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QUALITY ASSURANCE UNDER PROSPECTIVE
REIMBURSEMENT PROGRAMS
FRIDAY, FEBRUARY 4, 1983
U.S. SENATE,
SPECIAL COMMITTEE ON AGING,

Washington, D.C.
The committee met, pursuant to notice, at 10:02 a.m., in room
SD-538, Hon. John Heinz, chairman, presiding.
Present: Senators Heinz, Wilson, Melcher, and Bradley.
Also present: John C. Rother, staff director and chief counsel;
Becky Beauregard, deputy staff director; Diane Lifsey, minority
staff director; Bill Halamandaris, director of oversight;
David L. Holton, chief investigator; Robin L. Kropf, chief clerk; and
Angela Thimis, staff assistant.
OPENING STATEMENT BY SENATOR JOHN HEINZ, CHAIRMAN

Chairman HEINZ. Today, the Special Committee on Aging will
examine quality of care protections as they relate to our Federal
health insurance programs, especially medicare. But before I proceed any further I want to welcome a new member to the committee, Senator Pete Wilson of California. Pete, we are delighted to
have you on this committee. Your State is the largest in the United
States, you have a tremendous number of constituents who are affected by the work of the committee, we are proud to have you
indeed.
Senator WILSON. Thank you very much, Mr. Chairman. I eagerly
look forward to participating in the important work of the committee.
Chairman HEINZ. Earlier this week the Congress began its
formal review of the administration's proposal to implement a national prospective payment system for hospital reimbursement
under medicare. Our hearing today will look at the role of mechanisms which assure that patients receive a certain minimum level
or adequate quality of care, and we will review this issue in the
context of the proposal to reform our method of health care reimbursement.
Over the past 15 years, this committee has uncovered extensive
and dramatic examples of the problems inherent in our present
cost-based retrospective payment system of health insurance. We
have documented shocking examples of fraud, waste, and abuse,
which I estimated last fall to amount to the stunning total of $10
billion annually in both medicare and medicaid. But more important than these unwarranted costs to the program is the fact that
(1)
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these abuses are invariably linked to patient mistreatment and
mismanagement. It is a measure of the failure of our present reimbursement system that these fraud, waste, and quality of care problems have proved resistant to all of our determined efforts to eliminate them. A more basic reform is clearly necessary.
Recognizing this fact, this committee has long called for the development of a prospective payment system associated with more
cost-conscious financial incentives on the part of providers. I applaud the administration's action in proposing such a reform for
hospitals, based on the diagnostic-related group system as it has
been tried in New Jersey. While we look forward to moving the legislation establishing a prospective system for medicare, we cannot
ignore its potential implications for quality of care. A prospective
payment system is in essence a contract. The Government agrees
to pay a specific amount for a specified service. At that point, it
becomes the Government's responsibility to insure performance,
that is, were the essential services delivered? The purpose of our
hearing today is to assess our ability to meet this responsibility.
Regrettably, we have before us today a flagrant case where this
responsibility was not met in a skilled nursing facility operating
under a medicaid prospective reimbursement system in Texas.
Fifty-six people are alleged to have died needlessly in the Autumn
Hills Convalescent Center in Galveston, Tex. Thirty-eight indictments charging murder have been issued by a county grand jury
against the corporation operating the facility and eight of its current or former employees.
In a sense, this grand jury action represents a failure of more
traditional remedies. Problems in this facility have repeatedly been
noted by health inspectors, surveyors, and the public. Sanctions
were ordered without result. An attempt to decertify the facility
proved unsuccessful. Finally, faced with the impotence of the existing quality assurance mechanisms, plaintiffs took their complaint
to the grand jury.
In all, three grand juries have examined this matter over the
last 4 years. Two have brought indictments calling for prosecution
of the corporation and its principals under homicide statutes. It
now appears that a fourth grand jury will be called.
Whatever guilt or innocence is determined in the judicial process, the fact is, that the delay in reaching any conclusion is totally
inexcusable. This delay reflects an indifference to the fate of older
Americans simply because they are growing old. If half a dozen of
my coal miners in the State of Pennsylvania were to die in a mine
accident, it would be cause for an immediate investigation. Responsible State and Federal agencies would spring into action and not
rest until the reason for the accident was identified and some corrective action were ordered and taken. And if a gross safety violation were involved, it would be a national scandal; it would be covered for weeks and months on the nightly news. Yet somehow
when 56 people die needlessly in a nursing home it is largely ignored. I fear, frankly, that it is ignored, somehow, for no better
reason than the horrible presumption that human life somehow
has less value as it nears its end; that people who are old are going
to die soon anyway, so who cares.
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Fairness to those who died, their families, and the corporation
that stands accused demands a full judicial review of the allegations raised by this case and a decision on its merits. This committee will do everything in its power to assure that outcome.
I want to emphasize that as we hear testimony on Autumn Hills,
these specific quality care problems are not an indictment of the
prospective reimbursement methods per se. These problems are not
unique. These same kind of problems have repeatedly occurred
under our current restrospective payment methods. What the
Autumn Hills' case illustrates is that the prospective reimbursement alone will not take care of our quality care problems. As we
implement a new system, we must learn from, rather than repeat,
our past mistakes.
We are also going to hear this morning from those with hands-on
experience in prospective -reimbursement systems at the State
level. Currently, over three-fifths of all States reimburse nursing
homes fOr medIcaid patbiets pruspectively. Within the State of New
Jersey, the quality assurance standards of two professional review
organizations merit our review as potential Federal models. We
will also review the quality assessment mechanisms developed by
the prosecutors, the State medicaid fraud investigators, and Rice
University experts in connection with the Texas case.
I look forward to hearing the testimony today, some of which I
regret will be unsavory, and to working toward the development of
both cost-effective and quality-assured health care for our Nation's
older population.
Before we hear from Senator Wilson and our witnesses, I am
going to insert, without objection, the statements of Senators
Charles Grassley and Larry Pressler. Unfortunately, due to prior
commitments, they will not be able to participate in today's hearing.
[The statements of Senators Grassley and Pressler follow:]
STATEMENT OF SENATOR CHARLES E. GRASSLEY
Thank you Mr. Chairman for calling this hearing that will take a look at the feasibility of prospective payment to hospitals, skilled nursing facilities, and other providers.
The real key to this hearing is not whether formulas, computers, and medical procedural expenses can all be combined to accurately predict the cost of care to diagnosis-related groups. The marvels of this computer era will no doubt accomplish this
sort of high-tech formulization. What we here this morning want to learn is will the
quality suffer during and after a transition from retrospective to prospective care?
There is no doubt in my mind that all here this morning care very much that
quality not suffer while TEFRA directives are carried out, but we need
to know
quality assurance activities are made an integral part of.prospective payment how
systems.
What allowances are made for small rural hospitals and SNF's who are
sole
community providers for wide areas of rural America? Will these areas be the
further
abandoned by medical professionals?
I know that Ms. Davis and her staff have worked hard on this plan. The
of
this committee, and Senators' staffs, have been briefed well and at length bystaff
professionals, and I want to thank you, Ms. Davis and your staff, for helping soHCFA
thoroughly. Hopefully, this morning will see more questions answered and facts shared
on a plan that is bold in concept and fiscally responsible. Both qualities that are
needed to stem the skyrocketing medical costs facing citizens, health care providers,
and their Government alike.
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STATEMENT OF SENATOR LARRY PRESSLER

Mr. Chairman, I would like to commend you for calling this hearing. One of this
committee's most important functions is its responsibility to act as an advocate for
the Nation's 26 million older Americans. The recent proposal with regard to prospective reimbursement under medicare should be analyzed carefully before it becomes effective. I understand and support the need to control the growth of medicare expenditures, but I think we would be in error if we did not thoroughly examine the means by which we propose to do so. Many good intentions have been translated into regulations which have had other, unintended, effects. As a result, I believe that this morning's hearing is very timely and important.
Earlier this week I met with several hospital administrators from my home State
of South Dakota. There are 58 hospitals in my State, and many of them are small,
community facilities. They are concerned, justifiably, that setting prospective limits
on reimbursement will force them to either cut back in services or pass on any additional costs to other patients. The proposed regulations note that the Secretary will
make special adjustments or exceptions for sole community providers. I am concerned about the details of any such provisions, and would hope that they can be
made public before these regulations go into effect.
The issue of quality of care will be addressed by several witnesses this morning.
The committee has identified certain problems that have arisen in relation to existing prospective reimbursement systems, and we will be hearing more about those.
While I realize that the potential for fraud exists in any system, it seems that there
should be steps taken to minimize these opportunities. I remain sure that the majority of our hospitals and nursing homes conscientiously provide a high level of care,
but we must eliminate fraud and abuse wherever we find it, so that our taxpayers'
dollars are spent for the care of those who need and deserve it.
Again, Mr. Chairman, I thank you for bringing together this morning's hearing,
and I look forward to the testimony of our witnesses.

Chairman HEINZ. Senator Wilson, do you have an opening statement that you would like to make?
Senator WILSON. No, Mr. Chairman, I would only echo the sentiments that you have just voiced, and I think that you are quite
right in drawing the distinction that you have between the prospective method of payment, which I think has a great deal to recommend it, not just the abuse, but the incredible story that appears to
be unfolding in the instance of this provider.
But I would now eagerly await the testimony.
Chairman HEINZ. Very well. Our first witness is David Marks,
former assistant district attorney of Galveston, Tex.
Mr. Marks.
STATEMENT OF DAVID MARKS, FORMER ASSISTANT DISTRICT
ATTORNEY, GALVESTON, TEX.

Mr. MARKS. Good morning, Mr. Chairman. On October 22, 1979,
a young Galveston prosecutor, while moving some belongings into a
new office, discovered a small dusty file which had been placed
behind some books on a shelf. Contained within this file were documents reporting extensive practices of fraud and patient neglect by
a nursing home located in Texas City, Tex.
This file, which upon discovery was less than 1 inch thick, subsequently grew to occupy six full rooms of evidence, and became
known as the State of Texas v. Autumn Hills.
My name is David Marks, and I am the young prosecutor who
discovered this file and who conducted the inquiry into the allegations contained in it.
I come before you now, 3 years and 4 months later, not for the
purpose of trying this case, not for the purpose of divulging confidential grand jury information, which I cannot do, nor to call at-
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tention to one more physical atrocity against the elderly in America's nursing homes only to be added to an unending list of horror
stories which have been elicited before this very committee over
the past decade. But rather I am here today, at your request, to
call attention to another kind of atrocity, an atrocity of perhaps an
even greater magnitude which involves the failure of a system, of
an enforcement system to protect the sick, helpless, and dependent
elderly in nursing homes.
Permit me to begin my remarks in this vein by telling you a
little bit about the origin of this case.
When I found the Autumn Hills file in October 1979, my initial
reaction was that of curiosity twinged somewhat with a smattering
of annoyance, annoyance at the fact that this was a file which had
not even been shown the dignity of being placed in the file cabinet
with the rest of the cases in the misdemeanor division. However, as
I began to review and read the documents contained in the file, T
became perplexed. The reports in the file indicated that the facility
had defrauded the State of Texas some $67,000. Other reports suggested that essential services had not been provided patients and,
as a result, death had been caused.
The question I had, the perplexing question I had, was what was
this matter doing in the misdemeanor division. I spent the next 2
days analyzing the material contained in the file, wallpapered my
office with butcher paper-Chairman HEINZ. Mr. Marks, could you withhold for a minute.
Because you are talking about a case here, I think I ought to swear
you in.
Mr. MARKS. Certainly.
Chairman HEINZ. So please stand and raise your right hand.
Do you swear the testimony you are about to give will be the
truth, the whole truth, so help you God?
Mr. MARKS. I do swear.
Chairman HEINZ. Please proceed.
Mr. MARKS. Thank you. I was saying that in reviewing the file I
approached it by reviewing the information, outlining it both
chronologically and by subject, and then began to place the relationships between the subjects on butcher paper, which I had wallpapered my walls with.
Later, every record relating to the operation of the nursing home
over a 2-year period of time were subpenaed.
As the focus of the investigation began to shift from initially the
fraud aspect to the death aspect, because originally my first reaction was, this is a fraud case with a peripheral issue of deaths related to the fraud. However, that changed within the first 2 weeks
to a death case with a peripheral issue of the fraud. As that began
to change, and as the information began to develop, over 200 witnesses were interviewed and subsequently presented, or their testimony and summaries thereof presented, before a Galveston County
grand jury beginning October 16, 1980.
Subsequently the grand jury returned indictments against the
Autumn Hills Corp., and certain high managerial agents. These ultimately were redrafted with the theories and the allegations being
essentially as follows:
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No. 1, that high managerial agents and the corporation knowingly omitted essential nursing care, basic Red Cross care, thereby
causing the death of patients.
No. 2, was a felony murder theory that in the course of committing a felony; that is to say, in the course of tampering with a nursing home chart and record, by representing that services had been
provided, when in fact they had not been provided, in the course of
committing this felony, the corporation and high managerial
agents committed acts clearly dangerous to human life which
caused death.
The third theory was also a felony murder theory, and was essentially that in the course of committing medicaid fraud, to wit, by
representing that services had been provided when they hadn t
been provided and thereby accepting money for this, and in the
course of committing this felony, high managerial agents in the
corporation recklessly acted, thereby causing the death.
Having briefly described the origin and also the theory utilized
in this case, let me next turn to the facts of this case and the methodology utilized to uncover them.
In 1979, a multidisciplinary team of experts consisting of forensic
pathologists, geriatricians, gerontologists, epidemiologists, geriatric
pharmacologists, geriatric nurses, auditors, system research engineers, and medicaid fraud investigators, as well as a medical
records administrator, statistician, dietician, and numerous other
medical specialists began to extensively review literally every
record compiled by the nursing home in the course of its operation.
These experts were selected on the basis of their high standing and
achievements within their respective fields.
The documents reviewed included all patient medical records for
a 2-year period of time, patient medication reviews, census reports,
consultant reports, nursing supply invoices, food supply invoices,
payroll, cost reports, all financial records, and facility policies and
procedures.
Independent documents secured from sources outside the nursing
home and analyzed included prior and subsequent hospital records
of the nursing home residents, pharmacy prescriptions, drug destruction records, medicaid nursing evaluations, financial audits,
and all Texas Department of Health inspections, complaints, and
memorandums relating to the nursing home for the 2-year period
of time.
During the course of this 3-year investigation, each of the above
groups of documents was reviewed numerous times by this multidisciplinary team. The goal of these experts was to dissect the
records and to identify all key components, all key variables in the
provision of nursing home care. The resulting data sets were in
turn coded and then loaded onto computers located in Washington,
D.C., Los Angeles, Houston, and Austin, Tex., for the purposes of
systematic analysis.
Such analysis of the nursing home configuration; that is to say,
the analysis of all ingredients which go in to make up nursing
home care, revealed that there were two primary ingredients necessary in the provision of nursing care. Those two primary ingredients were adequate staffing and adequate supplies. Essentially,
what I am speaking of and worth talking about is adequate re-
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sources. These resources or these two essential ingredients were
necessary in order to meet the six basic needs of patients-the
need for nutrition; the elimination needs; the sanitary needs of the
patient; the movement needs of the patient; the medical and treatment needs of the patient.
In approaching the cases at hand, it was my goal to retrospectively review the quality of services provided and to attempt to
measure quantitatively, if possible, what portion of these services
were provided, what portion of the nutritional and elimination
needs, et cetera, were provided, and what were not provided.
An assessment of the facilities' capacity to meet these needs
based on this analysis is displayed on the charts before you now, or
will be displayed. We will be using easels A and B, easel A being
the easel closest to myself; B being the easel closest to you, Mr.
Chairman.

