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PREFACE

The Special Committee on Aging has long been concerned with
the adequacy and financial health of the Medicare program. Al-
though Congress has historically focused most of its attention on
cost containment within the Medicare Hospital Insurance trust
fund, also known as Part A, congressional efforts have increasingly
turned to needed reforms under the physician reimbursement
%ystem under the Supplemental Medical Insurance (SMI), or Part

This information paper was prepared as a follow-up to a 1987
Committee hearing on the effects of rising Part B expenditures on
beneficiaries’ out-of-pocket costs. It provides an overview of the or-
ganization and design of the current physician reimbursement
system under the Medicare SMI program, as well as a discussion of
the various physician payment reform options currently under con-
sideration. Its purpose is to provide an historical perspective for
discussion of reform that takes into account beneficiary and provid-
er interests while controlling escalating costs.

In our endeavor to acknowledge the many points of view on this
issue, the Committee requested comments from various organiza-
tions representing the elderly as well as numerous physician
groups. We are pleased that so many were able to respond to our
request.

This information print was prepared by Holly Bode, professional
staff member on the Aging Committee. The Committee and the
author are indebted to many people for their assistance in prepar-
ing this paper, and we particularly wish to thank Gloria Ruby and
others at the Office of Technology Assessment.

JOHN MELCHER,
Chairman.
JoHN HEINZ,
Ranking Minority Member.
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EXECUTIVE SUMMARY

The Medicare Supplemental Medical Insurance (SMI) program,
or Part B, covers physicians’ services, outpatient hospital services,
physical therapy, diagnostic and X-ray services, durable medical
equipment and certain other services. SMI is a voluntary, non-
means-tested program, and anyone eligible for Part A (Hospital In-
surance) and anyone over 65 can obtain Part B coverage by paying
a monthly premium (§24.80 in 1988). Total Medicare outlays in
fiscal year 1987 were $83 billion; of this amount, $31 billion were
under Part B.

The SMI program is financed by a combination of beneficiary
gremiums, general revenues and SMI trust fund interest. Medicare

eneficiaries’ growing out-of-pocket liability has become an issue of
concern—Part B enrollees’ out-of-pocket expenses have increased
194 percent since 1975. Similarly, Medicare expenditures on physi-
cian services under Part B have increased dramatically. In the
years between 1983 and 1986, physician expenditures under Medi-
care increased at an annual rate of 9.1 percent, compared to 7.2
percent for all physicians.

To put this issue in perspective, Americans spend more per
capita on health care than any industrialized nation, and at an
ever-increasing rate. In 1968, national health expenditures were
only 6.3 percent of the Gross National Product (GNP), compared to
10.6 percent in 1985 and 11.2 percent in 1987. Medicare represented
17 percent of total national health expenditures in 1985—about
1.81 percent of GNP.

The present fee-for-service physician reimbursement system is
based on customary, prevailing, and reasonable (CPR) charges.
Physicians have the option to accept “assignment” of the claim, in
which he/she agrees to accept Medicare’s approved charge as pay-
ment in full. Physicians may accept assignment on a bill-by-bill
basis, Patient-by-patient, etc., unless he/she is a “participating phy-
sician.” Participating physicians agree to accept assignment on all
services provided to all Medicare patients for a specified period of
time.

There are a number of problems with the fee-for-service reim-
bursement system. Among these are the inherently inflationary
tendencies of the CPR system, and its lack of incentives to provide
cost-effective care. Other problems such as wide geographic varia-
tion in reimbursement rates, its emphasis on procedural services,
and the disparities among reimbursement rates for various special-
ties have also been cited. -

Recent legislation, beginning with the Deficit Reduction Act of
1984 (DEFRA) has made numerous modifications in the physician
payment provisions of Medicare. These changes include the fee
freeze under DEFRA, “inherent reasonableness” under COBRA
and OBRA, and “reasonable charge” reductions under OBRA 1987.
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None of these changes, however, is considered to be long-term so-
lutions to controlling expenditures under Part B. The more funda-
mental physician payment reform options, as detailed by the Office
of Technology Assessment, the Physician Payment Review Commis-
sion, and others include modifying the current system, the develop-
ment of a fee schedule, “bundling” of services, and capitation.

In conclusion, congressional leaders examining changes to the
present reimbursement system will face intense pressure to recog-
nize the interests of beneficiaries (in terms of limiting out-of-pocket
liability and ensuring access to quality care), the desire of physi-
cians to protect their incomes as well as maintain a degree of au-
tonomy in terms of their practice, and the importance of control-
ling costs in the face of an overwhelming Federal deficit.



CONTENTS

P:
PREFACE ﬁ
EXECUTIVE SUMMARY
INTRODUCTION

v
1
L T}%ALI’{{EDICARE SUPPLEMENTAL MEDICAL INSURANCE PRO- )
II. BENEFICIARY COST-SHARING AND THE MEDICARE PROGRAM..... 3
III. GROWTH IN PHYSICIAN EXPENDITURES 6
IV. HEALTH EXPENDITURES IN THE UNITED STATES .......cccocvonmrurmniennns 8
V. PHYSICIAN SERVICES AND THE SMI PROGRAM..........ccoceovrmmrrnmrresnronns }g
15

17

19

A. Medicare Physician Reimbursement
B. Definition of Assignment
C. The Participating Physician Program
D. Physician Income

VL P%?{%Ii%hﬁs WITH THE CURRENT PHYSICIAN REIMBURSEMENT 2
A. Geographic Variation in Reimbursement 22

B. Nonprocedural and Procedural Fee Differentials 23

C. Inherent Reasonableness 23

D. Specialty Variations 24

VII. RECENT ISLATION 25
A. DEFRA 26

B. COBRA 26

C. OBRA 1986 21

D. OBRA 1987 217

VIII. PHYSICIAN PAYMENT REFORM OPTIONS 29
A. Fee Schedules 30

B. Physician DRG’s 32

C. Capitation 33

D. Modi'?n'ng the Current System 34

IX. CONCLUSION v 3
BIBLIOGRAPHY 35

APPENDIX 1.—COMMENTS ON PHYSICIAN PAYMENT REFORM BY
AGING ADVOCACY ORGANIZATIONS AND PHYSICIANS’' ORGANIZA-

TIONS 317
Item 1. Sample letter of Invitation to Submit Comments 37
Item 2. Comments by the American Association of Retired Persons..................... 38
Item 3. Comments by the Gray Panthers. 44
Item 4. Comments by the National Committee to Preserve Social Security and

Medicare 47
Item 5. Comments by the American Academy of Family Physicians. 50
Item 6. Comments by the American Academy of Ophthalmology ................. .. 68
Item 7. Comments by the American Academy of Otolaryngology—Head

Neck Surgery 72
Item 8. Comments by the American College of Cardiology 74
Item 9. Comments by the American College of Surgeons 75
Item 10. Comments by the American Medical Association i
Item 11. Comments by the American Osteopathic Association 86
Item 12. Comments by the American Psychiatric Association . 88
Item 13. Comments by the American Society of Internal Medi 91

Item 14. Comments by the American Urological Association.............. .. 100

(vin



INTRODUCTION

The following report presents an overview of the Medicare Sup-
plemental Medical Insurance (SMI) program, also known as Part B.
The SMI program, which covers primarily physicians’ services and
hospital outpatient services, has received a great deal of attention
lately as a result of ever-increasing expenditures on physicians’
services. The 1988 monthly Part B premium increased an unprece-
dented 38.5 percent from 1987, giving Congress and other policy-
makers an incentive to begin serious consideration of various re-
forms to the present reimbursement system.

This has lead many to believe that fundamental changes to the
system are likely to occur within the next few years. Although
there is no consensus on the “ideal” physician reimbursement
system, physicians, beneficiaries, advocacy groups for the aged,
health insurance companies, Congress, and the Reagan administra-
tion agree that some type of reform is necessary—and imminent.

This report was written to provide a compendium of the informa-
tion currently available on the SMI program, and to establish a
framework for the discussion of possible alterations to the present
system. The views of the aforementioned groups have been taken
into account in writing this report in an attempt to present a bal-
anced account.

1. THE MEDICARE SUPPLEMENTAL MEDICAL INSURANCE PROGRAM

The Medicare Supplemental Medical Insurance program, or Part
B, covers physicians’ services, outpatient hospital services, physical
therapy, diagnostic and X-ray services, durable medical equipment
and certain other services. SMI is a voluntary, non-means-tested
program, and anyone eligible for Part A (Hospital Insurance) and
anyone over 65 can obtain Part B coverage by paying a monthly
premium ($24.80 in 1988). The Medicare Program is administered
by the Health Care Financing Administration (HCFA) at the De-
partment of Health and Human Services (DHHS).

