
rentals, Unlike leases, will not be covered under the "hold
harmless" provision. Therefore, the rental market will be
disadvantaged for those hospitals that avail themselves of the hold
harmless provision.

The development and growth of the rental industry for medical
equipment is a relatively new phenomena, and the rental of small
ticket equipment has been growing substantially in recent years.
As a result, neither the proposed calculation of new capital nor
the hold harmless calculations adequately take the rental market
into account and will not create incentives for prudent hospital
rentals. Instead, the opposite will only be too true for high
capital cost hospitals like teaching and disproportionate share
hospitals.

The current reimbursement system for hospital rental equipment
does precisely what the proposed rule is intended to do: create an
incentive for hospitals to make wise decisions about their capital
expenditures. With the language we suggest to tighten the rules
for rental reimbursements, hospitals will be unable to overutilize
rentals while all of the incentives for prudent rentals will be
maintained.

SUGGESTED CHANGES TO THE CURRENT REIMBURSEMENT REGULATIONS
TO PREVENT THE ABUSE OF THE RENTAL EXCEPTION

The current Medicare regulation at 413.130 concerning rentals
is effective in ensuring that rentals are only reimbursed when they
are cost effective. However, once a perspective payment system is
in place for capital, with a rental carve out for disproportionate
hare, teaching and sole community hospitals, there will be a need
for a more tightly controlled reimbursement for rental medical
equipment to prevent any potential abuse of this exception.

Under the present regulation, for a rental to qualify as a
capital cost, the provider must have possession, use, and enjoyment
of the asset. The regulations also stipulate that a provider can
only claim Medicare reimbursement for a rental item when three
conditions are met: (1) the rental charges are reasonable based
on consideration of (a) rental charges or comparable facilities and
market conditions in the area, (b) the type, expected life,
condition, and value of the facilities or equipment rented, and (c)
the other provisions of the rental agreements; (2) adequate
alternate facilities or equipment that would serve the purpose are
not or were not available at lower cost; and (3) the leasing was
based on economic and technical considerations.

The regulation goes on to state that, if these conditions are
not met, a provider may include in its capital-related costs only
the amount "which the provider would have included in capital-
related costs had the provider retained legal title to the
facilities or equipment..." In other words, the current regulation
provides safeguards to the over use of rentals by requiring that
Medicare reimburse fully for rentals only when they are cost
effective.

If a rental exception for these hospitals is adopted, we would
suggest several modifications to these regulation to ensure that
this exception is not abused. First, it should be made clear that
these hospitals should only be reimbursed for a medical equipment
item or category of items currently reimbursed under Medicare's
capital payment rules. For example, KCI's specialty beds for
trauma and pressure sore patients are currently reimbursed under
Medicare's capital pass through. Under this proposal hospitals
would continue to be reimbursed for 90% of their costs for these
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specialty beds. KCI could continue to improve the technology
without having to worry that a specific item would only be
reimbursed because the regulation would cover categories of
equipment. While it can be argued that this language is not
needed, it will help prevent these hospitals from claiming
reimbursement for rental equipment which are not presently
considered capital expenditures.

Secondly, we suggest that the regulation be amended so that
these hospitals can only be reimbursed if the medical equipment is
designated for a specific medical need. This will prevent these
hospitals from renting equipment for longer periods of time then is
required to meet the patient's need and will preclude the hospitals
from being reimbursed for unused or idle rental equipment.

Thirdly, to further prevent over-utilization of rentals, we
would propose that a cap be placed on rental reimbursement so that
teaching, disproportionate share and rural sole community hospitals
could only be reimbursed for an amount equal to 5% of the
hospital's previous year's Medicare capital reimbursement.

Adding these three conditions to the current reimbursement
regulations will preclude these hospitals from abusing the cost
based reimbursement system we propose. Instead, appropriate
Incentives for hospitals to rent when it is cost efficient will be
maintained without creating a loophole for hospitals to over-
utilize the system.

DESCRIPTION OF THE RENTAL BUSINESS

To appreciate the role of rentals in controlling capital
expenditures, it is appropriate to discuss the rental business and
current use of rentals as a capital management technique in further
detail.