Chairman HEINZ. Mr. Marks, before you proceed, let me just announ.ce thie presence of Senator Bradley of New Jersey.
Bill, we are delighted to have you here. As you may know, some
of your constituents will testify in a few minutes.
Senator BRADLEY. Thank you.
Chairman HEINZ. Mr. Marks, please proceed.
Mr. MARKS. With respect to the essential ingredients of licensed
staff available, analysis revealed that in a period of time from
March 1976 to May 1978, 65 percent of the days, Autumn Hills was
not minimumly staffed, did not have the adequate or the minimum
licensed number of staff on hand, and I emphasize the word "minimum." Sixty-five percent of the days, or in this timeframe, a total
of 512 days; the chart before you broken down by month and by
reading from left to right you can see the number of days per
month where there was violation of minimum licensed staffing requirements [see chart 4].
[All charts referenced appear at end of testimony, pages 25 to
30.]
Mr. MARKS. With respect to the essential ingredient of supplies,
one of the most essential, obviously, is nutrition; and we have used
as an example of the supply shortage in this particular facility an
analysis of a feeding formula which was used for patients. This formula was the only formula which these patients could or were provided at the particular facility. It was their sole means of caloric
intake, their sole means of a meal, a liquid meal. A zero point was
identified wherein there was absolutely no feeding formula within
the facility. From that point, a supply-demand analysis was conducted whereby the amount of supplies purchased, the amount of
feeding formula purchased, was compared to the amount of feeding
formula necessary, as determined by adding up all the treatments
by the physician and all the units of feeding formula needed within
the entire patient population by day.
A comparison revealed-and the comparison is broken down by
receipt date of the particular supply-comparison revealed that
during the period of time from May 6 through May 28, Autumn
Hills needed 999 units of feeding formula. Purchased were 480
units. The next receipt of feeding formula came on May 27. The
timeframe next is, that receipt date, the 27th to June 3, the next
receipt date; and during this timeframe, 360 units of the feeding

8
formula were purchased. Needed during this small time, 422. As
you can see, reading from left to right, the discrepancies are quite
large; 360 needed-or 360 rather, bought or purchased; 622 units of
feeding formula necessary; 360 compared to 463 needed by the patient population [see chart 1].
On June 24, 1980, 360 again was purchased; what was needed
during the timeframe before the next shipment came in, 853 units
of the feeding formula. Finally, 360 again purchased; again, what
was needed during this timeframe, 652 units.
If I could direct your attention now to the next chart, we will explore what the response of this facility was to these gross inadequacies in these two very key and important ingredients [see chart 3].
Through an extensive investigation and review, it was determined that during the period of time from March 1976, to May
1978, Autumn Hills falsified 45 percent of the licensed staffing
levels during this timeframe. The days falsified are indicated, again
left to right, an example being in March 1976, 16 days, falsifications were found during that particular month; 23 days and so on,
until April of 1978 were 15 days.
Cumulatively, it was determined that 354 days during this particular timeframe were falsified. In other words, 45 percent of the licensed staffing levels were falsified, so as to indicate that the requirements for minimum licensed staff levels were indeed satisfied.
What was the response with respect to this crucial ingredient of
supplies? Let's turn back to our feeding formula example.
Autumn Hills response to falsification of 43 percent of the feeding formula. In other words, it was represented in the charts that
100 percent of the particular feeding formula, the sole caloric
means of intake for these patients, that 100 percent was provided.
Forty-three percent of those representations during this timeframe
were false, or cumulatively of 1,731 units of feeding formula, crucial nutritional substance for these patients during this particular
timeframe.
Directing your attention again to easel B, the one closest to you,
Mr. Chairman. I will wait until she catches up with me. Let me
elaborate a bit on what the effect of this feeding formula shortage
was [see chart 2].
The effect of the supply-demand differential during this particular period of time was one of two things. There were two alternatives.. Either 43 percent of the patient population depended upon
feeding formula, the liquid nutritional substance, did not receive
such substance. The first portion of the patients, as indicated by
the charts, being fed, the last 43 percent not. Or, the entire patient
population who was dependent upon this feeding formula as their
sole means of caloric intake, received only 57 percent of what was
ordered by their physician.
What was the Texas Department of Health response? We will
come back to it in a second, but let me briefly touch upon it now.
Analysis of the Texas Department of Health action, with respect to
the facts which I have just communicated, revealed that from a
period of time of January 1978 until August 1979, the facility was
on some form, or placed on some form of sanction, 61 percent of
those days, 61 percent for either life-threatening, dangerous level of
patient care, or was placed on sanction for inadequate level of pa-
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tient care falling below the minimum standard of care [see chart
5]. The larger columns or bar graphs indicate the sanction days for
dangerous level and life-threatening care; whereas, the smaller bar
graphs suggest and indicate the sanction days for below minimum
standard care. Again, 61 percent of the days during this period of
time this facility was on sanction for either dangerous, life-threatening care or below minimum standard care.
What was the financial outcome? In other words, what do the
analysis of the medicaid revenue of Autumn Hills and their profits
reveal?
Directing your attention to easel A first, this graphic presents a
medicaid revenue schedule for the Autumn Hills facility, which
had a capacity of 120 beds [see chart 6]. As you can see, the facility
revenue is broken down, and I will briefly summarize, because I
know my time is short.
In 1976, the total revenue for Autumn Hills was $799,000; increaslng to $8X1,00 nAA
19'77. an' finBy, $83u,00u in 1978. Eightysix percent of this total revenue was medicaid money. As you can
see by the chart displayed on easel B, a hypothetical facility has
been mentioned and referred to so as to draw a comparison for you
[see chart 7].
Assuming that we had a hypothetical facility by the name of
Spring Valley who provided 100 percent of all requirements, who
provided 100 percent of the services of the patient, a like-patient
population as that of Autumn Hills. They would have received the
exact same amount of money as Autumn Hills, even though in
light of the 61 percent of the days during this timeframe I've mentioned that Autumn Hills was on sanctions for inadequate lifethreatening care.
In summary, the financial penalty was zero for Autumn Hills,
zero during this period of time. If I may very hurriedly direct your
attention finally to what this means. What is being-in a relationship between services provided and medicaid revenue, is there a
positive correlation between medicaid reimbursement and services
provided?
The chart on easel A depicts using the hypothetical Spring
Valley who provided 100 percent, it depicts the dilemma we are
presently in.
Spring Valley, on your left, providing 100 percent of the services,
representing a full beaker, receives the exact same amount of
money as Autumn Hills, represented on your right, presenting very
inadequate services [see chart 8]. There is a cost incentive presently existing, I submit, to provide inadequate care under the present
reimbursement system, at least in the State of Texas.
What was the response of the Texas Health Department through
all of this, the department that was supposed to be the safety
mechanism, guaranteeing and protecting these rights and safeguarding the lives of these individuals? Our review of the record,
related to this case, indicated that the Texas Department of Health
was well aware of the many problems illustrated in these charts.
As I have discussed, 61 percent of the days sanction imposed. Although inspectors were pleading for decertification of the facility as
early as August 1978, reporting large numbers of deaths, inhumane
treatment and abuse, and a gross neglect on the part of the facility,
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no action was taken by the Texas Department of Health except to
temporarily withhold medicaid funds. The facility was in no way
prevented from accepting patients or conducting business, nor did
it receive, as I have stated, a single financial penalty.
The field staff had identified the problems; however, when their
reports were transmitted through the heirarchy of the health department, they were misvalued. The impotence of the department
was further exhibited by its acceding to the wishes of Autumn
Hills in transferring the inspector who had been most vocal in
criticizing the quality of care provided at the facility. And by succumbing, succumbing to the influence of State legislators, who, at
the request of Autumn Hills, sought to circumvent the system by
requesting reinspections.
This course of conduct effectively pulled the last tooth from a
nearly already toothless inspection process. As a result of the impotence of the department of health and the absolute failure of this
safety mechanism, this matter subsequently wound up in the criminal justice system. Unfortunately, Mr. Chairman, I am unable to
say that the response of the criminal justice system has been much
different.
This case, like the nursing home residents it reflects, was intended from the beginning to die of neglect. Throughout the course of
the investigation and the pendency of the case of the State of Texas
v. Autumn Hills, which lasted from October 22, 1979, through December 1982, we were plagued by critical logistical problems; a
statement of the degree and nature of these problems is contained
in the affidavits, which will be appended to my testimony, and for
brevity, I will submit them to the record.
Chairman HEINZ. Without objection, of course.'
Mr. MARKS. The response finally of the criminal justice system is
further demonstrated by the events which transpired on December
27, 1982. On that day, the corporation was allowed to plead no contest to the reduced charge of reckless homicide and granted a form
of probation under Texas law. Approximately 265 counts of murder
were dismissed. More importantly, not one single individual who
was responsible and engaged in the conduct which I have suggested
and presented before you, not one single individual received a sanction, a criminal sanction. They left the courtroom with nothing but
big smiles on their faces on December 27.
I think the emptiness of the plea bargaining arrangement is exemplified by the deferred adjudication of the probationary terms.
The corporation was granted a form of probation wherein if it was
a "good boy" for the next 10 years, then all charges that they had
pled to, would be dismissed, and it would be as if 56 people had not
died; as if the things which I have presented to you today had
never occurred.
However, the irony of this arrangement was that 4 days later,
the facility changed hands and a new corporation assumed control.
The effective probation lasted 4 days.
In light of the gravity of the facts of this case, I deem this plea to
be an absolute insult to our system of justice. Had these victims
'Retained in committee files.