In 1987, about 29 million elderly and 3 million disabled persons
were entitled to Part A benefits. Nearly all of the aged and about
92 percent of the disabled who were entitled to Part A opted for
Part B coverage. Between 1981 and 1985, growth in the Medicare
enrollment rate for the aged averaged just over 2 percent annually.
This rate is expected to decline slightly and then accelerate around
2010 as the baby-boom generation begins to reach age 65.

Federal Outlays

Total Medicare outlays in fiscal year 1987 were $83 billion; of
this amount, $51.7 billion were Part A outlays and $31 billion were
Part B. Reimbursement for physicians’ services under Part B in
fiscal year 1987 was $21.9 billion, which represented nearly 75 per-
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cent of Part B outlays and 25 percent of total Medicare expendi-
tures. The administration estimates that payments for physicians’
services will total $24.7 billion in fiscal year 1988, which will be 28
percent of total estimated Medicare outlays.

Financing and Beneficiary Cost-Sharing

The SMI program is financed by a combination of beneficiary
premiums, deductibles, and copayments, general revenues and SMI
trust fund interest. Beneficiaries must pay a monthly premium of
$24.80 in 1988, or $297.60 per year, up from $36 per year in 1966.
Before SMI benefits begin, beneficiaries must meet an annual de-
ductible of $75 paid against charges allowed by Medicare. After the
deductible is met, the beneficiary is liable for 20 percent of Medi-
care allowable charges for covered physician services.

The Medicare Catastrophic Coverage Act of 1988

The Medicare Catastrophic Coverage Act of 1988, which was
signed by the President into Public Law 100-360 on July 1, 1988,
represents the largest expansion of the Medicare Program in its
history. The benefits provided under this legislation include 365
days of inpatient hospital coverage with a one-time deductible, an
expansion of the skilled nursing and home health care benefits,
and a new outpatient drug benefit.

While physicians’ services were not expanded under this law,
there are provisions which will work to protect beneficiaries from
incurring catastrophic physicians’ bills. Beginning in 1990, once a
beneficiary incurs out-of-pocket Part B covered expenditures (i.e.,
the $75 deductible and the 20 percent copayment) which exceed the
Part B catastrophic limit ($1,370 in 1990), Medicare will be re-
quired to pay 100 percent of reasonable charges for any additional
Part B covered services. In other words, after a beneficiary exceeds
Medicare Part B allowed charges in excess of $6,550, he/she will be
eligible for the catastrophic coverage.

The new Medicare coverage will begin regardless of whether the
beneficiary meets the Part B catastrophic limit through payments
from a private medigap insurance policy or directly out of the ben-
eficiary’s pocket. It is important to note, however, that charges in
excess of the Medicare approved or allowed amount, of so-called
“balance-billing”’, do not count toward the catastrophic limit.

The new Medicare benefits will be financed by a combination of
an additional flat premium, which all Part B enrollees will pay,
and by an income based supplemental premium, which benefici-
aries with over $150 in tax liability will pay. The monthly Part B
premium will increase by an additional $4 per month in 1989,
rising each year up to an estimated $10.20 per month in 1993. In
addition, all Medicare beneficiaries (even the small population of
beneficiaries who have not opted for Part B coverage) who pay over
$150 in taxes will pay an extra premium based on their taxable
income. Beginning in taxable year 1989, an additional yearly pre-
mium of $22.50 will be levied for each $150 in tax liability, up to a
maximum of $800. The minimum supplemental premium will in-
crease each year up to $42 in 1993.

In subsequent years, the catastrophic health care premium rates
will be adjusted to cover annual increases in program costs and
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any unanticipated shortfalls. This indexing mechanism is designed
to assure that beneficiary payments will continue to cover the costs
of the new and expanded benefits.

Until 1972, premiums for SMI were to cover half of program
costs and general revenues the rest. As outlays increased during
the early years of the program, Congress limited increases in bene-
ficiary premiums to the percentage of the cost-of-living increase in
Social Security cash benefits. This changed in 1984, and for the 5-
year period beginning January 1, 1984, enrollee premiums must
equal 25 percent of the average monthly benefit per aged enrollee.
This was extended until the end of calendar year 1989 by the Om-
nibus Budget Reconciliation Act of 1987 (Public Law 100-202). Be-
cause contributions from general revenues must make up the dif-
ference between premium income and program costs, the solvency
of the SMI trust fund is not directly endangered by rising outlays.
Instead, the burden falls on general revenues.

The Part B program is financed on an accrual basis with a con-
tingency margin. In other words, it is a “pay as you go” program,
and is financed through premiums paid by current beneficiaries.
This is in contrast to Part A (or Hospital Insurance) of the Medi-
care Program, which is financed by the working population
through a payroll tax. The Part B trust fund balance should always
be somewhat greater than the claims that have been incurred by
enrollees but not yet paid by the program. The extra funds are
called a “contingency reserve’’; the amount varies, but is generally
equal approximately 1 to 2 months of funding to cover any error in
forecasted expenditures. It is up to HCFA actuaries to determine
how much of a contingency reserve is desirable; it is not deter-
mined by any regulations or statutes.

II. BENEFICIARY COST-SHARING AND THE MEDICARE PROGRAM

Aged SMI beneficiaries’ average liability for out-of-pocket pay-
ments has increased by 194 percent from 1975 to 1987—from $204
per enrollee to $600 per enrollee. Coinsurance and extra billing
have been the fastest growing components (Figure 1).



FIGURE 1
AVERAGE ESTIMATED OUT-OF-POCKET COSTS PER AGED
ENROLLEE FOR COVERED PART B SERVICES
SELECTED YEARS: 1975-1987

Dollars
790 =

5 Extra bllling
600 |- 1”7/} coinsurance

s00 I BEY peductivie q
400 |- 7

o - BN
200 - ANNNRNN /////

SN

100 —

1876 1980 1985 1987

SOURCE: HEALTH CARE FINANCING ADMINISTRATION
OFFICE OF THE ACTUARY, DIVISION OF COST ESTIMATES



5

The Medicare Part A deductible has increased by nearly 165 per-
cent since 1981, from $204 to $540 in 1988; this increase is more
than five times the general inflation rate during this period. The
Part B monthly premium has grown at about the same rate. It was
$9.60 in 1980, compared to $24.80 in 1988, an increase of nearly 160
percent.

Among the factors affecting increased out-of-pocket expenditures
under the Medicare Program is the Prospective Payment System
(PPS) for hospital care under Part A. According to the Prospective
Payment Commission’s (ProPAC) April 1987 report to the Secre-
tary of DHHS, “cost-sharing borne by Medicare beneficiaries has
inadvertently increased as a result of PPS.”! ProPAC contends
that the cost savings realized from PPS have been shared with hos-
pitals and the Medicare Program, but not with beneficiaries. For
example, the inpatient hospital deductible is calculated to reflect
average length of stay. Until 1986, the formula was based on the
longer average length of stay that occurred before PPS was imple-
mented in 1983. Although a provision in the Omnibus Budget Rec-
onciliation Act of 1986 recalibrates future increases in the deducti-
ble to reflect the shorter length of stay resulting from incentives in
PPS, beneficiaries are still paying a higher proportion of costs per
case than before PPS. In 1983, beneficiary copayments and deducti-
bles for inpatient hospital care accounted for about 8 percent of
payments to hospitals; in 1987, that figure was about 9.2 percent.?

ProPAC reports that PPS incentives to shift services from the in-
patient setting to ambulatory settings and to discharge patients
after shorter hospital stays may also affect beneficiary out-of-
pocket spending.® Medicare coverage varies by place and by type of
treatment, so coinsurance liability can change depending on where °
the service is provided. For example, if a surgery is performed in
an outpatient setting as opposed to an inpatient hospital setting,
beneficiary cost-sharing liability would usually be less. However, if
a beneficiary is treated as an inpatient but is then discharged earli-
er for additional treatment on an outpatient basis, the beneficiary
must then pay for the coinsurance of the outpatient facility (under
Part B) as well as the inpatient hospital deductible (under Part A).
Further, there may be some services that would be covered in an
inpatient setting but not in an outpatient one.