Because of their inherent characteristics, rentals are used
effectively by hospitals to manage and control capital expenditures
and to avoid either the purchasing or long term leasing of
equipment in instances where a long term commitment is imprudent.
Rentals can also eliminate the need for hospitals to provide the
many specialized services necessary to maintain, clean and
sterilize a wide variety of highly complicated medical equipment.

KCI and other rental companies can rent equipment at deep
discounts because of volume purchases and pass these savings on to
hospitals. We can also shift inventories geographically to achieve
greater utilization of existing equipment.

Rentals provide a pool of equipment available to hospitals on
an "as needed" basis. As a result, hospitals need not purchase
equipment to meet peak demands that would remain idle or under-
utilized during lower census periods. This pool would probably not
be available without a strong rental market, since hospitals
traditionally have had difficulty sharing equipment among
institutions because of liability problems, natural distrust and
repair and maintenance concerns. Because of these problems,
renting makes the concept of pooling viable.

Through our experience in dealing with hospitals, we have
found that many institutions either discard or permanently store
perfectly good medical equipment. Often, this is done simply
because of a desire to shift to a different brand name or because
of the personal preference of physicians. Rental companies such as
KCI often purchase this equipment in bulk, returning it to the
rental pool or selling it to health providers in lesser developed
countries. In addition to keeping this capital in circulation,
these transactions also provide funds for hospitals from the sale
of otherwise unused equipment.
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An efficient rental market also helps manufacturers develop
and market new technologies in a cost effective manner. Rental
companies allow manufacturers to disperse equipment throughout the
country without having to establish a sales fleet and distribution
network. - This is particularly important for the many small
iusinesses that have produced significant technological
c,, wlopments in medical equipment.

While the rental market for medical equipment has existed for
a long time, it is only recently that it has grown to the degree
that it can offer hospitals a substantial capital management
capability. This continued growth is necessary in order for
rentals to provide the maximum effectiveness in allocating capital
in the most efficificient manner possible.

WHY HOSPITALS RENT MEDICAL EQUIPMENT

The rental industry has developed in direct response to
diminishing access to capital and the subsequent need to better
manage capital outlays. Hospitals currently use rentals as an
effective and efficient tool for managing capital expenses.
Rentals transfer the risk of obsolete or under-utilized equipment
from the hospital industry back to the rental company.

Rentals provide an ideal response to census fluctuations, new
or changing technologies, unusual patient and treatment needs, and
unforeseen emergencies. Many hospitals now turn to rentals as a
temporary means of "flexing" their existing inventories without
being compelled to purchase assets that would be under-utilized.
Rentals also allow hospitals to experiment with new technologies
while eliminating the risk of inappropriate acquisitions.

Hospitals also use rentals to try out new technologies before
committing to purchases or long term leases. Instead of purchasing
a specialty bed for $25,000, a hospital can rent the bed for $25 a
day while the exact needs of the institution are assessed. Through
rental, costly purchasing mistakes can often be minimized or
avoided.

It is prudent for HCFA to promote the use of rentals as a
means of advocating a pooling of resources by hospitals. The
appropriate use of rentals helps hospitals do what they do not
normally do under other circumstances because of liability concerns
and competitive pressures: share and pool capital resources. With
rentals, the problems of liability, oversupply, and obsolescence as
well as maintenance and repair costs are shifted largely to the
rental companies. The net result is an effective pooling of
resources that reduces total capital expenditures by all hospitals.

Because of these characteristics, the use of rentals is
already furthering the goal of this proposed regulation: to limit
the growth of capital-related expenditures by hospitals. It is
imperative, then, that this proposed rule not limit the
effectiveness of the rental market to help control unnecessary
capital expenditures while maintaining access to the latest
technologies.