been infants as opposed to elderly residents, the thought of a plea
would have never entered a prosecutor's mind.
In conclusion, Mr. Chairman, after extensively examining
cility which repeatedly refused to respond to the extensive anda faserious warnings about life-threatening care; after reviewing the failure of the Texas Department of Health and their impotence
responding to these crucial and critical conditions; and, finally, in
after
personally experiencing the near failure of the criminal justice
system to react to the situation at hand, I cannot help but conclude
that justice stops at the nursing home door.
No department, office, or industry seems to be willing to
the role as guardian for American nursing home residents. accept
Mr. Chairman, that concludes my prepared remarks.
Chairman HEINZ. Mr. Marks, thank you very much.
You were describing at the end the circumstances under
the plea bargain was entered into between the State of Texaswhich
Autumn Hills Nursing Home. On January 24, last month, I and
announced that these hearings would be held, that we would call you
and others as witnesses. Could you tell us what has happened to
the plea bargain that was entered into on December 27, since January 24?
Mr. MARKS. Yes, sir.
The plea bargain which was consummated on December
was
subsequently annulled-I don't have the exact date, but a27short
time ago and, as a result, the cases of the State of Texas v. Autumn
Hills have been apparently resurrected, setting the stage for perhaps a public inquiry and finally public adjudication as to the facts
which transpired with respect to this decision.
Chairman HEINZ. I think an examination of the actual dates will
show that 2 days after this committee announced that we would
hold this hearing, the plea was vacated, on January 26.
Mr. Marks, what has happened to you? You were a-you
been an aggressive prosecuting attorney, assistant D.A. Are have
you
still the assistant district attorney? Will you prosecute this case?
Mr. MARKS. No, sir. On December 16, it came to my attention, or
immediately prior thereto, that a bargain had been struck with respect to this case, a plea bargaining arrangement. As lead prosecutor, I had never been informed of any such negotiations. I think
those aspects are beyond the scope of this hearing, but suffice it to
say, I felt that the arrangement had the appearance of impropriety, so on December 16, I attempted to restrain the district attorney of Galveston County, Tex., from taking any part in the proceedings which were planned to take place on December 17.
The court of appeals subsequently heard the restraining or thewe sought a restraining order. The court of appeals subsequently
restrained temporarily all parties involved in the agreement for 10
days, to December 27. Since December 16 when I was terminated, I
have worked literally night and day inquiring into the plea
gaining agreement itself, which I deemed not to be supportedbarby
facts and law of the case, as well as preparing for this particular
hearing.
Chairman HEINZ. In sum, you were fired for your prosecution of
this case?
Mr. MARKS. That's correct.
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Chairman HEINZ. Mr. Marks, for the record, you have been discussing the activities of Autumn Hills Convalescent Center, Inc. As
I understand it specifically, most of the testimony that you have
given us relates to just 1 of 17 facilities that the corporation controls; is that correct?
Mr. MARKS. That's correct.
Chairman HEINZ. Now, I also understand that several of the
other facilities have received excellent ratings from the State of
Texas; is that correct?
Mr. MARKS. It is my understanding that under the system existing in the State of Texas that certain or many perhaps Autumn
Hills' facilities have received what is known as a superior grading
in the State of Texas.
Chairman HEINZ. Are those ratings therefore indicative of those
being substantially different than this facility?
Mr. MARKS. I believe that the superior grading system in the
State of Texas is an absolute farce.
Chairman HEINZ. Why?
Mr. MARKS. No. 1, the grading takes place annually. It takes
place at the annual Federal survey, known as the big book survey.
The facility is able to gage not only from a year from the date of
their last particular inspection and also through the grapevine,
they are able to know specifically when the inspection or the grading is to take place. That provides them an opportunity to put on
their Sunday best and as a result, first of all, this Sunday best does
not reflect the level of care being provided during the other 365
days and so they-Chairman HEINZ. They receive advance notification to get ready?
Are there any other problems?
Mr. MARKS. I need to qualify. They don't receive advance notification but they know.
Chairman HEINZ. They get it somehow?
Mr. MARKS. They get it. Yes, sir.
Second, and most importantly, I believe, that an inspector who is
rating that facility is not allowed to consider any of the historical
data concerning the facility. Two weeks before, they could have neglected a patient to death and yet the inspectors-blinders are
placed on the inspectors and they are only allowed to make their
grade based on the 3 days that they are in the facility. In fact,
there are examples where facilities in the State of Texas have been
scheduled for decertification which is the strongest sanction which
can be imposed in the State of Texas, decertification 3 months
before a superior grading is to take place, and yet, then they have
subsequently received a superior grade, which indicates and represents to the public that this particular facility is providing superior
nursing care. That is not correct.
Chairman HEINZ. Let me ask you this. One of the most frequent
responses we get when we examine nursing home problems is that
the payment rates are inadequate, that they encourage abuse because they are inadequate.
What do you know of the profitability of nursing homes based on
your experience with Autumn Hills? Would you say that there is a
profitability, that is the reason that the services may have been
withheld rather than delivered?
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Mr. MARKS. Mr. Chairman, one of the prime concerns I had was
to determine whether or not the reimbursement system itself was
in any way responsible for the inadequate care provided at
Autumn Hills. And if I may direct your attention to easel B, there
is a chart which presented the question: Is the reimbursement rate
to blame? [See chart 9.]
What has been done is the 758 proprietary nursing homes in the
State of Texas have been compared to the major industries in the
United States, utilizing the Value Line Investment Survey as a
basis for such a comparison. As you can see, the 1979 net profit
margin places the 758 proprietary nursing homes well within-approximately within the middle of the net profit margin of major industries.
More importantly, however, is return on capital, the return on
equity. As you can see, the nursing home industry in the State of
Texas is more profitable, or the return on equity is greater, than
the oil industry, than retail stor q natural gos, fust food, TexaD
banking, and medical services. It leads.
Now, specifically the Autumn Hills Corp.-and if you will take a
look at the average return in equity for the proprietary nursing
homes in the State, it is 33.8 percent; in 1978, the Autumn Hills'
return on equity prior to taxes was close to 111 percent.
Chairman HEINZ. Is the 33.8-percent return on equity before or
after taxes?
Mr. MARKS. I believe that's before taxes.
The 95 percent or-excuse me-in 1979, Autumn Hills' return on
equity, which compares to the 1979 return on equity here, was 95
percent.
Chairman HEINZ. Three times.
Mr. MARKS. Three times that of the average return in the industry.
Chairman HEINZ. It would be a little hard to say that they were
having difficulty making a profit, then that was the reason services
might have been withheld?
On the other hand it suggests that there may have been other
motivations beyond necessary, proper and necessary profit, such as
greed?
Mr. MARKS. Yes, sir.
Mr. Chairman, if I might add one thing, you were inquiring with
respect to the superior rating system, and I think the major point
to be made here, if I may go back to that point very briefly, is that
the grading system is not an index of nursing care. Bonus points,
you get bonus points from all areas. There are six or seven areas,
one of those being nursing care. And what is important to note
here, that the crucial aspects of the nursing process are not
brought out, are not utilized in the grading tool which is presently
being utilized in the State of Texas.
For example, while the inspectors are in the facility, while they
are there, theycan fail to observe a patient during the entire 3-day
period the inspection takes place, fail to observe, and more importantly, fail to intervene, thus resulting in a critical condition. And
there is no place in the grading system to give either the nursing
home a demerit and more importantly, a nursing home can be
given the bare minimum care, even have demerit points in the
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nursing area and still receive a superior rating under the Texas
rating system.
Chairman HEINZ. Mr. Marks, the bottom line on all this is that
as we move toward a prospective reimbursement system for health
care in this country, we want to learn how to avoid the kind of experiences just described.
What should we do about it? I think you made reference to an
enforcement tool that would reverse what you have described as
the toothless inspection process.
Can you enlighten us a bit on how you would suggest that the
authorities, whether they be State or Federal, attack this kind of a
problem, monitor it so that we don't get into a situation where 5
years from now we are having another hearing with the same kind
of tragic implications?
Mr. MARKS. Yes, sir, I will be happy to discuss with you the
system which was developed, and I believe you have before you a
cutdown version of this system. And I will go through it and explain briefly how it works and relate it back to some of the graphics which have been displayed here today.
Essentially, this system presents for examination a large and
comprehensive menu of variables operating within a nursing home
configuration. Analysis of variable relationships is facilitated by organization of all this data, all the ingredients of nursing home care,
into major categories, subcategories and specific categories. And if I
may direct your attention specifically to chart 10.
As you can see listed here are the major analytical categories.
These are the major categories necessary and which are the categories appearing in the provision of patient care. These are relevant.
First, we have patient inputs or patient assessment; second, what
are the patient demands? What services does each patient need;
third and fourth, what happened to the patients, which is patient
outcome or, going down the matrix, what type of failures occur,
what nursing intervention failures, medical intervention failures
occur? Fifth, what was the Autumn Hills' input. In other words,
what staff did they provide? What supplies did they provide, what
training did they provide? Sixth, what was the Texas Department
of Health's input? In other words, what was their analysis of the
care being provided; and, finally, seventh, what was the financial
array or the paralleling financial condition of the facility.
These are broken down on chart 11 into more specific categories
and a location matrix is provided, which I will demonstrate its use
momentarily; and, finally, looking to page 1A of your sheet, the
detail matrixes. You have only, I believe, two pages of detailed
matrix. There are numerous and many of these pages and we have
included only two for purposes of illustration.
Let's go through and see how this system works. And if I may
direct your attention to chart 1, and let's take a look at the graphic
display appearing in the upper left-hand corner. As you can see,
that is one which was utilized earlier today and compares facility
resources versus the patient demand, or the patient needs.
Chairman HEINZ. Do you want to have your assistant put that
same chart back up?
Mr. MARKS. That would have been, I believe, 1A, the first chart.
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No, I believe it's 1B. No, it would be either one of the others.
That's it. Thank you. All right.
Directing your attention both to easel B and the graphic display
in your version.
As you can see, we went through and expounded upon the
supply-demand differential. Now, how was that arrived at?
Let's first take a look at the major analytical category. What are
we really talking about here. Directing your attention back to
chart 10, the analytical, major analytical category, we see, looking
down the matrix, the first thing we see is patient demand profile.
OK. What that simply signifies is what are the demands of the patient. And since we're talking about supplies, what are the supply
demands? Now, we are comparing the supply demands to the
Autumn Hills' input configuration, and if you will look at the
labels running vertically, we find that running vertically in the
matrix. So we know we are comparing inputs of Atiumn --Hills to
demand. Now, then, let's go to the location matrix, which is found
on chart 11.
Looking under and looking for the major category which we
spoke of, Autumn Hills' input configuration. Going down vertically,
we find and see the major category, Autumn Hills' input configuration. Has everyone found that? It's located again on chart 11.
Chairman HEINZ. In sum, what I think you've done, Mr. Marks,
is to array for each individual patient a tracking system, a system
where you clearly identify what the patient's diagnosis or problem
was, what the physician prescribed, what kind of nursing, what's
happened to the patient, and so forth. And what you're suggesting
is that if there was a followup system by the State, or by medicare,
or by somebody we trusted, that this would in effect, avoid the
kinds of problems that we have seen, not just of the kind that
you've set forth and described today, but we've seen in other situations. That in sum is what you are saying.
Mr. MARKS. Yes, sir.
Chairman HEINZ. And you've given us a very concrete, very detailed matrix with which to work.
I want to commend you for having gone far and above the call of
duty in this, not just in drawing to our attention the problems that
you've been specifically associated with, but most specifically to
making the kind of detailed suggestion to the committee that you
have as to how we can, as we move toward a prospective reimbursement system, minimize these kinds of problems.
I suspect that there is no perfect solution that will avoid every
single problem. We have got problems now under the retrospective,
cost-pay system; I'm sure we'll have some, no matter how hard we
try under any new system. But I just want to take this opportunity
to commend you on your testimony and on your help to the committee. And I do want to call on Senator Wilson for any questions.
Senator Wilson.
Senator WILSON. Thank you, Mr. Chairman.
Mr. Marks, as the net result of your prosecution in the detailed
investigation that you conducted into this, what specific recommendations do you have for improving the mechanisms which exist for
the monitoring of the adequacy of health care, and specifically for
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dealing early in a preemptive and preventive way, for the kind of
situation that unfolded in this case.
Mr. MARKS. Well, I believe the problem existing today with the
present evaluation system are that they focus upon inputs, and
they focus upon things which have not been weighted, inputs
which have not been weighted. We do not know, and responsible
governmental agencies are unable to understand the relationship,
whether these inputs are crucial or noncrucial to the provision of
care. There is no weighting presently in the inspection process.
There are no evaluative indices, so as to allow those responsible for
fiscal oversight for the $24.2 billion being provided annually in
nursing homes; there is no way or mechanism for them to monitor
what type of services they are receiving in return for the money
they are providing. And the system which was utilized to uncover
the facts and to ferret out the evaluative indices possibly may be
utilized not only in this particular situation, but across the United
States.
I am not here suggesting that I am an expert in nursing home
care. I have given 31/2 years of my life to it. But I definitely feel
that at the very minimum, this system merits some inquiry and
further study to determine whether or not it can be used as an aid
to help this committee, and other responsible governmental agencies, to determine that very thing, what services are we getting for
the money we are providing.
Senator WILSON. Is it a fair statement from your experience in
Texas, which I think-you say you're not an expert-but having
given 31/2 years, you have clearly developed some expertise.
Is it a fair statement based on your experience that even though
the State, in this instance, the department of health, has an official
role in certification and in imposing some sanctions, that what happened here was that it was almost accidentally, that really an egregious case came to light. And what you have recounted to us really
is details of neglect in two different ways: First, on the part of the
subject institution and second, on the part of both the State health
system and also, according to your testimony, the criminal justice
system in your county.
What I think we need to be concerned with, wholly apart from
the specifics in this instance, is to determine whether or not the
system for monitoring health care is adequate, and whether or not
there is an early warning system that can prevent this kind of
thing. I think we have really got two issues: Those occasioned by
your uncovering these specific abuses, separate, and from the way I
gather the subject of our inquiry this morning is prospective systems of payment; and I gather really that there is no particular relationship, that what you have found here could have occurred if
we were looking at a system of reimbursement.
So I am asking two questions. It seems to me those issues are
clear and distinct and second, with respect to abuses of the kind
that you have spent these 31/2 years on, is there, after your examination of the specifics in this instance, specific suggestions that you
would have to see that this doesn't occur again in Galveston
County, or any place else in Texas, or the Nation?
Mr. MARKS. Yes, sir. I believe that the issue here is that of enforcement and accountability; some teeth have got to be placed into
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the enforcement system. This case should have never fallen into
the criminal justice system. It should have been stopped long
before that. If the agencies who were supposed to have been the
safety mechanism to prevent this type of situation had been acting
in accordance with the mandates of Congress to assure safe and
adequate care to these individuals, we would have never reached
this stage.
Again, I believe that the issue is not more strict laws, but something has got to be done with respect to the enforcement. My suggestions are that a study be implemented to determine what type
of enforcement is existing today, whether this situation, in other
words, is symptomatic of situations across the United States. And
then some resolutions as a result of that study be determined and
made for how to bone up what I believe to be a very weakened
system.
Senator WILSON. Well tht., onbviously, is the other questio- thftat
your testimony presents, and being new to the work of the committee, I am in no position to respond, except that a casual reading of
the newspapers from time to time discloses abuse in senior citizen
health care facilities is not uncommon, and I would have to say I
think in defense of the industry, and the many practitioners who
deliver quality care, that many are doubtless tarred with the brush
of what I hope are only a few violators, but our focus properly this
morning is on the violators.
One of the questions that occurs to me, Mr. Chairman, is how
whatever deficiencies may have existed in this instance are peculiar to the State of Texas, or whether they relate to a pattern. I
don't know whether the system of enforcement which Mr. Marks
has found deficient here is pretty much the same from State to
State, or whether or not in this particular case there is something
that needs correction that is not universal.
Chairman HEINZ. I might suggest, Senator Wilson, that we will
have some witnesses from the GAO, General Accounting Office,
and from the Health Care Financing Administration who may be
in the best possible position to answer those questions.
Senator WILSON. Fine. I will await their testimony.
Thank you, Mr. Marks.
Chairman HEINZ. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman, and Mr.
Marks, for your testimony.
Before asking the witness any questions, Mr. Chairman, I have a
statement that I would like to submit for the record.
Chairman HEINZ. Without objection, the statement of Senator
Bradley will be inserted in the record at this point.
[The statement of Senator Bradley follows:]
STATEMENT OF SENATOR BILL BRADLEY

Mr. Chairman, colleagues, and guest. Everyone wants to insure that the sick and
the elderly receive the best possible care. And we must be particularly concerned
that Federal funds are properly spent. How to achieve those ends is the question we
must resolve. We are holding a hearing today to review what went wrong in quality
care assessment that resulted in the deaths of so many elderly residents of a longterm care facility in Texas. Was there no monitoring of the care rendered or were
the standards and process blatantly ignored?
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During the 97th session of Congress we discussed the need for a stringent certification
process for long-term care facilities, particularly in light of the administration's suggestions to relax what may be already inadequate standards of review.
This year we will consider a prospective payment proposal, DRG by popular name,
to cover hospital costs reimbursed by medicare. In all of the hearings and discussions of this proposal, I have been concerned about how we will make sure that our
most vulnerable citizens receive quality care and are not used or abused.
One of my efforts has been to expand opportunities for community-based alternatives for institutionalized long-term care. When our family members are cared
for in
their own environment, we feel reasonably secure that the best care possible will
be
given, since that care is under our own personal review. Providing for that level and
kind of care is what my legislative initiative is all about. I fully recognize that when
we place our elderly within institutions, an unavoidable event in many cases, we
entrust care to a third party who hopefully is as concerned as we are in caring for a
family member. But we cannot maintain that oversight, rather we depend on State
or Federal authorities to certify that the care rendered meets certain standards. It
is in this process that we experience problems.
In New Jersey, we have a two-tiered quality assurance mechanism for long-term
care facilities, licensure and certification. Both employ onsite unannounced visits, at
least annually. New Jersey uses a professional team, reviews individual patient
care, and follows a set of standards more stringent than the Federal guidelines. I
am pleased and assured by the process used in New Jersey but recognize that it
takes commitment and resources.
Although I would hope that my own legislative proposal for community-based
home health services will ultimately have the support of my colleagues as it would
address some of these quality concern issues, I recognize the need to maintain and
develop a suitable monitoring process that assures quality of care and prevents the
human catastrophe that we will hear about today.
On Wednesday during the Senate Finance Committee hearing, I raised with Secretary Schweicker the very issue of monitoring for quality within the DRG prospective payment system. Today I express those same concerns:
What sort of quality assurance program is necessary in a prospective payment
system?
How should quality monitoring be performed and by whom?
How do we assure quality within long-term care facilities?
Should quality assurance be linked to reimbursement?
Should quality assurance be a State or Federal responsibility?
Who should pay for this process?
Will quality review prevent a recurrence of this Texas tragedy?
I would hope that the witnesses appearing before the Aging Committee today will
address the questions I have posed. Although we are all concerned about containing
the rising cost of health care, none of us should forget that those efforts must be
made without endangering the health-and very lives-of those who depend on
these institutions for needed care. We cannot allow our quest to reduce the budget
deficits to jeopardize the care given to our elderly.
Senator BRADLEY. must
I
say that as I sat here and heard this