A beneficiary who has surgery in an outpatient hospital depart-
ment is responsible for 20 percent of the facility’s charges. Charges
for the surgery would have to be at least $2,700 for a beneficiary to
incur more than $540 (the inpatient hospital deductible) in coinsur-
ance. In fiscal year 1987, the national average facility charge for
cataract surgery in a hospital outpatient department is $1,575; ben-
eficiary liability for those charges would be $315. However, if out-
patient coinsurance must be paid in addition to the inpatient de-
ductible, which would occur if a beneficiary is released earlier from

! Progpective Payment Assessment Commission, Report and Recommendations to the Secre-
tary, U.S. Department of Health and Human Services; April 1, 1987, (Washington, D.C.: Prospec-
tive Payment Assessment Commission, 1987), p. 48.

2 Prospective Payment Assessment Commission, April 1987, p. 48.

3 Prospective Payment Assessment Commission, Medicare Prospective Payment and the Ameri-
can Health Care System. Report to Congress (Washington, D.C.; Prospective Payment Assessment
Commission, 1987), p. 73.
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the hospital to receive additional treatment in an outpatient set-
ting, his financial liability increases. ProPAC is currently working
with the Congressional Budget Office (CBO) to develop a data base
for studying beneficiary cost-sharing changes and increased liabil-
ity because of site-of-care substitution.

Most older Americans have some type of supplemental, “medi-
gap”’ insurance coverage that helps defray some of their out-of-
pocket costs for health care services provided under the Medicare
Program. According to CBO, approximately 18 million—or 72 per-
cent—of the noninstitutionalized elderly had some form of private
supplemental insurance in 1984. Recent analysis of the determi-
nants of medigap coverage by HCFA found that certain demo-
graphic characteristics had a significant impact on whether or not
a Medicare beneficiary had private supplemental coverage.* The
individuals least likely to have the coverage are older, unmarried,
poorer, less educated, and of races other than white. In other
words, those most in need of financial protection are least likely to
have it. As these persons are presumably severely affected by large
out-of-pocket health care costs, they bear a disproportionate share
of the risks of catastrophic illness.

III. GRowTH IN PHYSICIAN EXPENDITURES

Spending for all physician services has increased dramatically
since 1965—from $8.5 billion to $82.8 billion in 1985. In 1986, ex-
penditures for physician services in the United States grew to $92
billion, which is an increase of 11.1 percent from 1985.5 This repre-
sents 2.2 percent of the GNP, and almost three-fourths of the
amount of expenditures for community hospital inpatient services
($125.7 billion). HCFA actuaries project that expenditures for physi-
<2:t)an services will rise to $133 billion in 1990 and to $320 billion in

00.

Both hospital admissions and inpatient days were lower in 1986
than in 1985, which suggests fewer physician contacts in an inpa-
tient setting. However, data on employment and hours implies
strong growth in physician activity in 1986. Total employment in
offices of physicians and surgeons increased 6.6 percent, and hours
worked by nonsupervisory employees increased 7.3 percent; both of
these figures are the highest in decades. Nonsupervisory payroll
was up 11.8 percent from 1985, which also suggests considerable
strength in office business.® HCFA estimates that ‘‘reasonable
charge reductions” under Medicare Part B (i.e., the difference be-
tween what the physician actually bills and what the Medicare
Program recognizes as allowed charges) will be shown to have in-
creased about $200 million from 1985 to 1986, which could result in

4Steven A. Garfinkel, Arthur J. Bonito, and Kenneth R. McLeroy, “Socioeconomic Factors
and Medicare Supplemental Health Insurance,” Health Care Financing Review, Fall, 1987, vol.
9, No. 1, p. 22,

5 Health Care Financing Administration, Office of the Actuary, Division of Cost Estimates,
‘B‘Natioilal Health Expenditures, 1986-2000" Health Care Financing Review, Summer, 1987, Vol.

, No. 4, p. 11.

¢ Bureau of Labor Statistics, data from the establishment survey, Employment and Earnings
(Washington: U.S. Government Printing Office), various issues in 1986 and 1987. As cited in
“National Health Expenditures, 1986-2000.” .
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an increase in beneficiary liability depending on the number of as-
signed and nonassigned claims.

During the period from 1980 to 1983, Medicare physician expend-
itures increased (adjusted for inflation) at an average annual rate
of 12 percent, compared to 6.5 percent for all physician expendi-
tures. From 1983 to 1986, expenditures increased at a rate of 9.1
percent and 7.2 percent, respectively (figure 2).7 During 1986, ex-
penditures for physician services in the Medicare Program in-
creased at the same rate (11.1 percent) as overall physician expend-
itures, 10 times faster than the overall inflation rate.

FIGURE 2
RATES OF INCREASE IN MEDICARE PHYSICIAN
EXPENDITURES AND ALL PHYSICIAN EXPENDITURES
1980-1983 AND 1983-1986
(ADJUSTED FOR INFLATION)

Percent increase (annualized)

12 12.0%
9 9.19%
7.2%
6 6.5%
3
0
1980-1983 1983 -1986 1980-1983 1983 -1986
Medicare physician expenditures All physician expenditures

SOURCE: Gerard F. Anderson and Jane E. Erickson,
"National Medical Care Spending," Health Affairs,
6, no. 3.

The different rates of increase in expenditures suggest that Medi-
care beneficiaries receive a higher volume of physicians’ services
than the rest of the population. Whether this is a result of Medi-
care beneficiaries needing more services because of poorer health
or incentives within the current reimbursement system to increase
the volume of services per beneficiary is a matter of great debate.

In January 1988, the Medicare Part B monthly premium was in-
creased from $17.90 to $24.80. According to HCFA, this unprece-

7 Gerard F. Anderson and Jane E. Erickson, “National Medical Care Spending,” Health Af-
fairs, Vol. 6, No. 3, Fall, 1987, p. 101.
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dented $6.90 increase (38.5 percent) was the result of several fac-
tors. Sixty percent of the total premium increase ($4.05 of the
$6.90) was due to growth in physician expenditures. Further,
HCFA’s projections for 1987 were inaccurate, and incurred expend-
itures for 1987 were 12.1 percent higher than projected. This ac-
counts for $2.40 of the increase. Of this amount, growth in reim-
bursement to physicians accounts for more than 90 percent of the
increase. HCFA’s actuarial estimates also show Part B expendi-
tures increasing 13.9 percent in 1988. This growth accounts for $3
of the $6.90 premium increase; 63 percent of this increase is the
result of projected increases in physician expenditures.

Additionally, the computation of the monthly Part B premium
has taken into account a surplus in the trust fund for the past few
years. As a result, the monthly premium has been artificially low
because it was adjusted downward to reflect the surplus. For exam-
ple, the 1987 premium would have been $19.30 rather than $17.90
if projected expenditures had not been partially funded by drawing
down the contingency reserve. For calendar year 1988, however,
the surplus no longer exists, and $1.43 of the $6.90 increase reflects
that. The remaining 7 cents is targeted toward rebuilding the de-
pleted contingency reserve fund.

IV. HEALTH EXPENDITURES IN THE UNITED STATES

To put the discussion of growing Part B outlays on physician
services in its proper perspective, it is important to consider overall
health expenditures in the United States. In 1986, Americans spent
$458 billion on health care, or 10.9 percent of the Gross National
Product (GNP), compared to 10.6 percent of GNP in 1985 and 9.1
percent in 1980. Health care expenditures increased 8.4 percent
from 1985 to 1986, which was slightly lower than the rate of in-
crease in most recent years. However, after adjusting this amount
for overall inflation and population growth, expenditures increased
6.3 percent during 1986, a rate much faster than in the years be-
tween 1980 and 1985. This represents real growth in health spend-
ing, which translates into an increase in service intensity. Service
intensity is the area of greatest concern as it means that more
technology, personnel, and services are being used per capita.®

Americans already spend more for health care than almost any
other developed nation. Data collected by HCFA on 12 nations, in-
cluding Great Britain, France, Sweden, and Canada, show that the
United States pays the largest percentage of its gross domestic
product (a measure similar to GNP) for health care; compared to
our 10.9 percent, Great Britain pays 6 percent and Norway pays 6.9
percent.