"OLD" VS. "NEW CAPITAL"

We understand that several witnesses at the hearing want to
expand the definition of so-called "old capital" to include long
term leases, taxes, insurance and home office capital costs. Since
rentals fall entirely into the category of "new capital," we are
concerned that any expansion of the definition of "old capital" not
be financed by reductions in funds available to "new capital."
Instead, an expansion of the definition of "old capital" should be
accommodated within the pool of funds already provided for "old
capital."
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CONCLUSION

We are requesting a budget neutral proposal that would allow
Medicare to continue a pass through for the rental of small ticket
items to be reimbursed at a rate of 90 percent under the cost based
reimbursement system for teaching, disproportionate share and rural
sole community hospitals. Only by this approach will these
hospitals continue to have both the incentive and ability to rent
when it is cost effective, but not overutilize this option.

The current rental reimbursement system ensures these
hospital's access to the best technologies for Medicare
beneficiaries at a cost effective price. The current system also
allows them to pool their resources and share state of the art
equipment through rentals, shifting the problem of obsolescence and
over supply to the rental industry. This system is working and
should be maintained.

Once again, we appreciate the opportunity to submit this
testimony for the written record.

STATEMENT OF THE NATIONAL COUNCIL OF HEALTH FACILITIES FINANCE AUTHORITIES

I. INTRODUCTION

A. Health Facilities Finance Authorities
The National Council of Health Facilities Finance Authorities ("Council") is the

national association of the 26 public authorities that issue tax-exempt revenue
bonds for not-for-profit and public health care facilities on a State-wide basis. The
authorities were created by State legislation and are governed by boards, typically
appointed by the Governor with the consent of the State Legislature, which often
include State officials such as the Governor, Treasurer, and Commissioners of
health, public aid, insurance, human services, taxation or budget. Members of the
Council issue about two-thirds of all tax-exempt hospital bonds in the U.S.

The authorities were created to raise affordable capital to provide modern, well-
equipped, high quality health care facilities at the lowest possible costs. Tax-exempt
bond proceeds are used for modernization, renovation or replacement of obsolete or
otherwise inadequate facilities, reconfiguration of facilities to provide lower cost
services, necessary capacity expansion, acquisition of new medical technologies, and
refinancing of costly taxable debt.

The Council, therefore, approaches the proposed prospective payment system for
inpatient hospital capital-related costs ("proposal") from the perspective of larger
projects financed by long-term debt, e.g., major modernization, renovation, or re-
placement projects, in urban and rural areas, including teaching hospitals, medical
centers, and multi-facility projects.

B. Council Conclusions and Position on Proposal
Unfortunately, it appears that relatively few hospitals have completed a thor-

ough, long-term analysis of the impact of the proposal on their future projects. This
is primarily because of uncertainty about the operation of the proposal after the
first few years-a crucial issue in determining the impact of proposal on 30-year
debt obligations-and the difficulty in projecting capital needs far in the future. As
more hospital-specific information becomes available, we may supplement this com-
ment.

Sufficient information does exist, however, for an analysis of the impact on
projects already financed and on some future projects of the proposal and various
modifications of the proposal, and for the formation of our conclusions and recom-
mendations.

The Council conclusions regarding the proposal are:

1. Despite the improvements over the proposals made in 1986 and 1987, the 1991
proposal would seriously under-reimburse capital costs for needed projects, misallo-
cate capital between hospitals, and result in a less effective and efficient health care
system. Undb-th-ipr6posal:

a. Many hospital facility projects needed by communities will be preclud-
ed or significantly downsized, delayed, or made more expensive; and



125

b. Some hospitals will be forced to default on existing obligations, thus
eliminating the possibility of future financing for those hospitals and either
eliminating or substantially driving up the costs of capital for other hospi-
tals.

2. The present system, although imperfect, allocates hospital capital where it is
needed and a major change of the type proposed is unjustified on policy and budget-
ary bases; and

3. If a prospective system is adopted, the proposal must be modified to reduce to
the extent possible the adverse effects of imposing such a system on the health care
system.

In sum, we believe the proposal would frustrate the basic purpose for which
health care finance authorities were created-to provide low-cost capital for needed
health care facilities. For this reason, we strongly oppose the proposal and request
that HCFA reduce its adverse impacts by adopting the recommendations made
below.