story unfold, I was somewhat sickened by the message. Of course I
am anxious to hear the other witnesses, but this made me feel very
uneasy about an increasing movement in America to push senior
citizens into institutions of any form that are supervised by any
level of government. While I know that is the direction, I nonetheless come away from this testimony with a kind of reinforced
desire to see the Congress enact some kind of long-term home
health care bill. If we did not have the problem of third parties
dealing with elderly Americans, we might be able to make the reasonable assumption that families caring for their own members as
it used to be in this country, would perhaps provide the kind of
care that is a little more sensitive to the human needs of those elderly Americans.
I would hope that at some point in this Congress we might address that question more fully than we have in the past. I know the
chairman has been supportive of the bill that I have introduced on
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long-term home health care, but I think that the quality of homerendered care is a very clear message from your testimony.
The second message, I think, is that the Aging Committee last
year was correct in rejecting the administration's proposal toward
a more lax enforcement of nursing homes, in providing a 2-year
certification, and in turning over that certification process to the
private sector instead of Government agencies.
Would you agree that the Aging Committee last year took the
proper step, based on your experience?
Mr. MARKS. Most definitely.
Senator BRADLEY. Why?
Mr. MARKS. I believe what is needed is not a weakening in the
system of enforcement, but a stronger system of enforcement. I
think an example perhaps of what is taking place might provide
some insight.
In 1978, there was a nursing home in Harris County, Tex., who
was indicted, particular members were indirted in Harris County,
for falsifying staffing records. Formally there was a form called or
known as the 615 staffing form, which was required to be submitted monthly by the administrator, and this was an extensive staffing pattern report whereby the administrator had to set forth all
staffing present in the facility, every day of the month, all three
shifts.
Now, this present staffing report or the staffing report which I
referred to was utilized until 1979. After which the requirement
was dropped.
Now, it is interesting to note the parallel course of this case, this
prosecution to the dropping of this particular requirement or staffing evaluation report, which I deemed to be very crucial.
Senator BRADLEY. Yes.
Mr. MARKS. When the corporation, or the particular facility was
convicted shortly thereafter, and it was the basis of the conviction,
the staffing report falsification, the falsification of that staffing
report. Shortly thereafter, the requirement was dropped.
Now, whether this is going in relation to your question is, the
GAO, I believe, did an evaluation of the Autumn Hills facility.
They did not have the particular 615 report to rely on in 1980.
However, nevertheless, they found I believe a large percentage of
inadequate staff during a 2-week period of time. The message to me
is clear: That without the very mechanisms which enable the inspectors to evaluate the care, that the problem is going to persist.
There has got to be some form of evaluative indice allowing responsible governments to evaluate the services provided.
Senator BRADLEY. Let me ask you this: If the Congress doesn't
act on long-term home health care bill and provide some way of
keeping senior citizens out of these third-party nursing homes or
even acute care hospital beds, it is government's responsibility to
assure that the health and safety needs of senior citizens are met
in those nursing homes. I think that you very correctly point out
that it is our responsibility, under the license and certification
rocess, which is a dual process, State and Federal, at least in my
tate of New Jersey.
Now, we in the Finance Committee and Congress will this year
be considering a whole new approach to payment under medicare
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for hospital services. It is based on establishing 467 different categories for which there will be a flat fee. If the hospital is able to
provide care cheaper, it keeps the money; if more expensively, it
loses the money. The goal in this process is to assure quality care
in those hospitals before going to this route. In New Jersey, we
have had this DRG demonstration, and we think we are working it
out well. But a national program presents a whole myriad of other
complexities. Based on your nursing home experience, do you think
that it would make sense to make reimbursement contingent on
quality care, and do you have any specific suggestions?
Mr. MARKS. Yes, sir, I do. I definitely believe that it should be
corrected and I believe what has to be done is to focus upon the
services necessary. There are valuable inputs but the key element
here is what services are necessary for the patients, and what percent of those services are being provided.
Senator BRADLEY. Now, how would you recommend that data be
transmitted? You told the story of the review visit. On that announced day, when inspectors come, all parties are prepared and
everything appears all right. Past records cannot be examined;
they can only look at the 3-day visit. Now, it seems to me that a
first step would be the real possibility of unannounced, onsite visits
and inspections.
Would you not agree?
Mr. MARKS. Yes, sir.
Senator BRADLEY. What other suggestions might you have for the
transmission of data? You have developed a very comprehensive
matrix. How can we be assured that that matrix will be transmitting valid data?
Mr. MARKS. All right.
One of the bases of the evaluative system developed was a comparison of resources available to demands. And for instance, you've
mentioned the system in New Jersey. Well, one of the systems and
tools utilized here identified, there are 66 possible services-66,
maybe a few more-possible services necessary for a nursing home
patient. Each patient in our particular situation was assessed, what
services, what portion of those 66 services does he need? Furthermore, what staff was available then in order to meet those services.
In literally most industries across the United States, time and
motion studies are being utilized. In hospitals, time and motion
studies are being utilized. Validated studies exist in the United
States concerning how much time it takes to provide each one of
these services. It s a simple matter of plugging in the times necessary for the services, the demands necessary for the patient population and comparing it to the staffing available to determine whether it's even feasible that one of the crucial ingredients, staffing, can
be met and that services can be provided.
It provides us with an evaluative indice and an objective indice
by which we can make objective decisions as to the quality care,
not just a subjective decision, which many times is misvalued because we are transmitting the communications from health care
professionals, the governmental people, the people in government,
who do not have a health care background.
People can understand objectively something is simple as a feasibility study. We have, in literally every aspect, of live evaluative
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indices which are employed. You look at sports, we have batting
averages as an evaluative indice, to measure the quality of a baseball player. We have even in-for used cars. We have blue books,
which give us an evaluative indice-Senator BRADLEY.What you are saying is that other than the
time and motion study that you have specifically suggested, you
feel that there is a way to establish an evaluative index.
Now, do you think this should be done at Federal or State level?
Mr. MARKS. At the Federal level.
Senator BRADLEY. At the Federal level?
As it is now, the Federal Government has responsibility for certification with some overlap, and the State has responsibility for licensure. Is that not correct?
Mr. MARKS. Yes, sir.
Senator BRADLEY. You think that overlapping responsibility
should be retained?
Mr. MARKS. Yes. sir.
Senator BRADLEY. What do you want from the Federal Government? More than what they are not doing now?
Mr. MARKS. I think a uniform system must be developed.
Senator BRADLEY. National uniform system of quality assessment?
Mr. MARKS. Yes, sir.
Senator BRADLEY. And you have made suggestions today as to
what components might be in that assessment?
Mr. MARKS. Yes, sir.
Senator BRADLEY. Do you feel that the process should be applied
to nursing homes, or do you feel that the components that you
have mentioned today would also be applicable to hospitals under a
DRG, diagnostic related group, proposal of payments?
Mr. MARKS. Well, I'm-Senator BRADLEY. You don't know about that?
Mr. MARKS. Yes, sir.
Senator BRADLEY. OK. You would just leave it in nursing homes?
Mr. MARKS. Yes.
Senator BRADLEY. Thank you very much.
Mr. MARKS. Thank you.
Chairman HEINZ. Senator Melcher.
Senator MELCHER. Thank you, Mr. Chairman.
Mr. Marks, I read your testimony, and I listened to your comments or answers to the questions, and your suggestions.
Senator BRADLEY. Would the Senator yield just for a minute?
Senator MELCHER. Yes; I would be glad to.
Senator BRADLEY. If I could say to the chairman, I will have to
leave. I won't be able to remain, but I did want to at least welcome
the two New Jersey witnesses to the committee. I know the committee will benefit from their testimony about what is being done
correctly in New Jersey.
Thank you.
Senator MELCHER. Mr. Marks, this following up, the following up
of the answers to the questions made by other Senators, this interfacing of Federal regulations with State regulations, from your experience, has not worked in Texas; is that correct?
Mr. MARKS. That's correct.
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Senator MELCHER. Now, does the method of correction that you
have suggested, how do you get away from that interfacing of Federal and State regulations to make sure that it does work? I mean,
what's the watchdog here or what's the enforcing arm, or what
really-how can you be sure if those suggestions were followed that
there would be enforcement?
Mr. MARKS. Well, one of the things which I believe is crucial is
that there must be an evaluation of the evaluators. The Federal
Government in supplying, or the fact that $24.2 billion is supplied
in the care of nursing home patients has a definite interest to see
that those agents, those local departments of health who are supposed to be monitoring, are indeed doing just that. And our-hopefully, if a national system was developed which would allow comparison from one home, one State to another, hopefully that the
national system was being implemented uniformly.
Senator MELCHER. All right. In other words, progress, uniformity,
hopefully enforcement.
Mr. MARKS. You have to, I believe, and this case is a fine illustration. Someone has to take note and measure the quality of the assessment. In pursuing this case, I have contacted experts all across
the United States, geriatric experts, and in communicating to them
the reports of the Texas Department of Health, they are almost
uniformly-almost uniformly their initial question has been: What
in the world is the allegiance of the Texas Department of Health to
this facility? Someone has to, or I believe the Federal Government
has to somehow monitor and assure itself that those people who
are acting as its agents are, in fact, performing.
Senator MELCHER. Well, in this particular investigation you are
involved with, the results that you have indicated so far have been
devastatingly minimal; is that correct?
Mr. MARKS. Yes, sir.
Senator MELCHER. You have made in your testimony, in your
prepared testimony, a comparison or an allusion to the victim. If
the victim had been an infant, the results would have been different.
Mr. MARKS. Yes, sir.
My remarks in that vein were that the criminal justice system
would have regarded the case in a different light.
Senator MELCHER. In other words, the criminal justice system is
geared to protecting infants but not necessarily geared to protecting the elderly in nursing homes?
Mr. MARKS. I don't know so much about geared to protecting infants as opposed to elderly nursing home patients, but I think that
the-for some reason that the two victims, if you will, hypothetical
victims, are treated differently. I do not think that in this particular case had there been 56 infants who died, who were covered with
ulcerated, puss-infested sores, that a plea bargain would in any
way have been considered in this case; whereas, what took place
was that a plea bargain was considered. Why? I could not help but
come to the conclusion that it is the-perhaps the difference in the
way society regards elderly nursing home patients.
Senator MELCHER. Well, it is tragic if in our society we have
taken the attitude that infants must live because they have a
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whole life ahead of them, but the elderly must die because their
life is over with. Yet, your testimony suggests that to be the case.
Now, I tend to believe that that is the case. I tend to believe that
what you have experienced in this investigation is only one of a
series that has been going on for over a generation in nursing
homes, that the elderly are somehow expected to die, and therefore
their needs are not to be as dramatically protected as we protect
the other age group. But that seems to me to be entirely contradictive to the 14th amendment which supplies the equal protection of
the law to all citizens.
What should be the penalty? Should it be a Federal penalty? Are
there criminal penalties separate and distinct from just decertification? Could that be one of the tools that is used in this entire process and to be properly identified as a penalty in order to get compliance?
Mr. MARKS. Well, criminally, in the State of Texas at least. the
laws allow for the prosecution of nursing homes and agents who do
not comply with the mandates of Congress, who do not provide safe
and adequate care.
An individual in the State of Texas who causes the death of a
resident in a nursing home can be prosecuted for murder and is
subject to the same penalties as any individual is.
Senator MELCHER. I understand that. That's basic and elementary in all State law and is elementary in our Constitution, but
your experience is that it hasn't been applied. And I think it is fair
to say that during the last 10 years and at least the last dozen
years there has been plenty of investigation by Congress that indicates indeed that it has not been applied in many instances. Now,
there seems to be a breakdown in the social mores and the consciousness of the country itself, that somehow the acts that contribute to an individual's death are not applied the same in nursing
homes for the elderly.
And my question is specifically based on your own experience:
How tough should the penalty be? In other words, the Federal penalty is not there just by decertifying.
Mr. MARKS. Yes, sir.
I don't think the penalty can be tough enough for the things
which occurred at the Autumn Hills' facility.
Now, as I mentioned earlier, I believe what needs to be done is
something must be done in the enforcement area. Perhaps some
type of Federal branch of the Justice Department assigned solely to
look at cases such as this. The problem in a small district attorney's office when a case such as this is presented is when the
victim or the family member of the victim comes in, the response
is, that sounds like a civil case. We handle rapes, murders, one-shot
shooting. This is just over and beyond what we are capable of performing. We don't have the medical, the nursing knowledge, to
look into, investigate, and put together a case like this. And yet,
under the Texas law, any complaint of the abuse and neglect are
transmitted to the district attorney's office for some form of disposition.
I think the problem is perhaps highlighted by the remarks of the
comissioner of health of the State of Texas, who commented that, I
believe in 1979, he transmitted some 58, 59 cases of recommended
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neglect to district attorney's offices across the State of Texas with
no action. Someone, I believe, has got to develop some background
in this particular area and assign solely to inquiry, and to enforce
the existing law. Just as we have divisions for Federal fraud, there
must be, I believe, a division created for nursing home abuse.
Senator MELCHER. I think that's the most meritorious and worthwhile suggestion we could have. We have divisions within the Justice Department dedicated to continuing an ongoing presence in
water law, and in public land law, and in various types of fraud
and criminal activity, as well as in antitrust law. Surely the elderly
are worth an ongoing division, an ongoing entity, within the Justice Department to protect them, because it's obvious that we have
received testimony like yours in various committees of Congress, to
my knowledge, for at least a dozen years, and it is an area that is
not being protected. The elderly should be protected, they still are
people, and they still have, under the 14th amendment of the Constitution, the same protection as all other age groups.
Thank you very much, Mr. Marks.
Mr. MARKS. Thank you.
Chairman HEINZ. Mr. Marks, I've just got one last question for
you, and it's really a personal one.
Why, after everybody in the State of Texas that had responsibilities in this area, be they regulators or law enforcement people,
seem to have ignored the Autumn Hills nursing home, did you individually take it upon yourself to get involved? What motivated
you, why did you do it?
Mr. MARKS. I believe it was initially my exposure to a very grave
set of circumstances, the longevity of the conduct, the extensiveness, and the seriousness of it. Second, I guess, as a personal note, I
have always been and perhaps always will be attracted to those occasions and those causes wherein the victim appears to have the
smallest voice, where there appears to be no advocate. And I was
more than willing to be that for these people.
Chairman HEINZ. Well, your testimony has been extremely helpful. As Senator Bradley said, it is a distressing situation, a depressing example, but hopefully out of the distress that you have highlighted here in a variety of ways, this committee and our colleagues in the Senate will be able to bring about a better system
than either the one we have now, or the one we hope to move to.
We are deeply indebted to you. Thank you very much.
Mr. MARKS. Thank you, sir.
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Chairman HEINZ. Our next witness is Michael Zimmerman.
Mr.
Zimmerman, please identify yourself and
your
associates,
and
please proceed.
STATEMENT OF MICHAEL ZIMMERMAN, WASHINGTON,
SOCIATE DIRECTOR, HUMAN RESOURCES DIVISION, D.C., ASU.S. GENERAL ACCOUNTING OFFICE; ACCOMPANIED BY
JAMES BARNETT, DALLAS, TEX., REGIONAL OFFICE, GAO;
IFFERT, HEALTH CARE FINANCING ADVISER, GAO AND ROBERT
Mr. ZIMMERMAN. I certainly will. Mr. Chairman,
chael Zimmerman, I am an Associate Director of my name is Mithe Human Resources Division of the General Accounting
and to my right
is Jim Barnett of our Dallas regional office.Office;
Barnett was responsible for the audit work at Autumn Hills. Mr.
To my left is Robert
Iffert. Bob is our Health Care Financing Adviser,
kn^.wledeable on medicaid reimbursement practices.and he is nuite
Mr. Chairman, members of the committee,
are pleased to be
here today to discuss certain features of the we
prospective payment
systems developed by various State medicaid programs
ing homes, particularly the system developed by the to pay nursState of Texas
and discussed in our October 14, 1982, report on Autumn
Hills.
For fiscal year 1981, medicare reimbursements
skilled nursing facilities participating in that programto the 5,000
were about
$400 million. In contrast, medicaid payments to
the 7,300 skilled
nursing facilities participating in that program were
lion, and another $7 billion in payments were made about $4 biltypes of intermediate care facilities. Thus, medicaid to the several
predominant public payer of nursing home services. is clearly the
As of late 1982, at least 36 States had
type of cost-based
prospective system in place, to pay for thesesome
services.
The Tax Equity and Fiscal Responsibility Act of
1982 provides
that HHS, in consultation with the Senate Committee
on Finance
and the House Committee on Ways and Means,
shall develop proposals for legislation, which would provide
hospitals, SNF's,
and, to the extent feasible, other providers bethat
reimbursed prospectively under medicare. The proposals were to be
provided to these
committees by December 31, 1982.
Although the department provided a report to the
Congress in
December 1982, concerning a proposed prospective
payment methodology for hospitals under medicare, we understand
that a companion proposal for prospective payments to SNF's
is still being developed.
In view of the States' broad experience in developing
and using
prospective payment systems, we believe that
their
systems
should
be seriously looked at in developing a Federal system.
The current Texas medicaid payment system for
nursing homes,
which went into effect January 1, 1979, prospectively
develops per
diem payment rates which are uniform statewide
for
each
level or
class of nursing home care. All homes in the State
receive payment
based on the same rates for each respective day
of skilled-and the
two levels of intermediate-care provided.
The per diem rates are determined by using financial
and statistical information from annual cost reports submitted
by about 900
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participating facilities. The costs are adjusted for various factors,
such as minimum occupancy rates and inflation. These adjusted
costs are then divided into four categories-patient care, dietary,
facility, and administrative cost. The patient care costs are further
subdivided into the three levels of care. The actual per diem rates
for each level of care are determined by selecting the 60th percentile cost from the appropriate patient care cost array and the dietary, facility, and administrative cost arrays and summing them
up to arrive at the statewide base rate.
In our opinion, this ratesetting methodology makes it very difficult for individual homes or small groups of homes to manipulate
the system to receive higher medicaid payments by overstating or
inflating reported allowable costs. The insensitivity of the s'stem
to unallowable costs is illustrated by the results of the State s and
our own audits of Autumn Hills' costs.
The State had audited the 1978 cost reports for the 17-facility
Autumn Hills' chain, 13 of which had been included in the data
used to set the statewide rates for the period January 1 through
August 31, 1980. The State identified unallowable costs of about
$204,000, including $187,000 in unallowable administrative costs.
However, because the Autumn Hills' homes were over the 90th
percentile on the data arrays, none of these unallowable costs affected the State's payment rates set at the 60th percentile.
Similarly, our audit of the 1980 central office costs, which were
included in the data to set the rates for the period beginning in
September 1981, identified about $250,000 in unallowable, questionable, or undocumented costs, but, again, because Autumn Hills'
facilities were above the 80th percentile on the data arrays for administrative costs, none of these questionable costs affected the
State's payment rates.
The major area of concern I have with these relatively significant amounts of questionable costs is that the money was apparently not being spent on patient care.
Another area of concern is that the Texas ratesetting methodology is insensitive both to the costs associated with the needs of individual patients within the three broad levels of care and to the
case mix of individual facilities. This could provide incentives to restrict access for those patients needing more expensive care.
In our view, a nursing home financial auditing system should be
designed to support the payment system a State elects to adopt. In
Texas, the ratesetting methodology minimizes the number of nursing home audits needed because the costs of the facilities around
the 60th percentile actually determine the rates. We see little benefit in terms of reducing costs from auditing facilities near the
bottom or top of each array, because these facilities will have little
opportunity to affect the rates regardless of the allowability of
costs they report or the audit results.
In our October 1982 report, we recommended that Texas concentrate its nursing home audit activities on the facilities grouped
around the 60th percentile levels of each data array since the costs
reported by those homes are likely to affect the accuracy of the
State's per diem rates.
It appears that a prospective payment system can contribute to
restraining the increase in nursing home costs by providing an in-
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centive for facilities to operate within the preestablished payment
rates. On the other hand, this same incentive places an increased
obligation on the responsible Federal and State agencies to insure
that patients are receiving care that meets the appropriate standards for quality. One possible approach to achieving this objective
would be to adopt a system of financial penalties for facilities providing substandard care as determined through the existing quality
control programs. Several States have adopted such a payment approach.
In 1979, the Texas Health Department, which conducts nursing
home inspections, began a system of grading individual nursing
homes annually to identify and recognize those that were deemed
superior. Fifteen of the 17 Autumn Hills' homes have received superior ratings in at least 1 year over the period 1979 to 1981. Three
homes were rated superior all 3 years, but two have never received