National health expenditures have increased over the past 50
years in aggregate terms, on a per capita basis, and as a percent of
the GNP. During the 1970’s, national health expenditures grew at
an average annual rate of 12.6 percent; in 1980 and 1981, expendi-
tures grew by over 15 percent each year. Since 1981, however, the
rate of growth in health care expenditures has decreased. Growth
rates in 1985 (8.1 percent), 1986 and 1987 (8.4 percent each year),

8 Anderson and Erickson, p. 98.
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are the lowest in over two decades (figure 3). This slower growth,
which is expected to continue until 2000, can be attributed to sever-
al factors, including a low rate of inflation in the general economy,
increased pressure to contain health care costs in both the private
and public sectors, and changing demands for health care services,
such as a decline in the demand for inpatient hospital services.
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FIGURE 3
PERCENT CHANGE IN NATIONAL HEALTH EXPENDITURES &

GNP NATIONAL HEALTH EXPENDITURES AS A PERCENT OF

GNP: CALENDAR YEARS 1966-1986 AND PROJECTIONS
1987-2000
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With an upturn in growth of national health expenditures last year, and a downturn in growth of the gross national product (GNP),

health spending rose to 10.9 percent of the GNP in 1986. Barring unforeseen events and assuming that current laws and

regulations continue into the fulure, health expenditures will continue to grow more rapidly than will the rest of the economy

through the end of the century. by which time health spending will account for 15 percent ol the GNP.
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In 1986, per capita spending for health care in the. United States
was $1,837, compared to $1,710 in 1985 and $205 in 1965.° HCFA
estimates that this figure will increase to $5,551 by 2000. Growth in
this area over the years has generally exceeded growth in the gen-
eral economy. The same is true relative to price inflation—al-
though the Consumer Price Index (CPI) rose only 1.9 percent in
1986, the medical care CPI rose 7.5 percent. While HCFA suggests
that medical care inflation can be compared more realistically to
inflation in the service sector, where prices rose 5 percent in 1986,
it is nonetheless a significant increase.

In the years 1980-86, spending on the individual components of
the health care market increased at widely varying rates. For ex-
ample, spending for biomedical research grew at an annual rate of
7.5 percent, compared to 10.2 percent for hospital services and 11.9
percent for physicians’ services. Despite these varying rates of
growth, patterns of expenditures and sources of funds remained
fairly constant through the 1980’s. Almost 40 percent of total
health care spending is for hospital services, and 20 percent is for
physicians’ services.1°

Excluding spending for health by the Department of Defense and
the Veterans Administration, more than 10 percent of the Federal
budget is spent on health care ($99.4 billion in fiscal year 1985). In
comparison, in fiscal year 1965, spending on this portion of the
health budget was $1.7 billion, or 1.4 percent of the Federal budget.
More than 90 percent of the Federal health budget is spent on the
Medicare and Medicaid Programs.

HCFA estimates that health spending for those 65 and older
averaged $4,200 per person in 1986, compared with $1,837 per
person for all age groups that year. Although persons 65 years of
age and older represent approximately 12 percent of the total U.S.
population, they account for 31 percent of national expenditures
for health care. In 1984, Medicare paid 49 percent of those ex-
penses incurred by the elderly; Medicaid Programs, 13 percent;
other public programs, 6 percent (figure 4). The elderly and their
families were directly responsible for an estimated 25 percent of
the total health care bill. Private, third-party insurers paid the re-
maining 7 percent.

® Health Care Financing Review, p. 24.
10 Anderson and Erickson, pp. 98-99.
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FIGURE 4 )
PERSONAL HEALTH CARE EXPENDITURES FOR THE ELDERLY
BY SOURCE OF PAYMENT: 1984
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SOURCE: Waldo, Daniel R. and Helen C. Lazenby. “Demographic Characteristics and Health Care Use and Expenditures by the
Aged in the United Statss: 1977-1984.” Health Care Financing Review Vol. 8, No. 1 (Fall 1964).

There is considerable variation in the source of payment depend-
ing on the type of service. Public programs paid 89 percent of hos-
pital charges for the elderly in 1984; private funds paid 11 percent.
However, private funds paid for 40 percent of expenditures for phy-
sician services.1! While the total share of Medicare Program costs
paid by beneficiaries has remained fairly constant over the past 20
years, the portion paid through copayments has increased and the
portion paid through premiums has decreased. Today, copayments
account for about two-thirds of the costs paid by the elderly.

While the elderly, as a group, consume a disproportionate share
of the health dollar, most older persons do not have exorbitantly
high medical costs. A large portion of expenditures for health care
among older persons is associated with persons who are in their
last year of life. In a study completed in 1984, reimbursement and
use of services by Medicare enrollees who died in 1978 were com-
pared with those who survived the year. The average reimburse-
ment for those who died was $4,909, which was four times the
amount as for those who lived.12

1 National Center for Health Statistics, R.J. Havlik, B.M. Liu, M.G. Kovar, et al.,, “Health
Statistics on Older Persons, United States, 1986,” Vital and Health Statistics, Series 3, No. 25
(Washington, D.C.: GPO, 1987), p. 76.

2 James Lubitz and Ronald Prihoda, “The Use and Costs of Medicare Services in the Last
Two Years of Life,” Health Care Financing Review, vol. 5, No. 3, Spring, 1984, p. 119.
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V. PHYSICIAN SERVICES AND THE SMI PROGRAM

Utilization of physician services increases with age. Approxi-
mately four out of five elderly had at least one contact with a phy-
sician in 1983, and more than 16 percent of total physician visits
during 1983 were made by persons 65 years of age and older. On
average, elderly persons are more likely than younger ones to
make frequent visits to a physician. This age group also visits a
physician eight times for every five times by the general popula-
tion. Since the enactment of Medicare, the average number of phy-
sician contacts and the percentage of persons 65 and older report-
ing that they had seen a physician in the last year has increased
significantly, particularly for persons with low incomes.13

In 1983, 61.9 percent of Medicare approved charges for physi-
cians’ services were for care provided on an inpatient basis.'¢ An-
other 29.2 percent were for services provided in physicians’ offices,
and care given in hospital outpatient settings accounted for 5.9 per-
cent (figure 5). The importance of the inpatient setting in the deliv-
ery of physicians’ services is illustrated by the following: Physi-
cians in 12 specialties—anesthesiology, thoracic surgery, neurologi-
cal surgery, general surgery, pathology, pulmonary disease, urol-
ogy, orthopaedic surgery, cardiology, psychiatry, gastroenterology,
and neurology—earned at least two-thirds of their Medicare
income in the inpatient setting.!5

'3 U.S. Senate, Special Committee on Aging, The Health Status and Health Care Needs of
Older Americans (Washington, D.C.: GPO, 1986), p. 26.

*Ira Burney and George Schieber, “Medicare Physicians’ Services: The Composition of
Spending and Assignment Rates,” Health Care Financing Review, Fall, 1985, vol. 7, No 1, p. 85.

15 Burney and Schieber, p. 88.
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FIGURE 5
PERCENT DISTRIBUTION OF MEDICARE APPROVED CHARGES
FOR PHYSICIAN SERVICES BY PLACE OF SERVICE: 1983
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SOURCE: Ira Burney and George Schieber, "Medicare
Physicians’ Services: The Composition of Spending
and Assignment Rates," Health Care Financing
Review, Fall 1985, 7, no. 1.
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(A) MEDICARE PHYSICIAN REIMBURSEMENT

The predominant method of payment for physician services
under Medicare is fee-for-service. Payment rates to physicians have
been determined through a method referred to as customary, pre-
vailing and reasonable (CPR). Under CPR, the Medicare approved
charge is limited to the lowest of:

—the physician’s submitted amount—the billed charge;

—the physician’s customary charge, equal to the physician’s

median charge for that service during the previous year; and

—the prevailing charge for the service based on comparable phy-

sicians’ prior billings for the same service in that locality.

Medicare’s approved charges are less than submitted charges for
nearly 85 percent of physicians’ services billed, because of the ef-
fects of the customary and prevailing charge fee “screens” (yard-
sticks against which charges are compared). Prior to 1984, the
screens were updated every July 1.!8 Since 1973, updates in the
prevailing charge screens are tied to the Medicare Economic Index
(MEI), which reflects general inflation and changes in physicians’
practice costs.!?