II. OPERATION OF PROPOSED PROSPECTIVE SYSTEM AND CURRENT CAPITAL ALLOCATION
SYSTEM

A. Prospective System Is Fundamentally Inconsistent with Capital Costs, Especially
for Not-For-Profit Hoopitals

After analyzing the proposal and attempting to devise modifications or alterna-
tives to it that would provide adequate reimbursement for needed capital projects,
we have reluctantly concluded that a prospective payment system is fundamentally
incompatible with appropriate hospital capital cost reimbursement. This is because
any prospective system is based on the national average of capital costs for hospitals
in very different capital cost circumstances in any particular year. A system based
on such an average that would adequately account for legitimate differences in cap-
ital costs has not been proposed, is beyond our ability to construct, and may be theo-
retically impossible.

The prospective payment system for operating costs cannot be used as a model for
adequate capital cost reimbursement because capital costs are fundamentally differ-
ent from operating costs. Of course, any payment system based on averages will not
be totally accurate in reimbursing legitimate cost differences for each event creating
the cocts; it will over-reimburse some events and under-reimburse others. The
amount of inaccuracy can be reduced with adjustments for different circumstances
and the adequacy of the adjusted payment will depend upon the extent to which the
adjustments correlate to the reasons for legitimate variations in cost.

For prospective operating payments, the adjustments used appear to deal with a
substantial amount of the legitimate variations in operating costs. In addition, the
remaining inaccuracy in the prospective payment rates tend to balance out because
each hospital has a large number of events (discharges) for which costs are incurred
over its annual accounting period.

This is not the case for capital payments, where events involving major capital
expenditures occur very infrequently and the consequent major differences in cap-
ital costs incurred span many accounting periods.

Any capital reimbursement program based on a national average capital cost for
a hospital with average capital needs at the average point in its capital cycle and
with average financing costs will have large variations from actual, legitimate cap-
ital costs that are time-dependent. These variations are principally a function of the
position of the hospital in its capital cycle and its financing costs, including the in-
terest rates applicable to hospital bonds and the prevailing construction costs when
and where the project was needed and undertaken. The proposal totally fails to ac-
count for these time-dependent differences.

In addition to these time-dependent factors are time-independent factors which
the proposal attempts to account for with various adjustments from the Federal
rate. However, the factors that explain legitimate differences in capital costs are dif-
ferent in type or degree than those that explain legitimate differences in operating
costs on a per-discharge basis. The proposal inadequately adjusts for these differ-
ences, apparently in an attempt to use only the same factors now employed to
adjust operating payments.

This system is particularly incompatible with not-for-profit institutions which
have very limited options to deal with inadequate capital reimbursement. A for-
profit corporation may respond to inadequate revenues for needed modernization or
other capital programs by selling the facility and moving its capital to another loca-
tion where a higher return may be earned or by issuing equity to reduce its debt
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service costs. A community-based not-for-profit institution, such as a hospital,
cannot move and cannot issue equity. Also, unlike a public institution, it cannot
levy taxes to fund its capital deficit. Not-for-profit hospitals, the backbone of our
health care system, are thus particularly hard hit by the proposal.

1. Defaults of Existing Obligations: Higher Cost
The proposal would not treat as "old capital" a substantial amount of tax-exempt

bonds issued in the last three years that would not be contained in FY 1990 cost
reports. It also would not treat lease and other obligations currently reimbursed as
old capital. Finally, it would provide hold-harmless protection to old capital only for
a 10-year transition period, when hospital bonds are typically issued for 30-year
terms. The special rule for recent capital commitments, which would continue to
treat post-1990 capital as new capital, would provide little additional relief.

The proposal will result in major reductions (either during or after the transition
period) in capital reimbursement for many hospitals with outstanding debt obliga-
tions. Any significant reductions in reimbursement for outstanding debt obligations
could result in defaults. Although capital payments only represent about 10 percent
of operating payments, for the many hospitals with zero or negative operating mar-
gins an adequate capital payment is essential to meet their debt service obligations.