a superior rating. One of thep lItter was the Text City home

that

we were asked to audit. This home, which was one of the higher
cost homes in the chain in the patient-care category, has had a history of lack of compliance with medicaid health and safety standards.
The State withheld medicaid payments to the facility on four occasions during 1978 and' 1979 for serious health and safety deficiencies and the failure to correct them. In fact, the health department
had recommended that the facility be excluded from the medicaid
program in August 1979, but decided not to exclude it after the
home made a number of improvements. Among the problems was a
shortage of licensed nurses on duty to meet the various State and
Federal staffing standards. The shortages occurred in 52 percent of
the days tested by the State in 1978, and 14 percent of the days
tested in 1979. For 1980 and 1981, the State identified no shortages.
We examined nurses' timecards for January, June, and October
1980, which were different periods than the State tested that year,
and identified 32 days where shortages occurred, principally in the
ICF section.
Autumn Hills has strongly disputed our findings by pointing out
that in the aggregate, for the periods we reviewed, the facility had
more than enough licensed nursing personnel to meet the State's
minimum staffing standards. However, we do not believe that the
aggregate number of nurses is the issue. We believe that the issue
is whether for each day, for each part of the facility, and for each
shift, the appropriate number of licensed nursing personnel were
on duty to meet the State's minimum standards.
In light of Autumn Hills' comments, we have reexamined the
timecards from which the nurses were paid and concluded that our
findings are essentially accurate.
This concludes my statement. We will be pleased to answer any
questions the committee may have.
[The prepared statement of Mr. Zimmerman follows:]
PREPARED STATEMENT OF MICHAEL ZIMMERMAN

Mr. Chairman and members of the committee, we are pleased to be here today to
discuss certain features of the prospective payment systems developed by various
State medicaid programs to pay nursing homes, particularly the system developed
by the State of Texas and discussed in our October 14, 1982, report entitled "Audit
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of Medicaid Costs Reported by Autumn Hills Convalescent Centers, Inc., Houston,
Texas."
My testimony today will focus on four issues. First, in contrast to the Federal
(SNF's)
medicare program which continues to reimburse skilled nursing facilities
have adoptretrospectively based on actual allowable incurred costs, about 36 States
particular
ed some form of prospective system, in which the payment rates for aBecause,
in
period are set in advance based on costs incurred during a prior period.
develServices
Human
and
Health
of
Department
the
that
mandated
Congress
1982,
under mediop legislative proposals to provide for reimbursing SNF's prospectively
home
nursing
for
payer
governmental
dominant
the
is
medicaid
because
care, and
at
looked
seriously
be
should
systems
State
existing
these
that
care, we believe
when developing the Federal medicare system.
diem rates are determined
Second, under the system developed in Texas, the per
by individuon a statewide basis and are extremely insensitive to the costs reported
can
al facilities. Thus, it is highly unlikely that a facility or small group of facilities
inflatmanipulate the system to receive higher medicaid payments by overstating orcentral
ing reported costs. This was illustrated by our audit of the Autumn Hills'
miloffice costs in which we questioned about $250,220 (or about 18 percent) of $1.4
or queslion total costs reported there. None of the costs we considered unallowable
in the
tionable had any impact on what the company and other nursing homes
State were paid under the State's ratesetting methodology. On the other hand, this
methodology is not sensitive to the costs associated with the needs of individual patients.
Third, certain prospective payment systems, such as in Texas, can lessen somewhat the need for financial audits as compared with the retrospective systems,
syswhich reimburse each facility based on its allowable incurred costs. Prospective
be designed
tems do not eliminate the need for such audits, but the audits should
to
and implemented to support the reimbursement methodology a State chooses
employ.
Finally, and most important, prospective payment systems, such as in Texas, can
apparently succeed in restraining rising health care costs by providing an incentive
crefor nursing homes to operate within the overall rates. This same incentive also care
ates a greater need for the States to review and monitor the quality of patient of
being provided. Because direct patient care represents the largest component
essencosts, it provides the greatest opportunity for cost reductions. Therefore, it is
tial that cost savings not be achieved by providing care that fails to meet program
standards.
EXTENT OF PROSPECTIVE PAYMENT SYSTEMS UNDER MEDICAID

For fiscal year 1981, medicare reimbursements to the 5,000 SNF's participating in
that program were about $400 million. In contrast, medicaid payments to the 7,300

SNF's participating in that program were about $4 billion, and another $7 billion in
payments were made to the several types of intermediate care facilities (ICF's).
Thus, medicaid is clearly the predominant public payer of nursing home services.
As of late 1982, at least 36 States had some type of cost-based prospective systema
is
in place to pay for these services. Attached as an appendix to my statement
summary analysis of the principal types of nursing home reimbursement systems
employed by 49 States and the District of Columbia.' It should be recognized, however, that under the broad classification of prospective payment systems, the ratesetting methodologies used vary widely.
Section 101(c)(3) of the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
provides that the Department of Health and Human Services, in consultation with
the Senate Committee on Finance and the House Committee on Ways and Means,
shall develop proposals for legislation which would provide that hospitals, SNF's,
and to the extent feasible, other providers be reimbursed prospectively under medicare. The proposals were to be provided to these committees by December 31, 1982.
Although the Department provided a report to the Congress in December 1982,
concerning a proposed prospective payment methodology for hospitals under medicare, we understand that a companion proposal for prospective payments to SNF's
is still being developed.
In view of the States' broad experience in developing and using prospective payment systems we believe that their systems should be seriously looked at in developing a Federal system.
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In this regard, section 249(b) of the Social Security Amendments of 1972 authorized the Department to use the SNF medicaid rates in any State as the basis
for
making medicare payments to such facilities, with appropriate increases for the
items or services covered by medicare but not included in the State rates. One purpose of this provision was to enable medicare to move toward prospective payment
for nursing home services to lessen the substantial auditing and cost-reporting expenses associated with medicare's retrospective system. However, medicare has
never used this authority as a basis for paying nursing homes.
THE TEXAS NURSING HOME SYSTEM AND RATESETTING METHODOLOGY

The current Texas medicaid payment system for nursing homes, which went into
effect January 1, 1979, prospectively develops per diem payment rates which
uniform statewide for each level or class of nursing home care. All homes in are
the
State receive payment based on the same rates for each respective day of skilled
and the two levels of intermediate care provided.
The per diem rates are determined using financial and statistical
from annual cost reports submitted by about 900 participating facilities.information
The costs
are then adjusted for various factors, such as minimum occupancy rates and inflation. These adjusted costs are then divided into four categories-patient care, dietary, fac1i+it, .nd admi.nitrativecat-A-d the patient care costs are turther subdivided into the three levels of care. The actual per diem rates for each level of care
are determined by selecting the 60th percentile cost from the appropriate patient
care cost array and the dietary, facility, and administrative cost arrays and summing them to arrive at the statewide base rate.
In our opinion, this ratesetting methodology makes it very difficult
individual
homes or small groups of homes to manipulate the system to receive for
higher
aid payments by overstating or inflating reported allowable costs. For example,medicif the home at the 60th percentile included unallowable or inflated costs, theeven
net
effect on the rate would depend on the adjusted cost of the facility immediately
below it on the data array-which, when rounded to the nearest penny, would likely
be the same. The insensitivity of the system to unallowable costs reported by individual facilities is illustrated by the results of the State's and our audits of Autumn
Hills' costs.
The State had audited the 1978 cost reports for the 17-facility Autuiiiii
chain, 13 of which had been included in the data used to set the statewide rates for ll
the period January 1 through August 31, 1980. The State identified unallowable
costs of about $204,000, including $187,000 in unallowable administrative
however, because the Autumn Hills homes were over the 90th percentile oncosts;
the data
arrays, none of these unallowable costs affected the State's payment rates set
at the
60th percentile. Similarly our audit of the 1980 central office costs, which were
included in the data to set the rates for the period beginning in September 1981,
tified about $250,000 in unallowable, questionable, or undocumented costs, idenagain, because Autumn Hills' facilities were above the 80th or 90th percentiles but
on
the data arrays for administrative costs, none of these questionable costs affected
the State's payment rates.
The major area of concern associated with these relatively significant amounts of
unallowable or questionable costs is that the money was apparently not being
spent
on patient care.
Another area of concern, of course, is that the Texas ratesetting methodology is
insensitive both to the costs associated with the needs of individual patients
the three broad levels of care and to the case mix of individual facilities. Thiswithin
provide incentives to restrict access for those patients needing more expensive could
care.
FINANCIAL AUDITS SHOULD BE DESIGNED TO SUPPORT THE STATES' RATESETTING
METHODOLOGY

As indicated the States have adopted a wide range of reimbursement or payment
systems to pay for nursing home care. In our view, a nursing home financial
auditing system should be designed to support the payment system a State elects
to
adopt. In Texas, the ratesetting methodology minimizes the number of nursing
home audits needed because the costs of only a relatively few facilities around the
60th percentile actually determine the rates. We see little benefit, in terms of reducing costs, from auditing facilities near the bottom or top of each array because these
facilities will have little opportunity to affect the rates regardless of the allowability
of costs they report or the audit results.
In the past, the State has not taken advantage of this situation in developing
audit plans. This resulted in part from the Federal medicaid regulations, effective its
in
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January 1978, which required the State to audit all participating nursing homes by
the end of calendar year 1980 and 15 percent each year thereafter. The Omnibus
Budget Reconciliation Act of 1981 modified these financial auditing requirements to
give the States more flexibility. In our view, in these times of scarce Federal and
State dollars, it is even more important that the costs of administering and auditing
these programs be focused on areas that can produce the most cost-beneficial results.
In our October 1982 report, we recommended that this could be accomplished
under the Texas nursing home program if the State were to concentrate its nursing
home audit activities on the facilities grouped around the 60th percentile levels of
each data array since the costs reported by this group of homes are more likely to
affect the accuracy of the State's per diem rates.
NEED TO MAINTAIN APPROPRIATE STANDARDS OF QUALITY

Since the current prospective payment system in Texas was put into effect in January 1979, the per diem rates have increased by an average of about 6 percent a
year. By way of contrast, in Massachusetts, which employs primarily a retrospective
reimbursement system, the rate of increase has been about 10 percent a year since
1979. Thus, it appears that a prospective payment system can contribute to restraining the increase in nursing home costs by providing an incentive for operators to
minimize their costs so as to operate within the preestablished payment rates. On
the other hand, this same incentive places an increased obligation on the responsible Federal and State agencies to insure themselves that patients are receiving care
that meets the applicable standards for quality. One possible approach to achieving
this objective would be to adopt a system of financial penalties for facilities providing substandard care as determined through appropriate quality control programs
such as periodic inspections and utilization control mechanisms which are required
under existing law. Several States have adopted such a payment approach.
QUALITY OF CARE PROBLEMS ASSOCIATED WITH THE TEXAS CITY HOME

The Autumn Hills' chain operated 17 nursing homes in 13 cities located principally in southeast and central Texas.
In 1979, the State health department, which conducts the nursing home inspections, began a system of grading individual SNF and ICF sections of nursing homes
annually to identify and recognize those that were deemed superior. Fifteen of the
Autumn Hills' homes have received superior ratings in at least 1 year over the
period 1979 to 1981. Three homes were rated superior all 3 years, but two have
never received a superior rating. One of the latter was the Texas City home that we
were asked to audit because of allegations of poor patient care. This home consisted
of two distinct parts-one for each of two levels of care consisting of 60 SNF beds in
one wing and 60 ICF beds in another.
The Texas City home, which was one of the higher cost homes in the chain in the
patient care category, has had a history of lack of compliance with medicaid health
and safety standards.
The State withheld medicaid payments to the facility on four occasions during
1978 and 1979 for serious health and safety deficiencies and the failure to correct
them. In fact, the health department had recommended that the facility be excluded
from the medicaid program in August 1979, but decided not to exclude it after the
home made a number of improvements. Among the problems was a shortage of licensed nurses on duty to meet the various State and Federal staffing standards. The
shortages occurred in 52 percent of the days tested by the State in 1978, and 14 percent of the days tested in 1979. For 1980 and 1981, the State identified no shortages.
We examined timecards for January, June, and October 1980-which were different
periods than the State tested that year-and identified 32 days where shortages occurred, principally in the ICF section.
Autumn Hills has strongly disputed our findings in this regard by pointing out
that in the aggregate, for the periods we reviewed, the facility has more than
enough licensed nursing personnel to meet the State's minimum staffing standards.
However, we do not believe that the aggregate number of nurses is the issue. We
believe that the issue is whether for each day, for each distinct part (SNF and ICF),
and for each shift, the facility had the appropriate licensed nursing personnel on
duty to meet the State's iniminum standards.
In light of Autumn Hills' comments, we have reexamined these timecards, which
were the basis on which the nurses were paid, and concluded that our findings were
essentially accurate.
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This concludes my formal statement, and we would be pleased to respond to any
questions the committee may have.
Appendix I

NUMBER OF STATES USING VARIOUS TYPES OF REIMBURSEMENT SYSTEMS UNDER THEIR MEDICAID
NURSING PROGRAMS AS OF LATE DECEMBER 1982
Types
offacilities
Sakilie
onursing Intermetrate
care ofntermenbte
care
facilities
facilitins fclte formentally

Types
ofreimbursement
system

Prospective.........................................................................................
Retrospective........................1.............................................................
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.
..........................................
Negotiated2........................................................................................