The day-to-day functions of reviewing Part B claims and the pay-
ment of benefits are conducted by HCFA contractors, called “carri-
ers,” who are generally Blue Cross/Blue Shield plans or commer-
cial insurance companies. Typically, carriers do not approve the
full amount a physician charges for a service provided to a Medi-
care patient. In the first quarter of 1985, the average reduction due
to the CPR process was 26.2 percent. For example, if a physician
submitted a bill for $100, approved charges would average $73.80
(80 percent, or $59.04, would be paid by the carrier). At the end of
calendar year 1984, only 18.3 percent of all claims were submitted
at or below CPR limits.18

(B) DEFINITION OF ASSIGNMENT

Medicare payments are made either directly to the physician or
to the beneficiary, depending on whether or not the physician has
accepted assignment of the claim. For assigned claims, the benefici-
ary assigns (or transfers) his/her rights to payment from Medicare
to the physician. In return, the physician agrees to accept Medi-
care’s “approved”’ or “reasonable”’ charge determination as pay-

16 Because the Deficit Reduction Act of 1984 (DEFRA) froze physicians’ fees through Septem-
ber 30, 1985, the annual increases in the customary and prevailing charge screens slated for
July 1, 1984, did not occur. Subsequent fee screen updates were scheduled to occur October 1 of
future years beginning in 1985. However, the increase slated to occur on October 1, 1985, was
postponed by the Temporary Extension Act of 1985 and the Consolidated Omnibus Budget Rec-
onciliation Act of 1985 (COBRA). Under COBRA, the next update occurred on May 1, 1986, for
participating physicians only. Updates for all physicians occurred on January 1, 1987; updates
for 1988 occurred on April 1, 1988. Prevailing charges for nonparticipating physicians will con-
tinue to be less than those for participating physicians.

17 The MEI was established by the Social Security Act of 1972 (Public Law 92-603) to set an
annual cap on prevailing charges. Prevailing charges are now either the lesser of the “‘unadjust-
ed” prevailing charge or the product of the 1973 fee screen year multiplied by the value of the
current MEL For example, the MEI in 1983 was 2.063. If a prevailing charge for a certain serv-
ice was $10 in 1973, amf if the “unadjusted” prevailing charge was not less than $20.63 in 1983,
the prevailing charge for 1983 woui’d be $20.63 (the “‘adjusted” prevailing). However, if the
charge for this service in 1983 were $20 (or any other amount less than $20.63), the prevailing
charge would be $20.

18 Health Care Financing Administration, Bureau of Quality Control, Carrier Reasonable
Charge and Denial Activity Report, January-March 1985 (Washington, D.C.: GPO, 1985), p. 165.
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ment in full for covered services. The physician bills the program
directly and is paid an amount equal to 80 percent of Medicare's
reasonable or approved charge. The patient is liable for the 20 per-
cent coinsurance. The physician may not charge the beneficiary
(nor can he/she collect from another party such as a private insur-
er) more than the applicable deductible and coinsurance amounts if
he/she agrees to accept assignment. The beneficiary is then pro-
tected against “balance billing,” that is, the difference between
Medicare’s approved charge and the physician’s actual charge. In
1986, 69.5 percent of claims were paid on an assignment basis.

A physician (except a “participating physician”) may accept or
refuse requests for assignment on a bill-by-bill basis, from different
patients at different times, or from the same patient at different
times. However, he/she is not permitted to “fragment’ bills for the
purpose of circumventing the reasonable charge limitation, and
must either accept assignment or bill the patient for all of the serv-
ices performed on a single occasion.

Whether or not a claim is “assigned” affects beneficiaries’ out-of-
pocket liabilities for Medicare-covered services. For example, in the
first quarter of 1985, the average billed claim for physicians who
accepted assignment was $122.35; the average for nonassigned
claims was $128.93. Of the assigned claims, 81.6 were subject to re-
ductions which averaged $32.48 per claim, resulting in allowed
charges of 73.5 percent per assigned claim, or $89.92 (73.5 percent
X $122.35=889.92). Of non-assigned claims, 84.7 percent were sub-
ject to reductions averaging $32.84 per claim, yielding allowed
charges equal on average to 74.5 percent, or $96.05 (74.5 percent X
$128.93=8$96.05).1° Therefore, for claims subject to CPR reductions,
expected beneficiary out-of-pocket cost was $17.98 (20 percent coin-
surance X $89.92=817.98) per assigned claim. However, for nonas-
signed claims, the coinsurance cost of $19.21 (20 percent X
$96.05=8$19.21) plus the nonassigned liability of $32.84 equals an
expected out-of-pocket cost of $52.05, a difference of 289 percent.

There has been a general upward trend in assignment rates since
fiscal year 1979, from 50.9 percent that year to 69.5 Percent in
1986. Assignment rates vary according to a beneficiary’s age and
race. In 1982, when the acceptance of assignment for charges was
52 percent overall, rates ranged from 47 percent of the young-old
(ages 65-69) to 61 percent of the old-old (age 85 and older). Rates
for women and men were about the same, about 50 percent. Assign-
ment rates for non-white beneficiaries were 80 percent, compared
to 49 percent for whites.2°

Assignment rates also vary greatly depending on geographic lo-
cation and type of service or specialty. During the first quarter of
1987, assignment rates varied from 24.2 percent in Idaho to 95 per-
cent in Rhode Island to 98.1 percent in Massachusetts (although
Massachusetts law requires that all physicians accept assignment
for services rendered to Medicare patients). Differences also exist

19 Carrier Reasonable Charge and Denial Activity Refmrt, January-March 1985, as cited in
Payment for Physician Services, U.S. Congress, Office of Technology Assessment (Washington,
D.C.: GPO 1986), p. 58.

20Alma McMillan, James Lubitz, and Michael Newton, “Trends in Physician Assignment
%?stgs fogsMedicare Services, 1965-1985,” Health Care Financing Review, vol. 7, No. 2, Winter,

, p. 65.
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in assignment rates among the various physician specialties, al-
though they are not quite so dramatic as those among States. In
1985, they ranged from 51 percent for anesthesiology to 81 percent
for psychiatry. Primary care specialties have a lower assignment
rate than medical subspecialties (figure 6).

FIGURE 6
PHYSICIAN ASSIGNMENT, PARTICIPATION AND CHARGE
REDUCTION RATES BY SPECIALTY (IN PERCENT)

Assignment Participation Charge Reduction

Specialty Rate 1985 Rate 1987 Rate 1983
Anesthesiology 51 20.3 38.2
Cardiology 67 43.2 23.5
Dermatology 64 38.1 19.5
Family Practice 60 27.1 23.6
Gastroenterology 74 n.a. 20.5
General Practice 59 25.6 239
General Surgery 73 37.2 26.1
Internal Medicine 62 33.6 22.6
Neurological Surgery 57 n.a. 320
Neurology 67 37.2 283
Obstetrics-Gynecology 54 315 n.a.
Ophthalmology 65 35.1 212
Orthopedic Surgery 55 32.6 27.1
Otolaryngology 56 27.0 27.3
Pathology 69 4]1.2 294
Psychiatry 81 . 286 324
Radiology 69 39.8 22.0
Thoracic Surgery 68 n.a,. 233
Urology 55 30.7 25.0

Sources: BMAD 5 Percent Beneficiary File, unpublished data from
HCFA, Bureau of Program Operations, HCFA 5 Percent
Sample of Bill Summary Records

Surgical procedures are more likely to be rendered on an as-
signed basis than are medical services, and those services delivered
in an inpatient setting are more likely to be assigned than those in
a physician’s office. Because surgical and inpatient procedures are
generally more expensive, this has a significant impact on benefici-
ary out-of-pocket costs. In 1985, hospital inpatient and outpatient
assignment rates averaged 68 percent and 63 percent, respectively,
;:_ompared with 51 percent for services delivered in physicians’ of-

ices.

(C) THE PARTICIPATING PHYSICIAN PROGRAM

The Medicare participating physician program was established
by the Deficit Reduction Act of 1984 (Public Law 98-369), or
DEFRA, and took effect October 1, 1984. A physician who enters
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into a voluntary agreement with HCFA to accept assignment for
all services provided to all Medicare patients for a specified period,
usually 12 months, is a “participating physician.” A nonparticipat-
ing physician is a physician who has not signed a voluntary partici-
pation agreement. A nonparticipating physician may accept assign-
ment on a case-by-case basis.

There are a number of incentives designed to encourage physi-
cians to become participating physicians. During the fee freeze,
also imposed by DEFRA as an interim measure to control physi-
cian expenditures, participating physicians were permitted to in-
crease their billed charges. Although these increases did not affect
payments made to participating physicians during the freeze, they
were reflected in the calculation of customary charge screen up-
dates. The freeze was lifted for participating physicians on May 1,
1986, and these physicians received an increase of 4.15 percent in
their maximum allowable prevailing charges. Nonparticipating
physicians were subject to the freeze until January 1, 1987. During
the entire freeze period, nonparticipating physicians could not raise
their actual charges above the levels charged during April-June,
1984. As a result, there are two prevailing charge levels for physi-
cians in any locality—one for participating physicians and another
lower one for nonparticipating physicians. All physicians received
an increase of 3.2 percent in their maximum allowable prevailing
charge charges, effective January 1, 1987.