There is no fat in the operating payment system to subsidize inadequate capital
payments. Many hospitals may be required to reduce patient services and the qual-
ity of care to fund inadequate capital reimbursement and avoid default.

Hospitals with the least ability to subsidize inadequate capital payments with sur-
plus operating payments are those that use FHA mortgage insurance. For issues
guaranteed under the FHA mortgage insurance program, the short-term impact of
increased defaults will be to stress severely the insurance fund. The long-term
impact will be to make it more difficult and more expensive for hospitals to get
FHA mortgage insurance.

The impact will be even more severe for private bond and mortgage insurance,
which typically only insures issues with extremely low risk to improve credit rat-
ings and lower interest rates. This will create even more demand for FHA insurance
at the same time FHA will be weakened and less able to provide such insurance.
Together, these developments will at best increase the cost of capita! and at worst
preclude needed projects for financially weaker hospitals.

Defaults, especially of bonds that are not insured and that cause bondholder
losses, will reverberate through all hospital financings in the form of increased in-
terest rates to compensate bondholders for the increased risk of defaults. Reduced
capital reimbursement for high capital cost hospitals will also result in hospital rat-
ings downgrades. Ratings downgrades outnumbered ratings upgrades by a ratio of
three to one in 1990, following several years of where downgrades exceeded up-
grades, with the maximum downgrade ratio of 12 to one in 1986 when major reduc-
tions in Medicare operating payments were undertaken. Increased interest rates
will be demanded by bondholders to compensate them for the increased risk of de-
fault on new bond issues. Of the major categories of municipal bonds, hospitals now
must pay the highest interest rates for a given bond rating because of the perceived
higher risk of such bonds, and this proposal would only make matters worse and
further increase hospital capital costs.

In sum, for many hospitals the proposal will increase risk and thus capital cost
(with an immediate adverse effect on hospitals with variable rate debt) and simulta-
neously reduce capital reimbursement. Hospitals may attempt to shift substantially
increased health care cost to non-Medicare payers, but the increasing use of man-
aged care systems will make this difficult, with the likely outcome being a reduction
in operating funds for patient services.

2. Misallocation of Capital: Reduced Effectiveness and Efficiency
The proposal would result in a massive reallocation of hospital capital reimburse-

ment funds, and ultimately of both the amount and distribution of capital in the
health care system.

The proposal would shift funding from hospitals that have much larger than aver-
age capital needs to those that have much lower than average capital needs. we be-
lieve that in the vast majority of instances, the current differences in capital per
discharge are justified on the basis of community need, and the hospital's position
on the capital cycle and its financing costs. A substantially different allocation
would reduce the effectiveness and efficiency of the health care system.

In addition, despite statements that the proposal would 'not change the aggregate
amount of capital costs paid hospitals, we believe that the proposal will have the net
effect of shifting funds from capital to operating budgets, thus hiding inadequate op-
erating reimbursement and further weakening the hospital system in the long term.
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This would occur because hospitals that receive capital payments in excss of their
current capital cost needs and that have operating deficits are very unlikely to save
these funds for several years to provide equity for a future capital project. Rather
they will use these funds to offset operating deficits in the current year, leaving
nothing for future capital projects. when those projects are needed, they will not
occur (assuming the hospital does not have sufficient operating surpluses in the
future to subsidize inadequate capital payments.)

For a hospital with average capital costs today the prospective payment would ex-
actly cover its debt service cost. It would, therefore, have no excess capital payments
to save and would not be able to begin saving funds for future projects, until its
current debt obligations are retired. This may result in a very long period between
the time a project is needed and existing obligations are paid and sufficient excess
capital payments have accumulated to allow the project to go forward. In addition,
as discussed above, the likelihood of a hospital saving any excess capital payment is
questionable except for hospitals in the strongest financial position. Hospitals with
above-average capital costs would have the same problem.

Hospitals with below average capital costs today, and which do not need average
amounts of capital, would receive a subsidy that could be used to offset operating
cost deficits or for any other purpose.