31
14
2
3

34
11
2
3
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17
2
2
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ofcosts
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foronaprospective
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and
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ona retrospective
basis.
0 are
Although
cost-based.
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srmc
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Source:
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onfileatHealth
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Appendix II
PRINCIPAL TYPES OF REIMBURSEMENT SYSTEMS USED BY THE STATES UNDER THEIR
MEDICAID NURSING HOME PROGRAMS AS OF LATE DECEMBER 1982
Prospective.-Alabama, Arkansas, California, Colorado, Connecticut, Delaware,
District of Columbia, Florida, Georgia, Illinois, Indiana, Kansas, Kentucky, Louisiana, Michigan, Minnesota, Mississippi, Missouri, Nebraska,.New Jersey, New York,
North Carolina, North Dakota, Rhode Island, South Carolina, Texas, Virginia,
Washington, West Virginia, Wisconsin, and Wyoming.
Retrospective.-Alaska, Hawaii, Idaho, Iowa, Maine, Maryland, Massachusetts,
Montana, New Hampshire, New Mexico, Oregon, Pennsylvania, Tennessee, and Vermont.
Combination.-Nevadaand Ohio.
Negotiated.-Oklahoma, South Dakota, and Utah.
NoTE.-Based on method of paying skilled nursing facilities.

Chairman HEINZ. Mr. Zimmerman, thank you very much. First,
a point of clarification. On page 11 of your statement, you note
that in 1980-81 the State identified no shortages of licensed nurses
on duty; you identified the timecards yourselves, you examined the
timecards yourselves for 3 months to spot check in 1980,
32 out of 90 days, one-third, where there were shortages. and found
HOW could the State find that there were no shortages?
Mr. ZIMMERMAN. Well, let me say this: We examined a different

period, and so there was no overlap in period. But I might ask Mr.
Iffert to elaborate on the basis that he sees for the difference.
Mr. IFFERT. Well, one possible difference-I really don't knowcould be that historically the State shows up for its annual inspections the same time every year, 1978, 1979, 1980.
Chairman HEINZ. Like the swallows returning to Capistrano.
Mr. IFFERT. Well, I don't know if they are swallows. They return
to Capistrano at the same time.
Chairman HEINZ. And everybody down there waiting for them.
Mr. IFFERT. Yes.

Chairman HEINZ. I'm told that one of the reasons the State
didn't know about this is they abolished the form on which it had
been reported in previous years, is that true?
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Mr. IFFERT. We have a number of those forms in our workpapers,
and we were focusing on 1980, so I really can't confirm that. I
think Mr. Marks is referring to the X-15.
Chairman HEINZ. Maybe you could just check into that, because I
understand that one of the reasons it didn't show up is that they
stopped the reporting system that caused it to show up.
Mr. IFFERT. Well, maybe I can clarify that a little bit. As for verification, the State did not rely on the forms; when they make their
annual survey, they look at staffing for a 3-week period, they use
essentially the same methodology that we did, which is the timecards that were used in the payroll system. And then you can tie
that in with timeclocks as to who was actually where at the time.
[Subsequent to the hearing, Mr. Iffert submitted the following
information:]
The form referred to is the quarterly staffing report-State form X-15 (formerly
form 615), which the nursing homes are required to submit to the Texas Department of Health setting forth from payroll records the names and types of personnel
on each tour of duty during at least 1 week each calendar quarter. The week is to be
selected by the department of health. This procedure was effective April 1, 1979,
and replaced the requirement that nursing homes make monthly submissions of the
X-15. This change was in accordance with Federal regulations (42 CFR 431.610(g)).

Chairman HEINZ. Now, Mr. Zimmerman, you have questioned
the appropriateness of $250,000 of Autumn Hills' expenditures.
That was about 18 percent of total expenditures during that particular period of time, a very significant amount of money proportionate to that which was expended.
What was the nature of the kind of costs disallowed, were they
travel, personal-what were they?
Mr. ZIMMERMAN. Well, as you may also recall, the State in 1978,
questioned about $200,000 in costs. What I can do is give you a collective rundown of what we questioned and the State questioned
for both periods of time. And starting with personal travel, we and
the State questioned about $15,000 of personal travel, primarily of
the primary owner of the facility, which included trips to New
York, Vancouver, and Manila in the Philippines.
In addition, we and the State questioned about $43,000 of expenses, including interest on personal loans and purchases, and
purchases of bank stock. We also questioned about $30,000 of other
nonnursing home business expenses, which included about $13,000
of employee salaries for time spent on other business-related matters.
We also questioned about $85,000 or $86,000 of employee meal,
party, and gift expenses, including about $5,000, or $4,500, in liquor
expenses, about $2,700 in expenses for flowers, and about $60,000
worth of expenses in the way of gifts and meals for officers and employees of the company.
Chairman HEINZ. Now, what is happening here is that these are
being considered legitimate costs of running a nursing home.
Mr. ZIMMERMAN. They were considered by the nursing home as
its cost. The State questioned a number of the costs, and they
were-Chairman HEINZ. That amounts to $250,000 being spent on travel
to the Philippines, on parties for the personnel, at the same time
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as you have documented and the State has documented, I should
say, shortages of nursing personnel, is that correct?
Mr. ZIMMERMAN. Yes.
Chairman HEINZ. Now, the GAO has endorsed moving to prospective reimbursement. I think we all, as realists, know that
matter how good a system we devise, there are always going to no
be
those who will find ingenious methods of abusing it.
But, on the other hand, that doesn't remove from us the responsibility of designing the very best possible system we can.
What do you suggest that we do about the fraud and abuse, as
you have seen it, from this and other audits under prospective
payment? What should we pay most attention to? I note in your testimony on page 7 you said that the Texas ratesetting methodology is
insensitive-insensitive is your word-both to the costs associated
with the needs of individual patients within the three broad levels
of care, and to the mix of individual facilities
So maybe you can particularly address those two problems.
Mr. ZIMMERMAN. Why don't I have Mr. Iffert respond to that
question, based on his broad knowledge of medicaid reimbursement
issues.
Mr. IFFERT. Well, when we told you there were some 36 States
roughly that had some sort, of prospective reimbursement system
for nursing homes, that is correct. But those can be divided into, I
guess what we call two broad classes. One class would be, consisting of about 15 or 16 States, are like Texas, where it's a class-rated
system where you put a large quantity of numbers into a computer
and, depending on what methodology is applied, a rate emerges
which will be used for that class of care all over the State or an
area.
The other type of system is what we call the New York type of
system, which a number of other States have used, where it is facility-rated; in other words, what a facility reports in its costs for a
prior year is then used, adjusted and used, to pay that particular
facility for the following year.
Traditionally, nursing home operators have gotten themselves
into difficulty under medicaid by filing false cost reports, claimed
reimbursement for payments or expenses not incurred. This
particularly a problem in New York, where, in fact, most of was
the
convictions for nursing home fraud have occurred.
So this really suggests to us that, depending on the type of ratesetting methodology being used, whether you use a facility-rated or
a class-rated, your problems with dealing with fraud and the approaches needed to control fraud and abuse may be different.
In a facility-based system, the traditional incentives are
there to overstate or inflate the reported costs, whereas in still
class-rated system, the incentives are entirely different, because the
an
individual home or group of homes from a practical standpoint
really cannot impact on the rates that are paid, particularly when
you have a broad data base like in Texas, with 3,600 or so numbers
in various data arrays. We think that in this type of system, a different approach and different controls are probably needed which
would focus on the service end of the process, to insure that the
program is getting the quality of the services that is being paid for.
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Chairman HEINZ. So, in sum, what you are saying is there is
going to have to be some kind of a system that insures that the
services that would normally be associated with the diagnosis or
prescription of care for the particular class of patients is, in fact,
delivered, is that in sum what you are telling us?
Mr. IFFERT. Yes; I guess in sum what I am saying is that in some
of these class-rated systems, there is really no practical way they
can get you going through the front door, so I think you have got
to lock the back.
Chairman HEINZ. Well, what we have heard-I am going to yield
to Senator Wilson here in just a few seconds-in sum is this: A
quarter of a million dollars in costs disallowed. As I understand it,
none of it was ever recovered-is that right?
Mr. IFFERT. None of it ever impacted on the rates that were determined.
Chairman HEINZ. The rate was never adjusted.
Mr. IFFERT. No; it shouldn't have been.
Chairman HEINZ. A quarter of a million dollars went for such
things as meals for staff at the same time, as Mr. Marks has identified, nutritional intake of patients was being cut back, as the indictments are alleging, that people are dying for, among other
things, due to starvation-these costs are being passed on, being
charged off, for trips and meals of nursing home staff, not nursing
home residents; and that, second, while all of this is going on, this
particular nursing home, according to Mr. Marks at any rate, is
making a 100-percent return on equity, which means the investors
have gotten their entire investment back in 1 year.
You are saying, on top of it, we are going to have to find some
new ways of making sure that services, not just the basic services,
like making sure that people get enough to eat, but that health
care services and nursing services, which are supposed to be there,
in fact are there, and it is not going to be all that easy because the
State of Texas has found that they were there and you found that
they probably weren't.
Do you have any additional advice, Mr. Zimmerman?
Mr. ZIMMERMAN. No; I don't, not with regard to what you said. I
do believe, however, that your opening remarks concerning the fact
that prospective reimbursement does make new challenges for us
in the quality area-and I think that is definitely so-and I think
it opens up new doors and new horizons for us, and new endeavors
to make sure that the patients are receiving quality care.
Chairman HEINZ. Thank you very much. Senator Wilson.
Senator WiiSON. Thank you, Mr. Chairman. Mr. Zimmerman,
perhaps you can elaborate for me. As I have indicated, I am new to
the work of the committee. It's not quite clear to me why it should
make a difference in terms of inspection and steps to assure adequate quality of care whether the payment system is prospective or
one of reimbursement.
Looking at your statement on page 9, at the middle of the page,
you said: "On the other hand, this same incentive"-the incentive
for cost-reduction given by the prospective payment system"places an increased obligation on the responsible Federal and
State agencies to insure themselves that patients are receiving care
that meets the applicable standards for quality. One possible ap-
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proach," you go on to say, "would be to adopt a system of financial
penalties for facilities providing substandard care * * *."
First, maybe you can clear up for me why there is a difference,
why you think that the prospective payment system creates an increased obligation, and, second, just specifically how this approach
of financial penalties would work. I would think whichever system
you employed, you need a system of inspection that allows you to
assess a definite penalty, a financial penalty or a licensing penalty.
Mr. ZIMMERMAN. Well, with regard to the first question, Senator,
under the retrospective system, providers are usually paid for the
costs that they incur, so there is an incentive to incur health care
costs with the understanding that you are probably going to be reimbursed for them. Under a prospective system of reimbursement,
a limit is established usually, and the incentive shifts. If the limit
is, say, $25 a day for health care, for nursing home care, and the
provider's costs are exceeding that, there would he-. tendency to
iower his costs or get his costs below the limit that has been established. In essence, the incentive shifts from providers wanting to
provide as much care as they can to maximize their income to a
situation where providers may be reluctant to provide care simply
because they are going above the limit that they are going to receive in the way of payment.
Concerning the second question, which I believe addressed the
issue of some type of penalties for facilities that provide substandard care, as it was pointed out in Mr. Marks' testimony, there
were periods of time when the Texas City home received the same
reimbursement for care as a hypothetical home would have received, even though there were indications that it was not providing quality care as set forth by the State.
What we have in mind here is similar to mechanisms that have
been adopted by a few States that in essence assesses a penalty
when the care falls below the level, or the standard, that the State
has established, with the idea being that payments should not continue as if the level of care was being received, when in fact it was
not.
Senator WILSON. No one can argue with that. My point is simply
I would think, regardless whether it is retrospective or prospective,
you need a sufficient system of inspection to reveal the quality of
care, and then you need penalties.
But I would think that, just as is alleged in this instance, that
there was a falsifying of the services and reimbursement for services not actually rendered, that that can be true really in either
situation.
Mr. ZIMMERMAN. That is correct. The only point I was trying to
make in my statement is that there are new incentives in the game
now when you go from a retrospective system to a prospective
system from the standpoint that the incentives now are to spend
less rather than to spend more, and to the extent that spending
moneys to provide care enhances the quality of care, then there is
the possibility that quality care may not be received or be received
in a less-than-desirable amount.
. Senator WILSON. Well, given that concern-and I understand itdo you think that there is really a difference, though, in terms of
what your costs will be for an adequate system of inspection? What
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you are saying is that there is a temptation on the part of the provider to skimp because he won't be fully reimbursed, or may not
be.
Mr. ZIMMERMAN. That's correct.
Senator WILSON. That because of that temptation there may be
need for greater efforts to keep him honest.
Mr. ZIMMERMAN. Greater efforts to keep him honest and greater
efforts to make sure that the beneficiaries are receiving the appropriate level of care.
Senator WILSON. The thing I am having difficulty with is it
would seem to me that regardless of which system you used, you
have got to have a system that gives you the assurance that people
are receiving quality care and that there is not, in that connection,
fraud being committed by people being paid as providers for services they are not rendering, and I wouldn't think that the mechanism would be different, regardless of whether it is prospective or
retrospective reimbursement.
Mr. ZIMMERMAN. Whatever mechanism that would be used to
assess quality would obviously have to look at what kind of care
the patient is receiving and equate that to what the standards require.
So in that sense of the word there probably wouldn't be a difference.
I think all we are trying to highlight in the statement here is
that, again with the increased emphasis on prospective reimbursement and the inclination I believe that would take place for providers to try to keep their costs below the payment rate, there may be
a tendency on the part of those providers to skimp on the patient
care, which is usually the biggest part of nursing home costs.
Senator WILSON. GAO is recommending the prospective system,
did I understand that?
Mr. ZIMMERMAN. Well, we are in support of the concept of prospective reimbursement, not just in nursing homes but across the
whole industry.
Senator WILSON. To all providers.
Mr. ZIMMERMAN. Basically.
Senator WILSON. So what you are saying is, while you think
that's a good idea, it may involve some heavier burden and some
increased cost of inspection.
Mr. ZIMMERMAN. That's correct.
Senator WILSON. Is there any way that you can quantify that?
Mr. ZIMMERMAN. I can't, but maybe Mr. Iffert has some insight
into that.
Mr. IFFERT. Well, I think it would help to understand that the
inspections we are talking about, the annual surveys that the
States make of facilities, really don't measure quality of care as
you and I would talk about it and Mr. Marks was talking about it.
It measures the ability of the facility to deliver quality care. It focuses on things like fire safety, the number of nurses there. It is
facility specific; it is really not patient specific.
Now, there is another mechanism in the medicaid program required by 1903(g), which requires each State to have what they call
a utilization control program, where each of the nursing home patients is examined annually by professionals, either employed by
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the State or under contract to the State through medical societies,
or PSRO's, or whatever. And that really is your quality control
mechanism which is patient oriented, seeing that the patients, the
ones that are still there, were being provided care consistent with
the plan of care as required for each patient upon admission.
Quite frankly, we did not examine those reports in connection
with our review of Texas, so I can't really respond as to what went
wrong. But I am pointing out that there is a mechanism in the
Federal statute which is patient oriented. And maybe that needs to
be beefed up a little bit.
Senator WILSON. Do the States, in your experience, go beyond
what is required in the Federal regulations with respect to either
facility or patient standards?
Mr. IFFERT. Well, on the survey, the procedures are highly standardized, because-the standards for SNF's are the same with respect to medicare and medicaid-so the survey requirements are
highly s1tndardized.