Nonparticipating physicians are subject to a limit on their actual
charges. This is referred to as the maximum allowable actual
charge, or MAAC. Nonparticipating physicians whose actual
charge for a service in the preceding year equals or exceeds 115
percent of the current year’s prevailing charge, can increase their
actual charges by 1 percent. Those whose actual charge for the pre-
ceding year is below 115 percent are also subject to a limit. They
can increase their actual charge over a 4-year period so that in the
fourth year the actual charge equals 115 percent of the prevailing
charge. The MAAC for a nonparticipating physician whose actual
charge for a service in the previous year is less than 115 percent of
the current year actual charge is the dollar amount which is the
greater of:

(1) the amount 1 percent above the physician’s previous
year’s actual charge; or

(2) an amount based on a comparison between the physi-
cian’s MAAC for the previous year and 115 percent of the cur-
rent prevailing charge.

Under (2), the MAAC for the current year equals the previous
year MAAC increased by a fraction of the difference between 115
percent of the current year prevailing charge and the previous
year MAAC. The applicable fractions are one-quarter, one-third,
one-half, and one for 1987, 1988, 1989, and 1990, respectively. For
example, if a physician’s 1986 MAAC for a service is $100, and 115
percent of the 1987 prevailing charge amount is $124, the 1987
MAAC for the physician for that service is $106 [$100 +
0.25($124 — $100)].

Since the participating physician program was begun in 1984,
participation rates have been fairly constant (about 30 percent).
However, in the period from April 1 to December 31, 1988, partici-
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pation rates rose to 37.3 percent, an increase of 21 percent. Rates
vary dramatically across the country—from a high of 73.5 percent
in Alabama to a low of 14.9 percent in Idaho. Likely causes for the
increase include varied efforts and incentives by HCFA to make
participation in the Medicare Program attractive to physicians,
such as higher reimbursement rates and fewer administrative and
paperwork requirements. The lower participation rates in Idaho
and other States such as South Dakota (17.6 percent) and Wyoming
(20.1 percent) are possibly a result of the more conservative nature
of those States, or, in the words of the executive director of the
Idaho Medical Association, a reflection of “a perception that reim-
bursement in this area of the country is too low in relation to other
areas.”’21

(D) PHYSICIAN INCOME

Physician incomes have been increasing over the past several
years. In 1986, net incomes averaged $119,500, more than double
the 1975 level. After adjusting for inflation, physicians’ average net
income rose by 6 percent between 1975 and 1986, although the av-
erage income for all full-time, year-round workers in the United
States showed little or no growth. Consequently, physicians’ aver-
age income increased from 4.4 times that of an average employee
in 1975 to 4.6 times that in 1986.22

There is considerable difference in income among the various
physician specialties. Surgeons, radiologists, and anesthesiologists
had the highest average incomes in 1987; pediatricians, general and
family practitioners, and psychiatrists had the lowest (figure 7).
Surgeons average income of $162,400 in 1987 was 36 percent above
the average compensation for all physicians. Substantial variation
also exists in incomes depending on geographic region. In 1987, net
income varied by census division from an average of $107,000 in
New England to $129,000 for the West South Central area. Income
in nonmetropolitan areas was $107,000. In metropolitan areas with
populations under 1 million, average net income was $124,500, and
$117,500 in metropolitan areas with populations over 1 million.23

21 Sharon Mcllrath, “Participation MD Rate Jumps 21%,” American Medical News, August 5,
1988, p. 1.

22 American Medical Association, Socioeconomic Characteristics of Medical Practice 1987, M.L.
Gonzalez and D.W. Emmons, eds., (Chicago: Amerlcan Medical Association).

23 American Medical Assocxatlon
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FIGURE 7
AVERAGE PHYSICIAN BEFORE-TAX NET INCOME
BY SPECIALTY: 1986
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Source: AMA Sociceconomic Monitoring System.

Medicare’s contributions to physicians’ income also varies widely
by specialty, and is concentrated in certain specialties. In 1983, in-
ternal medicine accounted for the largest share of Medicare ap-
proved charges for physicians’ services—19.7 percent. The top five
specialties under Medicare—internal medicine, ophthalmology,
general surgery, radiology, and general practice—accounted for
52.6 percent of Medicare approved charges for physicians’ services
that year. Medicare approved charges averaged $34,056 per physi-
cian in 1983. However, in five specialties—thoracic surgery, oph-
thalmology, radiology, urology, and cardiology—Medicare approved
charges averaged more than $75,000 per physician.

V1. ProBLEMS WiTH THE CURRENT PHYSICIAN REIMBURSEMENT
SYsTEM

Even with the CPR limits, Part B approved charges per aged
Medicare enrollee increased by 591 percent between fiscal year
1968 and fiscal year 1983. In fiscal year 1984, Medicare carriers
possessed 229 million Part B claims, or approximately 7 claims per
enrollee. Total claims volume has grown at an average annual rate
of 12.6 percent since 1968. Annual growth in claims per enrollee
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has averaged 9.4 percent.2¢ From 1976 to 1982, expenditures for
physician services for the elderly have increased 18 percent per
year—2 percent from enrollment increases, 10 percent from price
increases, and 6 percent in the number of services per enrollee.25
Most of the expenditures for physician services are for those pro-
vided in the hospital (61.9 percent in 1983). With few exceptions,
most specialties have higher total billings for services provided in
the hospital than in an office.

The CPR system has been criticized for providing little, if any,
incentive for physicians to deliver cost-effective care. Controls on
both volume and price must be in place if expenditures are to be
kept in check, and CPR provides neither. As originally designed,
the CPR method had inherent inflationary tendencies because phy-
sicians’ maximum allowable payment levels were based, in part, on
their actual charges in the previous 12-month period. As a result,
they had an incentive to increase current charges to increase
future charges. This incentive has been somewhat moderated by
the use of the Medicare Economic Index in determining increases
in fee screens.

Further, because CPR reimburses on a fee-for-service basis, phy-
sicians are encouraged to increase the number of services provided
to beneficiaries. Although offset by some degree by concern about
patients’ out-of-pocket costs, physicians face incentives under CPR
to provide all services of any potential benefit to their patients so
long as their reimbursement is high enough to offset the cost of
providing the service.

Beneficiaries are insulated to a degree from rising costs because
of the prevalence of supplemental medigap insurance coverage.
Some 70 percent of Medicare enrollees are covered by some form of
supplemental health insurance which generally pays the deducti-
bles and copayments for Medicare approved charges.

The growth in volume of services can be attributed to a number
of factors. The number of physicians per capita has been increasing
over the past several years, which has resulted in a reduction in
the average patient load. There is some evidence that physicians
with relatively low patient loads may provide more intensive and
therefore more costly care (e.g., more tests, more follow-up visits,
etc.) than those physicians with a higher patient load.2¢ In addi-
tion, physicians may tend to increase the volume of services for
which they bill in response to limitations on reimbursement, as
have occurred under the Medicare Program. Further, many con-
tend that the growing threat of malpractice suits has forced physi-
cians to practice ‘“defensive medicine” and provide more services
than might otherwise be necessary in order to protect themselves.

Not all the growth in the volume of services provided is undesir-
able, however. The average age of the Medicare population has
been increasing, and the need for medical services typically in-

24 U.S. Congress, Office of Technology Assessment, Payment for Physician Services: Strategies
for Medicare, OTA-H-294 (Washington, D.C.: GPQ, 1986), p. 41.

25 Lynn Etheredge and David Juba, “Medicare Payments for Physicians’ Services,” Health Af-
fairs, Winter, 1984, vol. 3, No. 4, p. 132.

26 Gail R. Wilensky and Louis F. Rossiter, “The Relative Importance of Physician-Induced
lz)ﬁeénand in the Demand for Medical Care,” Milbank Memorial Fund Quarterly, Spring, 1983, p.
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creases with age. Additionally, there have been tremendous techno-
logical advances made in recent years such as improved techniques
for cataracts, and in procedures for the replacement of major joints
(e.g., hip replacement). These advances have enabled physicians to
respond more effectively to the health care needs of their patients.

The use of an individual service as the payment unit is another
problem under CPR. Physicians can bill separately for an initial
visit, any follow-up visit, and for each individual lab test or X-ray
procedure performed. It can be argued that this provides an incen-
tive to physicians to provide additional services. A related problem
is known as “unbundling” in which services previously billed as
one unit are billed separately. This problem has been cited as one
of the more significant contributors to inflation in physician ex-
penditures.