Hospitals with below average capital costs today, and which are about to embark
on a needed major capital program, would have to delay the project un il sufficient
excess capital had been saved to reduce the amount needed to be financed, and
therefore the required debt service, to the amount that would be reimbursed under
the proposal.

Although the proposal contains adjustments that attempt to account for legiti-
mate differences in capital needs, our analysis shows that these adjustments in fact
will account for only a small amount of the legitimate variation in capital costs.
Below we suggest modifications of these adjustments that would improve the accu-
racy of the prospective payment system in reimbursing actual capital costs. Howev-
er, without a permanent and expanded exceptions payment, the Federal rate, even
with these adjustments, will be i adequate and unfair in many cases.
B. The Current System Operates Better Than Would the Proposal

The current system, although imperfect, allocates capital better than the proposed
system would. we believe that hospital capital projects financed by tax-exempt reve-
nue bonds now correlate vE , closely to community needs for the facilities financed.
Projects not needed by the community, those that would result in surplus capacity,
generally would not generate revenues sufficient to meet debt service obligations,
even with Medicare capital payments on a pass-through basis, and therefore are not
financed with tax-exempt debt.

A more serious problem under the current system is the difficulty in financing
needed projects of financially distressed hospitals. However, States are now respond-
ing to this problem with State bond insurance programs, distressed hospital funds,
and other mechanisms that complement revenue bond financing.

The present system for allocating hospital capital for larger projects that involve
debt financing includes numerous controls that strongly discourage or eliminate
debt financed projects that are not necessary to meet community health needs.
These controls include:

1. Federal tax-exempt bond rules, which more heavily regulate not-for-profit than
public institutions (and which do not apply to for-profit institutions at all) restrict
the permitted uses for bond proceeds to the exempt purpose of the institution, re-
quire public hearings on the projects prior to bond issuance, and impose other re-
quirements.

2. State and local legal requirements regarding the permissible uses for bond pro-
ceeds and, in some States, Certificate of Need programs and other public approval
processes for bond-financed projects, or State rate-setting programs requiring prior
approval for capital projects.

3. Federal and State reimbursement regulations imposing limits on capital reim-
bursement directly through below-cost reimbursement and indirectly through inad-
equate operating reimbursement. After over $100 billion in reimbursement reduc-
tions to lower the deficit, typical hospital margins are negative and projected to be
more so. These deficits restrain capital spending because capital is not fully reim-
bursed under the cost-minus payment system now in place and surpluses must be
available from operations to subsidize capital costs.

4. Private payor reimbursement restrictions, through negotiated capital reim-
bursement rates which put hospitals with excessive capital costs at a disadvantage



128

in competing for the patients of large employers, unions, and various types of man-
aged care systems.

5. Market restraints are imposed through feasibility studies, which must show a
project will earn sufficient revenues, based on the community need for the facility,
to make payments on these "revenue bonds," and on the assessments of rating agen-
cies, and ultimately bond buyers, regarding the ability of the hospital to repay the
debt.

6. Hospital trustees have legal obligations to manage the assets of the institution
prudently, which includes not encumbering its assets to borrow funds to produce fa-
cilities not needed by the community and, therefore, which may jeopardize the con-
tinued existence of the institution.

7. Health Care Finance Authorities, whose boards (described in the Introduction
above) are concerned with the negative impact from a default caused by overexpan-
sion of facilities on the State's bond rating and the Authority's continued ability to
finance other projects, may exercise significant control over what projects are fi-
nanced, even where default is not a concern.

We believe that there is much evidence that these controls are effective:

1. Tax-exempt bond issuance for hospital construction and equipment acquisitions
(adjusted for construction cost inflation) has been generally stable over the last sev-
eral years, and was lower in 1990 than in 1989. See the attached chart for 1982 to
1990 new money hospital bond issuance. (Note: the unusually large amount issued
in 1985 was in response to tax reform legislation passed in the House that would
have substantially reduced hospital bond issuance; it appears that the 1985 issuance
over the average was absorbed in 1986, 1987 and 1988, with 1989 and 1990 returning
to the average level of issuance.)