On the utilization control mechanism that I was talking about,
there is more flexibility for the States as to how they do it. If they
don't do it at every home, then there are more or less financial
penalties that the Federal Government imposes on the State for
failure to comply with that provision.
Senator WILSON. What I am really driving at, in line with the
desire to see an improved system of monitoring, I am wondering
whether or not there is a uniformity, as between the States, in
termns of the procedures that they employ?
Mr. IFFERT. On the federally mandated inspections, I would say
"Yes." On the inspection function, I would say "Yes."
Senator WILSON. How about the overall question of determining
quality of care?
Mr. IFFERT. Then I would have to say simply, "No."

Senator WILSON. Have you addressed that with any specific recommendations for change?
Mr. IFFERT. I think the best way to answer that is in the past we
have compared the findings, in ICF's, that a survey inspector come
up with the findings that the team that was involved in evaluating
the needs of individual patients came up with that second part of
the system, and there were wide discrepancies in the findings of
both, so there were definitely an incompatibility there, and we
made some recommendations that were aimed at trying to eliminate that incompatibility. I don't know how successful we were.
Senator WILSON. Thank you.
Chairman HEINZ. Thank you. Senator Melcher.
Senator MELCHER. Is it fair to say, Mr. Zimmerman, that the

General Accounting Office recommendation for prospective payment is made out of a combination of improving the mechanics of
payment and also to bring about circumstances where costs are
held down?
Mr. ZIMMERMAN. I think, generally speaking, it has been suggest-

ed that the prospective payment systems do accomplish both.

Senator MELCHER. Well, it's been suggested, but the General Ac-

counting Office recommendation to the Congress is to make sure
that that is implemented, is in fact good, that you feel confident to
recommend it to Congress without just saying there is merit to it;
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you say, yes, we find enough merit in it to recommend to the Congress to make sure that it is done that way.
Mr. ZIMMERMAN. I am not sure that we made a recommendation
and based it on the specific points you have raised. However, let
me again refer the matter to Mr. Iffert and maybe he can recall
the basis for the position we took on prospective reimbursement.
Mr. IFFERT. Well, I think it was essentially supporting the idea of
moving away from the retrospective system that has been blamed,
I guess, for most of the ills in the health care business in terms of
rising costs, and moving to some sort of prospective system which
would attain the incentives of holding down costs.
But we have never come up with a specific formula or a specific
methodology for doing that.
Senator MELCHER. You are not at that point.
Mr. IFFERT. No, sir.
Senator MELCHER. I want to pursue that a little bit. Have you
reached the conclusion that there should he a national standard
price established for each diagnostic-related group?
Mr. ZIMMERMAN. I would say that we have not. As Mr. Iffert indicated to you, we have not taken a position on a proposal for prospective reimbursement.
Senator MELCHER. Because your work is incomplete?
Mr. ZIMMERMAN. Well, to be perfectly frank with you, we are
really waiting for the administration to come forward with its proposal before we will comment on it. I understand they have submitted a report; we are waiting for the actual proposal. At that point
in time I am quite sure the Office will offer comments on what we
think about it.
Senator MELCHER. Well, maybe we should have been ahead of
that and asked the General Accounting Office to make such an
evaluation without having to wait on the administration. But, be
that as it may, as I understand it, there will be a certain number of
diagnostic-related groups and a prospective payment will be made
based on a national payment. That has a certain amount of attraction to me, and I would like to be advised as quickly as possible
how the General Accounting Office finds the specific proposals.
Mr. ZIMMERMAN. Senator, we would be more than glad to convey
that information to you after we get a chance to look at the proposal.
Senator MELCHER. All right, thank you very much. Thank you,
Mr. Chairman.
Chairman HEINZ. Mr. Zimmerman, thank you very much. We appreciate your very helpful testimony.
[Subsequent to the hearing, Mr. Zimmerman submitted the following material related to prospective reimbursement:]
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UNITED STATUS GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

HUMAN RESOURCES
D/VISION

B-207300
MAY 10, 1982
The Honorable Bob Packwood
United States Senate
Dear Senator Packwood:
Subject:

Information on Prospective.Reimbursement
Systems (GAO/HRD-82-73)

sour January.6, 1982, letter posed three questions relative
to the use of a prospective reimbursement system under Medicare.
Specifically: What savings could be achieved? Which Government
procurement policies would be appropriate under such a system?
And how do various procurement policies handle payments for
profit
and property-related costs? Briefly stated, our responses
to these questions are:
--Prospective reimbursement is more a concept than a system.
A particular set of rules to pay providers prospectively
could be designed to achieve almost any level of program
savings desired.
Of course, there is a point when a reduction in reimbursement could adversely affect access
to care and/or quality of care. Also, if the prospective
reimbursement does not apply to all payers, a facility
can have an incentive to shift costs to non-covered
payers.
-Currently, Medicare reimbursements are based on principles very similar to those used by the Government to
negotiate the purchase of other goods and services.
Medicare would need to continue using these.or similar
principles under a prospective reimbursement system
if such a system were to have any assurance that reasonable payments are made.
-In general, Government procurement policies recognize
property-related costs as part of the cost of doing
business and recognize it through depreciation payments. Whether or not profit is specifically addressed
normally depends on the type of contract.
Firm fixed
price contracts resulting from advertised procurement
actions normally would not specifically address profits
while negotiated cost-plus-a-fixed-fee contracts would.
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Our analOur detailed responses to your questions follow.
ysis was based primarily on a review of existing Department of
Health and Human Services (HHS) and GAO studies, Government contract procurement policies, and Medicare reimbursement regulations and guidelines.
Because Medicaid is the primary payer of
nursing homes, we used State reimbursement systems as examples
in the report.
Also, we held discussions with officials of the
administering agency within HHS-the Health Care Financing
Administration (HCFA).
As instructed by your office, our response is limited to reimbursement for hospitals and nursing
homes.
Our work was performed in accordance with the Comptroller
General's current standards for audit of governmental organizations, programs, activities, and functions.
HOW MUCH CAN A PROSPECTIVE
REIMBURSEMENT SYSTEM SAVE?
Medicare currently pays most hospitals and nursing homes
on a retrospective cost basis; that is, at the end of a period
(usually a year) a facility's actual reasonable and allowable
costs of providing care to Medicare patients are determined and
payments made during the year are adjusted to equal that amount.
Under a prospective reimbursement system, Medicare would determine before the services are provided the amount or rate it
would pay a facility to provide care.
Under prospective reimbursement systems, facilities normally
retain as profit all or part of payments received which exceed
costs and normally suffer a loss if costs exceed payments.
In
theory, a prospective system provides incentives to facilities
to be efficient because (1) they know in advance how much they
will be paid and that they will suffer a loss if costs are higher
and (2) they can make a profit if their costs are below the
amount of payments they will receive.
Medicare has participated
in several localities' prospective reimbursement systems on an
experimental basis.
The results of these experiments continue
to be evaluated.
A prospective system can be designed to achieve almost any
level of program savings desired by selecting the appropriate
set of rules. However, there is a point when a reduction in reimbursement could adversely affect access to and/or quality of care
for beneficiaries.
Also, if the prospective reimbursement does
not apply to all payers, a facility can have an incentive to shift
costs to non-covered payers.
A number of States have established prospective reimbursement systems for hospitals.
In establishing these systems, the
specific techniques used vary but can be classified broadly as
budget-review, formula, and negotiation.
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--Under the budget-review approach, the
evaluates the projected annual budget
of each hospital and sets or approves
using the criteria established by the

reviewing agency
and rate schedules
the budget and rates
reviewing agency.

-- The formula method uses a formula or group of formulas to
determine the appropriate reimbursement rate for a facility.
Formulas include those using averages, indices, or projections of established cost trends. New prospective rates
or rate changes are usually computed annually and may be
derived by adding a standard percentage to an institution's
base rate or by relating the rates to one or more indices
that reflect various rates of cost increase in the general
economy.
-- The negotiation method usually begins with a budget-review
or a formula-derived rate, followed by negotiations between
the hospital and the ratesetting authority.
Many States pay nursing homes a fixed per diem rate established on a prospective basis for the care of Medicaid patients.
States use various techniques, some of which are very complex, to
develop the rates of payment. Some States have established uniform
rates by type of facility or level of care while others have established rates on the basis of additional characteristics, such as
nursing home size and location. Examples of the techniques used
are as follows:
--In Texas, the rates by type of facility (SNF--skilled nursing facility, ICF- intermediate care facility) are developed
based on the allowable costs for patient care, dietary, facility, and administration. The State arrays the patient
care costs by type of facility and sets the costs of the facility at the 60th percentile as the patient care subrate.
Using the same procedure, separate subrates applicable to all
types of facilities are developed for dietary, facility, and
administrative costs. The sum of the four subrates becomes
the statewide rate for each type of facility.
--California establishes rates for SNFs based on the 50th
percentile of the costs of facilities arrayed by several
bed size groups and regions within the State. ICFs receive
80.5 percent of the SNF rate for the applicable bed size
group. Special amounts are added to the rates for facilities providing special services to the mentally disordered
and separate rates are established for the developmentally
disabled.
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-- In Minnesota, prospective payment is based on each facility's cost experience plus its projected cost increases.
The maximum amount payable is limited to 125 percent of
the average costs of facilities providing the same level
of care, with the same type of ownership, and within the
same region of the State.
Setting a rate in advance (prospective reimbursement) theoretically provides a health care provider the incentives to better
plan and manage because it knows the amount it will receive and
that it will suffer a loss if it exceeds that amount.
Conversely,
under a retrospective system, planning and management is said to
be less important because final payment reflects the actual costs
incurred with little
consideration of whether the costs were incurred economically or efficiently.
However, Medicare's present
retrospective system does contain some features which should
provide an incentive to be efficient.
Section 223 of the Social Security Amendments of 1972 authorizes the Secretary of BHS to prospectively establish limits
*- * - on the direct Or indirect overall incurred
costs or incurred costs of specific items or
services or groups of items or services to be
recognized as reasonable based on estimates of
the costs necessary in the efficient delivery
of needed health services to individuals covered
by the insurance programs established under this
title.'
Using this authority, the Secretary has established prospective
maximum amounts Medicare will pay for hospital per diem costs,
home health visits, and skilled nursing home care.
Regarding the certainty of payment amount issue, retrospective adjustments to rates established under a prospective reimbursement system have taken place.
For example, in Maryland and
Washington, periodic adjustments are made if projected hospital
revenues and expenses substantially increase or decrease beyond
what was projected.
Also, in New York State, where a prospective
ratesetting system has been implemented for a private insurer
and Medicaid:
'the typical hospital experienced approximately
seven rate changes in 1974, six rate changes in
1975, and five rate changes in 1978 for its
inpatient care activities. Thus, it appears
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that the implied benefits of prospective reimbursement were eroded by the frequency of the
rate changes.' 1/
Several studies have been made of prospective reimbursement
systems and all have discussed differences in how these systems
are implemented.
In August 1980, HCFA's Office of Research,
Demonstrations, and Statistics published a report entitled The
National Hospital Rate-Setting Study: A Comparative Review of
Nine Prospective Rate-Setting Programs.'
The report pointed
out that prospective reimbursement systems can and do vary
greatly from State to State. Also, the report stated that:
'Rising Medicaid budgets and insurance premiums
were the two primary reasons for adoption.
Secondary objectives for adoption were to reduce
payer cross-subsidization and to demonstrate a
viable, decentralized, nonfederal approach to
hospital regulation.
The greater the perceived financial crisis in
Medicaid budgets and insurance premiums, the
greater the authority vested in the ratesetting body.
The political orientation of states toward
government regulation influenced the type of
program adopted: the more laissez-faire,
antiregulation the state, the more decentralized and voluntary the approach.'
In a September 1980 report to the Congress, we made a comparison of States using retrospective reimbursement systems with
those States using various types of prospective systems.
The
report is entitled 'Rising Hospital Costs Can Be Restrained by
Regulating Payments and Improving Management' (HRD-80-72,
Sept. 19, 1980).
For the years 1975-77, the average expenditures
per case for all community hospitals increased 14.9 percent
annually; for States having retrospective systems, the annual
rate of increase was 17.9 percent, and for States using a prospective system, the expenditures increased on the average 13.9
percent per year.

L/Ruchlin, Hirsch S. and Rosen, Harry M. The Process of Hospital
Rate Regulation:
The New York Experience,'
Inquiry, Vol. 18,
No. 1, Spring 1981.
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We concluded that while the hospital expenses per case
continued to grow in all States in recent years, the rate of
increase had generally been lower in States with prospective
This lower growth rate suggested that
ratesetting programs.
the ratesetting programs had successfully diminished the cost
In some States, the rates of increase in
escalation spiral.
This was especially
hospital costs had dropped dramatically.
true for States with mandatory-regulatory-type 1/ prospective
Thus, it appeared that the mandatoryratesetting programs.
regulatory-type program offered the greatest potential for
controlling hospital costs.
A more recent study published in the iHealth Care Financing Review/Winter 1981" also shows differences in prospective
reimbursement systems and that they have had some success in
reducing hospital expenditures. The study-entitled 'An Analysis
of the Effects of Prospective Reimbursement Programs on Hospital
Expenditures-concludes that
'The statistical evidence indicates that some PR
(prospective reimbursement) programs have been
successful in reducing hospital expenditures per
patient day, per admission, and per capita.
Eight programs--in Arizona, Connecticut, Maryland,
Massachusetts, Minnesota, New Jersey, New York,
and Rhode Island-have reduced the rate of increase in expenses by 2 percentage points or
more per year and, in some cases, by as much as
There are indications,
4 to 6 percentage points.
although less strong, that PR programs also reduced expenses in Indiana, Kentucky, Washington,
western Pennsylvania, and Wisconsin. There are
no indications of cost reductions for programs
in Colorado and Nebraska.
'An analysis of the relative effectiveness of
the various programs suggests that mandatory
programs have a significantly higher probability
of influencing hospital behavior than do volunSome voluntary programs, however,
tary programs.
are shown to be effective.'
l/Mandatory-regulatory indicates that the program was created
to comply with the requirements of a State governmental act
or resolution either distinct from or as an addition to an
Such programs have the authority to determine
existing law.
or alter rates, charges, costs, or revenue of a health care
institution.
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The study cautioned, however, that only part of the evidence
that deals with the effects of prospective reimbursement has
been examined and that the results must be considered preliminary.
With respect to nursing homes, in October 1981, the Office
of Research, Demonstrations, and Statistics published a report
on prospective reimbursement entitled *An Overview of Medicaid
Nursing Home Reimbursement in Seven States.'
The report examines
the experience of seven States using prospective reimbursement
and while it does not estimate any savings, the report again
provides considerable insight to the widely varying ways that
a prospective reimbursement system can be implemented.
Also,
among other things, the study concluded:
** * * although reimbursement procedures are technical in nature and replete with specific accounting procedures and reports, they are, in fact, the
end result of political decisions made by the state
with or without the involvement of the industry.
* * * designating a syszem prospective or retrospective provides not only incomplete but often
misleading descriptions of payment system.
Both a
facility independent system without adjustments
(e.g., a flat rate) and a facility specific system with a host of pass throughs, exceptions and
adjustments can be termed prospective although the
latter in fact bears closer resemblance to a retrospective payment method because it makes such large
allowances for costs incurred after the fact.'
WHICH GOVERNMENT PROCUREMENT
POLICIES COULD BE APPLIED TO MEDICARE?
Although Medicare reimbursements are based on principles
very similar to those used by the Government to negotiate the
purchase of other goods and services, they differ in some cases
because of program differences.
Medicare would need to continue
using similar principles under a prospective reimbursement system
if such a system were to have any assurance that reasonable payments are made. This is because reasonable prospective rates can
only be set based on a knowledge of current reasonable costs of
efficient and economic providers.
Therefore, a set of rules
establishing what constitutes reasonable costs would still be
necessary.
The Federal Procurement Regulations (FPR) are issued by the
General Services Administration and are contained in chapter 1
of subtitle A of title 41 of the Code of Federal Regulations
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(CFR)--Public Contracts and Property Management. Chapters 2
through 49 of subtitle A contain procurement regulations issued
by individual government agencies which implement and supplement
Chapter 3 contains these for HBS programs.
the FPR.
The Medicare law states that providers of health services 1/
The implementing regshall be reimbursed 'reasonable costs.'
ulations are contained in 42 CFR 405 subpart D-Principles of
Reimbursement for Provider Costs and for Services by HospitalAdditional program guidance is provided in
Based Physicians.
As a condition of parMedicare's Provider Reimbursement Manual.
ticipation in the Medicare program, providers of health services
This
agree to abide by applicable Medicare laws and regulations.
'provider agreement' in effect could be viewed as a 'contract'
between the Medicare program and health care providers.
A general comparison of the FPR with Medicare's reimburseFor example,
ment regulations shows a great deal of similarity.
both provide that cost be reasonable and related to the activity
at hand and both allow certain costs while disallowing others.
Some differences exist between the two. The FPR, for example,
Conversely, Meddo not allow interest or bad debts' expense.
icare allows interest expense, and allows.bad debts to the extent that they result from Medicare patients' failure to pay
deductible and coinsurance amounts.
The similarities and differences between Medicare and the
FPR with respect to the recognition of profit and depreciation
are discussed below.
HOW ARE PROFIT AND PROPERTYRELATED COSTS HANDLED UNDER
VARIOUS PROCUREMENT POLICIES?
Generally, both Government procurement policies and Medicare allow profit for proprietary organizations. Also, both
recognize property-related costs as part of the cost of doing
business and allow reimbursement for depreciation,
Profit or return on
owner's equity
Under Medicare, for-profit health care providers are allowed
Equity return is computed at 1-1/2
a return on owner's equity.
times the average rate of interest on obligations held by
I/Providers of service are defined as consisting of hospitals,
skilled nursing facilities, and home health agencies.