Coding policies are also considered somewhat inflationary. Proce-
dure codes for some high volume services such as office visits are
not precisely defined. It may therefore be possible to describe the
same service by a code with a higher allowable charge. A “brief
visit” may become an ‘“intermediate visit.” This phenomenon has
been called “code creep” or “upcoding.” There is also some discus-
sion as to whether the increased number of individual procedure
codes (rising from 2,000-2,500 in 1966 to over 6,000 today) may also
facilitate code creep.

Another common criticism of the current reimbursement system
is that its complexity makes it extremely difficult for both physi-
cians and their patients to understand. Even with the participating
physician program, it is still difficult for beneficiaries to estimate
the amount of his or her out-of-pocket liability for Medicare-cov-
ered services.

Medicare beneficiaries who are still employed may also be a
source of uncertainty and confusion for providers. Medicare is not
the primary payer for aged beneficiaries under age 70 who are cov-
ered by employer-sponsored health insurance. A physician who
treats such a beneficiary may discover that the charge approved by
the patient’s insurer is not the same as the Medicare allowed
charge. Also, if the physician accepted assignment and submitted
the bill to the Medicare carrier, Medicare might deny payment
unless it had first been submitted to the patient’s primary insurer.

(A) GEOGRAPHIC VARIATION IN REIMBURSEMENT

There is substantial geographic variation in aspects of Medicare
payment, including assignment rates, annual expenditures per ben-
eficiary, and reimbursement rates for certain services. There is
little agreement as to how much of this variation can be attributed
to expected differences in serving over 30 million enrollees in thou-
sands of different markets, and problems regarding access, quality,
and efficiency.2?

Among Medicare’s 240 charge areas, three- and four-fold differ-
ences in charges for particular procedures are common. Even
within one State, charges vary widely from area to area. In Texas,
a large State with a number of charge areas, the highest prevailing

27 Office of Technology Assessment, p. 6.
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charge for a general practitioner’s follow-up hospital visit in 1984
was approximately 2.5 times greater than the lowest.28

Payment rates for physician services tend to be higher in metro-
politan than in rural areas, but these differences are not always
uniform. In New York and Illinois, for example, charges in metro-
politan areas exceeded those in nonmetropolitan areas by at least
28 percent. However, in Rhode Island and Connecticut, prevailing
charges in nonmetropolitan counties exceeded those in metropoli-
tan areas.

There is also tremendous variation by carrier jurisdiction (in
1984, there were 58 jurisdictions administered by 40 carriers) in
Medicare expenditures per enrollee for physician and other medi-
cal services. This variation depends on the proportion of benefici-
aries who exceed the Medicare deductible and are then eligible for
reimbursement. That number, in turn, depends on variations in
health, volume of services, physicians’ charges, and the Medicare
carriers determination of approved charges.?®

(B) NONPROCEDURAL AND PROCEDURAL FEE DIFFERENTIALS

There appears to be significant differences in the relative ap-
proved charges for “procedural” or medical services, which utilize
medical devices and equipment, and are usually hospital-based, and
“nonprocedural” services, such as office visits. In other words,
under the current system, a physician can generate more income
by providing laboratory tests or interpreting an EKG than he or
she can giving advice on nutrition or the benefits of exercise. This
raises some concerns about the incentives in the current system
that encourage the use of services which not only command high
fees but also consume large amounts of support and technical re-
sources. Similarly, the system may discourage physicians from
spending time with patients to counsel or examine them.

There is a growing body of research on this issue of the relative
values of various physicians’ services. This approach will likely be
the basis for reform of the current Medicare physician reimburse-
ment system, which is discussed later in this report. A 1979 study
by William Hsaio and William Stason focused on the professional
time expended and the complexity of the service rendered.3° After
standardizing for complexity among selected procedures, the study
showed that physicians were paid as much as four to five times
more per hour for hospital-based surgery than for office visits. A
follow-up study using 1983 data showed that values of surgical pro-
cedures relative to office visits are, at minimum, two or three times
higher when calculated on the basis of charges than when calculat-
ed from resource inputs.

(C) INHERENT REASONABLENESS

Physicians’ fees for new services are often set at a high level to
reflect the fact that they may require special skills or a substantial
amount of the physician’s time to perform. However, as the provi-

28 Office of Technology Assessment, pp. 6-7.

29 Office of Technology Assessment, p. 6.

30 William Hsaio and William Stason, “Toward Developing a Relative Value Scale for Medical
and Surgical Services,” Health Care Financing Review, Fall, 1979, p. 27.
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sion of these services becomes more commonplace, and increased
experience, higher volume, and technological changes have actual-
ly lowered costs, there is often not an accompanying reduction in
the reimbursement rates. A frequently cited example is that of cor-
onary bypass surgery. Although it is now a common procedure
(50,000 reimbursed under Medicare in 1982), its charges have re-
mained fairly high. Medicare carriers have the authority to use
factors other than CPR in determining whether a charge for a spe-
cific service is inherently reasonable. This is discussed in greater
detail below in the section on legislation.

(D) SPECIALTY VARIATIONS

Considerable variation exists in fees recognized by the Medicare
Program for certain medical services performed by physicians in
general practice as opposed to fees for similar services performed
by specialists. In the 1984 fee screen year (July 1, 1983-June 30,
1984), Medicare carriers recognized specialty reimbursement differ-
entials in nearly every area in the country. The differentials were
originally intended to reflect the fact that specialists may provide a
different type or higher quality service. There is concern, however,
that the differences in fees may not be warranted and have in fact
resulted in increased specialization. Many contend that Medicare is
paying more for comparable services. For example, in fee screen
year 1984, the mean prevailing charge for specialists was 16 per-
cent higher than for generalists for a “brief follow-up hospital
visit” and 24 percent higher for a “brief follow-up office visit.”

Neither Medicare nor the medical community has established a
single uniform definition of “specialist.” A 1984 report from the
General Accounting Office (GAO) reviewed how carriers deter-
mined reimbursement rates among the various physician special-
ists. GAO identified several problem areas.?! The report found that
HCFA had given Medicare carriers little guidance in determining
whether specialty recognition was warranted for particular proce-
dures. Further, Medicare law requires carriers to compare charging
patterns among physician specialties to determine if those patterns
show a basis for establishing separate prevailing rates for the same
procedure. The carriers that GAO reviewed, however, had made
little or no analysis in support of either multiple or prevailing
rates.

GAO discovered wide variation in the way carriers recognize spe-
cialties in establishing prevailing rates. Some carriers did not rec-
ognize any specialties and had only one prevailing rate for a par-
ticular procedure; others developed prevailing charges for each spe-
cialty individually; still others combined numerous specialties into
several prevailing rate groups. Of the 11 carriers that GAO re-
viewed for their study, 2 recognized 31 different prevailing rates,
while 3 carriers recognized only 1 (figure 8).

31 U.S. Congress, General Accounting Office, Reimbursing Physicians Under Medicare on the
Basis of Their Specialty, report to the Health Care Financing Administration, GAO/HRD 84-94
(Washington, DC: Sept. 27, 1984).
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- FIGURE 8
NUMBER OF PREVAILING RATES BY CARRIER: 1984

Carrier and State Number
Nationwide (Ohio and West Virginia) 31
Blue Cross and Blue Shield of South Carolina 31
Blue Cross and Blue Shield of Colorado 30
New Hampshire-Vermont Health Services 30
Blue Shield of Massachusetts® 25
Prudential Insurance Co. of America (Georgia) 23
CIGNA (Connecticut) 3
The Equitable Life Assurance Society 2

of the United States (Wyoming)
Blue Cross and Blue Shield of Florida ]
Blue Cross and Blue Shield of North Dakota 1
Blue Cross and Blue Shield of Michigan ) 1

Source: General Accounting Office, 1984

The report noted that the use of more than one prevailing rate
could lead to significant variations among specialties. For example,
for the 1981 fee screen year, the prevailing rate for a “consultation
requiring a comprehensive history” in urban areas of Massachu-
setts ranged from $40 for a general practitioner to $89.50 for a car-
diologist or pulmonary disease specialist.

The report also reviewed the practice of ‘“self-designation” in
which a physician classifed himself or herself as a specialist regard-
less of education, training, experience, etc. In a review of three car-
riers, it was found that approximately one-half of the physicians
who self-designated specialties were not board-certified in that spe-
cialty. Further, roughly one-fourth of the physicians who designat-
ed subspecialties in internal medicine were not even board-certified
in internal medicine.