2. Medicare inpatient capital-related cost data and projections of future Medicare
capital costs show that such costs are under control, have declined since 1984, and
are projected to be stable at much lower rates than in the mid-1980s. See that at-
tached analysis by the Catholic Health Association.

Although these controls are not perfect and their impact varies between States
and individual hospitals, our experience is that the system works remarkably well
at financing only needed facilities.

Any major change in the system for allocating hospital capital should be based on
a careful analysis of patterns of capital misallocation under the current system and
should be shown to result in an improvement in the effectiveness or efficiency of the
health care system. The proposal does not meet either of these tests.

C. No New Financing Methods To Accommodate Pi-oposal
The proposal states that new financing methods can be developed to accommodate

inadequate prospective payments for hospital capital and thus avoid some adverse
impacts of the proposal. There are four alternatives for dealing with inadequate cap-
ital payments: (1) reduced interest rates; (2) extend maturities; (3) break larger
projects into a series of smaller projects; or (4) sell the asset and find a more produc-
tive use for the capital.

We do not believe any of these methods would be effective for not-for-profit hospi-
tals and have not been able to devise any novel financing methods that would effec-
tively counterbalance drastically reduced capital reimbursement for hospitals that
depend on that payment to make a financing feasible. For example:

1. As discussed above, the proposal will increase interest rates for hospital bonds.
Attempting to lower interest rates by issuing short-term, variable-rate debt rather
than long-term, fixed-rate debt would result in more risk to the hospital, particular-
ly under a prospective payment system where increased interest payments due to
increased-interest rates would not be reimbursed. Once payments for interest rate
caps are included in the cost of this type of debt, there is little net savings to the
borrower. Uncertainty about the direction and timing of future interest rate move-
ments usually precludes delaying a project in the hopes that rates will decline.

2. Extending the maturity of hospital bond issues beyond the present 30 years
would result in maturities in excess of useful lives of the assets financed and would
increase overall interest payments. Tax law restrictions also limit the issuer's abili-
ty to extend bond maturities.

3. Larger projects generally cannot be effectively or efficiently broken down into
smaller projects because of the interdependent nature of hospital facilities.

4. As discussed above, community-based not-for-profit institutions do not voluntar-
ily move to another location, although they may be forced to close their doors.
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The only significant adjustment in financing that we believe could occur, even in
theory, is for hospitals with very low current capital costs to save excess capital pay-
ments until they need to undertake their next capital project and then use these
funds to provide sufficient equity to reduce the financed amount to the point where
the prospective payment would cover the new capital cost. As discussed above, we
do not believe that this will occur very often.

III. RECOMMENDATIONS

We have reviewed the recommendations made by the American Hospital Associa-
tion, Catholic Health Association, and other hospital groups and we support these
proposals. They would result in a prospective payment system with substantially re-
duced adverse impacts on the health care system. Based on our modelling of debt-
financed hospital capital projects, we suggest the following modifications of the pro-
posal (which are consistent with the recommendations of the hospital industry).

By far the most important recommendations in avoiding the most adverse impacts
of the proposal are those dealing with the permanent old capital hold harmless pro-
vision and the permanent exceptions floor.

A. Hold Harmless and Exceptions Process Must Be Permanent
The special rules in effect during the transition period are virtually irrelevant for

major projects financed with long-term debt. Any protection for past or future debt
obligations must be permanent to be effective.

Existing long-term debt obligations, such as the roughly $10 billion in tax-exempt
bonds issued for public and not-for-profit hospitals in 1990, will still be outstanding
in 2001. We do not believe that a hospital with such debt will be able to conform its
operations during a 10-year transition so as to avoid a significant underpayment for
such outstanding obligations, and possible default, at the end of the transition
period. Therefore, any hold harmless provision for old capital should be made per-
manent.

In addition, any project under preliminary consideration today would not come on
line until the last half of the transition period. In New York State, for example, it
takes two to three years to complete the CON process and another two to three
years after the financing to complete the project. urge projects take even longer. For
example, a major teaching hospital in New York City received an effective CON in
1983, but the last phase of the project will not get onto the hospital's Medicare cost
report until 1992.