VII. RECENT LEGISLATION

Recent legislation, beginning with the enactment of Public Law
98-369, the Deficit Reduction Act of 1984 (DEFRA), has made nu-
merous modifications in the physician payment provisions of Medi-
care. Because the pertinent provisions of DEFRA—the establish-
ment of the participating physicians program and the implementa-
tion of the fee freeze—have been examined earlier in this report,
discussion of DEFRA will be somewhat limited. This section will
focus on provisions within the three subsequent budget reconcilia-
tion bills: Public Law 99-272, the Consolidated Omnibus Budget
Reconciliation Act of 1985 (COBRA); Public Law 99-509, the Omni-
bus Budget Reconciliation Act of 1986 (OBRA 1986); and Public
Law 100-203, the Omnibus Budget Reconciliation Act of 1987
(OBRA 1987).

89-274 - 88 - 2
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(A) DEFRA

Under DEFRA, Congress implemented a 15-month freeze on phy-
sician fees effective July 1, 1984 to September 30, 1985. Consequent-
ly, the annual updating of customary and prevailing charge screens
did not occur, and subsequent updates were slated to occur on Octo-
ber 1 of future years beginning in 1985. No catch-up would be per-
mitted to account for any economic index increase to the prevailing
charge screen that would otherwise have occurred during the
freeze period. (The freeze was extended several times, and was fi-
nally lifted for participating physicians on May 1, 1986, and for
nonparticipating physicians on January 1, 1987). DEFRA also es-
tablished the participating physicians program which is discussed
earlier in this paper.

(B) COBRA

COBRA, signed into law in April 1986, made several significant
modifications to the physician reimbursement system under Medi-
care. In April 1986, physicians were given the opportunity to
change their participation status for the 8-month period beginning
May 1, 1986. Future update and payment cycles would begin on
January 1 of each year, beginning in 1987.

Physicians covered under participation agreements on May 1,
1986, received updates in their customary and prevailing charges.
Physicians who participated in fiscal year 1985 but not for the
period beginning May 1, 1986, had their customary charges updat-
ed. For physicians participating in neither period, the existing
freeze on customary and prevailing charges was extended through
December 31, 1986. The freeze on actual charges was extended for
all nonparticipating physicians for the same period.

The customary and prevailing charge screen updates scheduled
to occur October 1, 1985, began on May 1, 1986. To compensate par-
ticipating physicians for the delay, the MEI was increased by 1 per-
centage point. However, this increase was not built permanently
into the prevailing charge levels. COBRA also provided that non-
participating physicians would be subject to the prevailing charge
limits applied to participating physicians during the preceding par-
ticipation period (later modified by OBRA, discussed below).

COBRA established an independent Physician Payment Review
Commission to make recommendations regarding Medicare physi-
cian payments. It also required the Secretary of DHHS, with the
advice of the Commission, to develop a relative value scale (RVS)
for physician payments. The development of the RVS was to be
completed by July 1, 1987, and recommendations concerning its ap-
plication to Medicare be made on or after January 1, 1988. (See
OBRA for modification.)

Medicare law has permitted the Secretary of DHHS to use
“other factors that may be found necessary and appropriate with
respect to a particular item or service . . . in judging whether the
charge is inherently reasonable [emphasis added).” These factors in-
clude: Increases in charges that cannot be explained by inflation or
technology; prevailing charges for a service which are substantially
higher or lower than payments by other purchasers in the same lo-
cality or in other comparable localities; Medicare or Medicaid as
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the sole or primary payer; or the marketplace is not truly competi-
tive. Under COBRA, the Secretary is required to promulgate regu-
lations specifying explicitly the criteria of “inherent reasonable-
ness’’ that are to be used for determining Medicare payments.

(C) OBRA 1986

OBRA lifted the fee freeze on nonparticipating physicians, effec-
tive January 1, 1987 (the freeze for participating physicians had
been lifted as of May 12, 1986). Beginning in 1987, all participating
and nonparticipating physicians received an increase in their pre-
vailing charge levels, above those in effect for the previous period,
equal to 3.2 percent. In 1988 and future years, prevailing charges
will be increased by the percentage increase in the MEIL, and the 1
percent increase in the MEI enacted by COBRA would be built into
the base for future calculations. OBRA also established maximum
allowable actual charges (MAAC's) for nonparticipating physicians.
It also contained a number of provisions aimed at encouraging phy-
sicians to become participating physicians such as education of
beneficiaries on the program, and incentives directed at carriers to
recruit participating physicians.

In response to inherent reasonableness provisions in COBRA,
DHHS promulgated regulations with regard to cataract surgery in
order to reduce Medicare payment for these services. Because of
strong objections by the medical community, Congress responded
with a new plan, and these regulations were superseded by provi-
sions in OBRA. Under OBRA, the Secretary of DHHS is authorized
under the inherent reasonableness authority to establish a pay-
ment level for physicians’ services based on criteria other than the
actual, customary, and reasonable charge for the service. Specific
criteria and procedures for adjusting the payment levels are pre-
scribed. The Secretary is also required to review, by October 1,
1987, the inherent reasonableness of payments for 10 of the most
costly procedures paid for under Part B. This law reduced by 10
percent the prevailing charges for cataract surgery procedures per-
formed in 1987, and by 2 percent in 1988. In no case could the re-
duced prevailing charge be lower than 75 percent of the national
average prevailing charge.

OBRA also defers the date that the Secretary is required to
report on the RVS to July 1, 1989, and the potential application
date of the RVS is deferred until after December 31, 1989. OBRA
also requires the Secretary to take geographic factors, such as prac-
tice costs and distribution of physicians, into consideration in
making recommendations for the application of an RVS.

Finally, OBRA required the Secretary to study and report to
Congress by July 31, 1987, concerning the design and implementa-
tion of a prospective payment system for payment under Part B for
radiology, anesthesiology, and pathology (RAP) services furnished
to hospital inpatients.

(D) OBRA 1987

- OBRA 1987 contained several provisions to limit physician ex-
penditures under Part B of the Medicare Program. During the 3-
month period ending March 31, 1988, prevailing and customary
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charge levels will be maintained at the levels in effect during 1987.
A 2.3 percent reduction in Medicare payments to physicians that
was ‘initially put into place through the Gramm-Rudman sequestra-
tion process on November 20, 1987, was extended through March
31, 1988. Effective April 1, 1988, the increase in the MEI for par-
ticipating physicians will be 3.6 percent for primary care services
(e.g., home and office visits, emergency department services) and 1
percent for other physician services. Nonparticipating physicians
will receive an increase of 3.1 percent for primary care services and
0.5 percent for other services.

In 1989, the percentage increase in the MEI for participating
physicians will be 3 percent for primary care services and 1 per-
cent for other services. The MEI increase for nonparticipating phy-
sicians will be 2.5 percent and 0.5 percent, respectively. By January
1, 1989, the prevailing charge differential between participating
and nonparticipating physicians will be 5 percent.

The Secretary of DHHS will be authorized to monitor the actual
charges of each nonparticipating physician for services provided
- after March 31, 1988. Where a physician knowingly and willfully
bills for a service on a repeated basis an actual charge in excess of
the MAAC, the Secretary will be authorized to apply sanctions.

OBRA 1987 specifies that effective April 1, 1988, the following 12
physicians’ services will be subject to “reasonable charge” reduc-
tions: bronchoscopy, carpal tunnel repair, cataract surgery, coro-
nary artery bypass surgery, diagnostic and/or therapeutic dilation
and curettage, knee arthroscopy, knee arthroplasty, pacemaker im-
plantation surgery, total hip replacement, suprapubic prostatece-
tomy, transuretheral resection of the prostate, and upper gastroin-
testinal endoscopy.

The 1987 prevailing charge levels will be reduced initially by 2
percent, and further reductions of up to 15 percent will be imple-
mented pursuant to a sliding fee scale. Prevailing charge levels
that are at or above 150 percent of the weighted national average
of prevailing charges for the procedure in all localities in the
United States for 1987 will be reduced by 15 percent. Where the
physician’s prevailing charge level for the service does not exceed
85 percent of the weighted national average, there will be no reduc-
tion ‘beyond the 2 percent previously mentioned. Where prevailing
charge levels are between 85 percent and 150 percent of the
weighted national average, the percentage reduction will be based
on a straight line sliding fee scale equal to 3/13 of a percentage
point for each percent by which the prevailing charge exceeds 85
percent of the weighted na