Any special treatment for such - project under an exceptions process only applica-
ble-during the few remaining years of the transition would be of little consequence
compared to the inadequate reimbursement for the remaining term of 30-year
bonds. Therefore, any exceptions process must be permanent to be effective for
future issues.

B. Old Capital Hold Harmless
The proposal should be modified to prevent defaults of outstanding debt obliga-

tions, as follows:

-"Old capital" should be defined to include all obligations for debt that are legal-
ly binding (bond purchase agreements), any advance refundings of old capital,
official action by the issuing authority (the approval of a bond resolution), and
all other legally binding commitments for costs that are currently reimbursed
(such as leases and off-site capital) entered into by the effective date of the final
rule;

-"Hold harmless" treatment (at 90 percent of actual costs) should be provided for
old capital until such obligations are met, not merely during a limited transi-
tion period.

C. Exceptions Floor
A permanent exceptions process providing a floor of at least 80 percent of actual

capital costs (including of the costs currently reimbursed), and a higher level for
sole community providers, would achieve the goals of the proposal while avoiding
major adverse impacts on certain projects. It would allow major modernization pro-
grams for very old facilities that have delayed renovation or replacement projects
and that require significant amounts of new technology. It would not involve a
major increase in the percent of actual costs paid under the proposed exceptions
system (which have been estimated as the equivalent of a 67 percent floor) and
would be substantially simpler to operate.

This "cost-minus-20 percent floor" would further reduce (in many cases inappro-
priately) capital expenditures. As discussed above, the current cost-minus-15 percent
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payment, in conjunction with tight DRG payments reductions for operating pay-
ments, is already effective in controlling capital investments.

D. Modifications Of Federal Rate Adjustments
After the modifications of the old capital hold harmless and permanent exceptions

process discussed above, the most important modifications that should be made in
the proposal are the inclusion of additional adjustment factors that most strongly
correlate with legitimate capital costs:

1. Asset Age: the ratio of national average asset age to hospital-specific asset age
should be an additional adjustment. This factor explains more of the differences in
capital costs than any other.

2. Financing Method: the hospital's reliance on and cost of debt should be consid-
ered (and is necessary to put not-for-profit hospitals on a level playing field with for-
profit hospitals that can issue equity and public hospitals that can levy taxes);
where the hospital's debt to equity ratio exceeds a specified level, a set adjustment
factor should be provided. Our modelling efforts to date suggest that the trigger
level should be a debt/equity ratio of 1.35 and the adjustment factor should be 1.2.

3. Teaching Status: Our experience is that teaching hospitals do and should have
higher capital costs than non-teaching hospitals with the same case mix index, loca-
tion, and other factors. Some additional adjustment should be provided.

In addition, the adjustments to the Federal rate contained in the proposal should
be revised as follows:

1. Case Mix Index: The adjustment factor should be increased twice the amount of
the case mix index increase. The case mix reflects both how long; a patient uses the
facility's capital assets and how much of the facility's expensive capital assets are
used.

2. Disproportionate Share: The adjustment should be increased the same amount
for capital as for operating costs.

3. Geographic Location: All areas deemed urban by Medicare should receive the
urban area adjustment, and other indices in addition to the wage index should be
used to more accurately match construction costs with capital costs.

E. Payment Updates
The update factors provided by HCFA to the hospital industry to enable hospitals

to assess the impact of the proposal should be formally adopted as part of the pro-
posal.

IV. CONCLUSION

We understand that HCFA has been directed by Congress to implement a prospec-
tive capital payment system and we appreciate the effort of HCFA to devise d work-
able system. We strongly recommend that HCFA adopt the modifications to its pro-
posal described above to reduce the adverse impacts on the health care system of
the proposal.

Even with these changes, however, we believe that the prospective system will un-
justifiably reduce the effectiveness and efficiency of the health care system. If this
system is implemented, we believe Congress will be called on to rescue individual
hospitals forced decreases the access to or quality of care because of inadequately
reimbursed legitimate capital costs.
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Capital Related Costs Under Medicare's

Ilospital Insurance Program
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