8

.53
Medicare's Hospital Insurance Trust Fund. This rate is applied
to the provider's equity capital which generally consists of the
provider's investment in plant, property, and equipment less
depreciation, and working capital maintained for the operation
of patient care activities. The current rate used in the equity
capital computation is about 20 percent. Also, in recent years,
some nonprofit hospitals have attempted to obtain reimbursement
for a return on equity; however, they have not been successful.
Several cases are currently being appealed in the courts on this
issue.

The FPR allow profit organizations a profit on negotiated
fixed-price and cost-reimbursement contracts. The amount of the
profit allowed is largely left to the discretion of the contracting officer; however, he/she is required to consider such factors
as contractor efficiency, difficulty and nature of the work, and
total investment required.
Depreciation
Under the FPR, depreciation is generally based on the acquisition cost of the asset or the fair market value of a donated
asset at the time of the donation. Commercial firms may use any
depreciation method that is acceptable for Federal income tax
purposes.
The Medicare regulations provide that the asset value be
based on the historical or acquisition cost, except that historical cost cannot exceed (1) current reproduction cost less
straight-line depreciation or (2) fair market value at the time
of purchase. 1/ The regulations generally provide for using
only the stralight-line method of depreciation. Assets purchased
before August 1, 1970, may be depreciated on an accelerated
basis.

Accelerated depreciation for assets acquired on or after
August 1, 1970, may be authorized only where the cash flow
from depreciation on the provider's total assets does not supply funds sufficient to meet the amortization of a reasonable
amount of principal on debts related to the total depreciable
assets.
A major difference between the FPR and the Medicare regulations for determining the basis of depreciation is that, while
l/Providers can also depreciate assets donated to them. Similar
rules apply to the valuation of such assets for depreciation
purposes.
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the FPR use acquisition costs, Medicare uses historical cost
limited to current reproduction cost less straight-line depreciation or fair market value at the time of purchase. Before
1970 the Medicare basis for depreciation was the lower of (1)
cost or (2) fair market value at the time of purchase. The regulations were revised, however, to add current reproduction
cost less straight-line depreciation at the time of purchase
as a criterion for limiting the basis for computing future
depreciation. This criterion was established in recognition
of the hbgher program costs that resulted when facilities were
sold for prices substantially exceeding the selling providers'
costs.

On February 2, 1982, before the Subcommittee on Health,
House Committee on Ways and Means, HCFA's Associate Administrator
for Policy summarized HCFA's views on the shortcomings of retrospective reimbursement and expressed the hope that a viable prospective system could be developed. She stated:
'This Administration is philosophically opposed
to retrospective cost reimbursement. The present
system of cost reimbursement of hospitals and
skilled nursing facilities for services provided
to Medicare beneficiaries stifles competition,
carries with it the need for extensive Federal
regulation, and is a major factor in the rapid
growth of health care costs. In large part, the
system of retrospective cost reimbursement has
been one of the major contributors to thS high
rate of inflation.
'We are working to design a system of prospective reimbursement, but this is a difficult and
complicated process and it will take time to
develop. We are working with a variety of both
internal and external groups to develop new approaches to reimbursement, and we would certainly
welcome this Committee's advice and suggestions.'
Along these lines, the Administrator of HCFA received a
report from a Task Force she established to study various options with respect to establishing a prospective reimbursement
system for Medicare's hospital and skilled nursing benefit. The
options presented are now being reviewed by the Administrator.
As requested by your office, we did not obtain comments from
HHS on this report. As agreed with your office, we plan no
further distribution of this report until 30 days from its issue
date. At that time, we will send copies to interested parties
and make copies available to others upon request.
Sincerely yours,

Girec
Director

r
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Chairman HEINZ. If Senator Bradley were here, he would be
pleased to know that our next witnesses are from New Jersey.
Marc Allen and Dennis Duffy.
STATEMENTS OF B. MARC ALLEN, EXECUTIVE DIRECTOR, ESSEX
PHYSICIANS REVIEW ORGANIZATION, INC., SOUTH ORANGE,
NJ.; AND DENNIS J. DUFFY, EXECUTIVE DIRECTOR, SUBURBAN
MEDICAL REVIEW ASSOCIATION, INC., KENILWORTH, N.J.
Mr. ALLEN. Thank you, Mr. Chairman. My name is Marc Allen, I
am the executive director of the Essex Physicians Review Organization in South Orange, N.J. My associate is Dennis Duffy, executive director of Suburban Medical Review, located in Kenilworth,

N.J.
The Essex Physicians Review Organization and the Suburban
Medical Review Association are federally designated professional
stndards rew
urganizations under Public Law 92-603, and are

designated as utilization review organizations under chapter 83 of

Public Law 78 of the statutes of the State of New Jersey. It is our
responsibility to review medicare inpatients under the Federal statute, and all other patients entering New Jersey hospitals under
State statutes, to determine appropriateness of care, lengths of
stay, services rendered, with emphasis on quality of care, and to determine whether the hospital level of care is the most appropriate
and economic setting.
The two PSRO's we represent have over 2,000 physician members representing 70 percent of the actively practicing M.D.'s and
D.O.'s in our service area. Our counties comprise a mix of urban
and suburban populations with many cities and towns. There are
over 1½2 million people served, 27 hospitals, and approximately
175,000 medicare eligibles in the two-county area.
We have been reviewing medicare patients since 1976, and, as of
this time, have reviewed approximately one-half million discharges
of same, and 1 million patients in total. Statewide, throughout New
Jersey, there are eight PSRO's reviewing all patients in approximately 100 hospitals. The combined program is now reviewing 1.2
million cases annually and has physician membership and involvement of approximately 6,500.
With the passage of the Tax Equity and Fiscal Responsibility Act
of 1982, including the peer review improvement section, the Essex
Physicians Review and the Suburban Medical Review are preparing for the implementation of that program by pursuing plans to
merge with one or more other local PSRO's into a more cost-efficient administrative structure for review. We anticipate and hope
to save the Health Care Finance Administration an additional 25
percent of our administrative costs and overhead of our grant
through this consolidation.
The New Jersey PSRO's expanded their role beyond the traditional review of medicare and medicaid in 1981, with the implementation of the New Jersey prospective reimbursement by the
case regulations. That regulation included a requirement for utilization review of all patients in New Jersey hospitals by an organization that looks very much like a PSRO, or a peer review organization, a PRO. In New Jersey, there is another acronym-they call
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us utilization review organizations, and we have been reviewing patients of all pay sources in all hospitals in New Jersey as they
come into the reimbursement mechanism.
It is well known that the prospective by-the-case reimbursement
system envisioned by Health Care Financing Administration
changes incentives to hospitals and physicians with regard to the
delivery of health care, as opposed to the reasonable-cost reimbursement system now in effect. It will no longer be in the best interest of the hospital to render more services so as to receive more
reimbursement. On the contrary, the incentive is for the hospital
to restrict services to a minimum because it will receive the price
per case regardless of the length of stay or the resources consumed.
Obviously, it is the intent of HCFA to reduce hospital expenditures within the medicare program. The trick is, however, to make
sure these services are reduced only to the appropriate minimum
and not below that line. Only local physician-directed peer review
can assure that that line will not be crossed.
We, as experts in utilization review and quality assurance, are
concerned that a climate will be created in which three situations
might occur. The first is the possibility that questionable or unnecessary admissions will be encouraged by hospitals or physicians in
order to receive the price per case available for any patient admitted within a given DRG. The second is the reduction or deprivation of quality of care caused by the lessening of needed resource
consumption or hospital ancillary services, as we call them, in
order to maximize profit-per-case reimbursement. The third fear is
the manipulation of diagnosis coding and DRG assignment so as to
maximize reimbursement beyond what might be expected. You
may have heard of this phenomenon in the literature-it is called
"DRG creep."
In New Jersey, we have already begun to address these changing
incentives and influences through our concurrent physician-directed utilization review program. Because of the quality, the integrity,
and the honesty of the review process by local physicians, these
three fears do not appear to be coming to pass. We are afraid to
consider what the situation might be without the mandated peer
review.
Our system utilizes nurse review coordinators and physician
review advisers who are basically volunteers from the active M.D.'s
and D.O.'s in the community who review on a daily basis the medicare cases while they are in the hospital.
The review process includes review for the necessity of admission
and continued stay as well as the review for the use of services,
such hospital ancillaries as laboratory, X-ray, physical therapy, inhalation therapy, surgical procedures, and others, with special attention to over- and underutilization of those services.
This combined utilization and quality assessment approach clearly identifies unnecessary services and poor quality of care, and
gives opportunity for the immediate correction of same.
It is not uncommon, through the process described, to identify
patterns, for example, of unnecessary surgery, such as many D&C's
found to be performed and later determined to be unnecessary and
of marginal value, and these have been stopped. In fact, our physician reviewers have on occasion come to be considered consultants
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by attending physicians who frequently seek input on the management of their cases.
My colleague will now review various specifics of the process and
will cite examples of our quality-assurance activities.
Chairman HEINZ. Mr. Duffy.
Mr. DuFFY. I would like to describe briefly our review system
and demonstrate how we assess the quality of care.
As soon as a patient is admitted to a hospital, one of our nurse
coordinators reviews the case, using criteria established by local
physicians. If the admission is questionable, the coordinator refers
it to a physician adviser who will review for necessity and quality
of care. The physician can then either approve it for admission and
continued stay in the hospital or deny benefits after discussing the
case with the attending physician.
This activity has both a direct and sentinel effect on the appropriateness and quality of care rendered at the g4iven institution.
Some critics say this peer interaction could be replaced by fiscalintermediary computer analysis. This, simply, is not the case. This
instant concurrent peer review is more palatable to the medicare
beneficiaries due solely to its timeliness, and the attending physicians appreciate the direct peer contact instead of computer and
clerical analysis.
Pertinent to the foregoing, both EPRO and the SMRA have just
demonstrated in 1981-82 comparisons, reductions in admissions
and in their rate of increase for both the medicare and medicaid
programs.
Under New Jersey's DRG payment system, there has been a fear
of deprivation of the quality of medical care due to the new reimbursement incentives. Our review organizations have developed
three types of quality-of-care review.
The first is formal quality review studies, performed by physician
specialty committees on topics which are either known problems or
suspected problems. An example would be a study we did on bilateral cataract surgery. The ophthalmologists on the committee
set the criteria and, after detailed review of over 700 charts during
the study and restudy, found one physician who was performing simultaneous bilateral cataract surgery, which presents high risk of
infection and blindness to both eyes. The committee dealt with the
physician involved and he has ceased performing this type of procedure.
Since no one died or became dangerously ill due to this procedure, computerized review would not have picked up the problem.
Our organizations also perform special quality studies, which are
conducted on specific topics for a limited period of time. An example is an in-depth analysis of the increasing postoperative respiratory complication rate in cholecystectomy patients, which was studied by our physicians and nurses during 1982. The study revealed a
12-percent documented rate of postoperative complications such as
pneumonia occurring in high-risk patients. Corrective action included continuing education programs for physicians to instruct
them in proper identification of high-risk patients, performance of
pre-op pulmonary evaluation and prompt delivery of respiratory
therapy when clinically indicated. Followup monitoring will occur
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during early 1983 to ascertain the effectiveness of programs established.
We also conduct concurrent quality assurance studies. Recently
we reviewed cholecystectomy, abdominal and vaginal hysterectomy,
and permanent pacemaker insertion.
Overall the studies revealed compliance with quality and necessity criteria, but some problems were revealed at two hospitals and
these issues will be addressed during 1983.
Another fear of the DRG payment system is "DRG creep," or
miscoding and manipulation of the diagnosis and/or the DRG. We
deal with this situation by review and validation of DRG assignment during hospital monitoring visits and DRG appeal hearings.
An extreme example is the case of a hospital coding DRG 121,
acute myocardial infarction, which would reimburse the hospital
the amount of $6,672.50. Our followup validation resulted in a
change to DRG 132, congestive heart failure, which carries a $2,363
price tag, a difference of $4,300. The key to this program is physician chart review, and then the remapping of the DRG based on
the physician review.
It is clear through the testimony and supporting documentation
we are leaving you that PSRO's or PRO's have developed the necessary expertise and programs to address the proposed medicare
payment system. I
An anecdote that might crystallize the need for peer review is
the case reported in this past Saturday's issue of the New York
Times. It described a concern about the high death rate of heart
patients who underwent surgery at an Air Force hospital in Texas.
Federal law precludes PSRO's from reviewing in military hospitals.
The report stated that cardiologists at the hospital were concerned
over a particular physician's performance, and they maintained
records showing that 44 percent of his patients died from 1974 to
1977, as compared with a 9-percent rate for the other physicians. It
is not inconceivable to assume that PSRO concurrent review and
quality assurance would have identified and validated the problem
and prevented a recurrence in a timely fashion.
Leaving you with that note in mind, we thank you for the opportunity to appear before your committee, and we will be glad to
answer some questions.
Chairman HEINZ. Mr. Allen, Mr. Duffy, thank you very much.
We are going to hear from Carolyne Davis, the administrator of
HCFA, in a few minutes. She was kind enough to give us her prepared remarks yesterday. I have had a chance to review them.
In those remarks, she, as I understand them, maintains that
under a prospective system that quality can be maintained by improved hospital conditions of participation, first, and, second, increased admission monitoring by HCFA staff and fiscal intermediaries.
You have really testified to the contrary, that it is going to take
PSRO's, which the administration, of course, in the budget they
sent down earlier this week, has proposed to zero out of the Federal budget.
' See appendix, item 1, page 105.
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Why, in your own words, do you believe Dr. Davis is mistaken
and is mistaking the ability of HCFA, of computers, and of improved conditions of hospital participation, to address the issues of
quality assurance?
Mr. DUFFY. One thing we have discovered over the years is that
you can't wait for an admission pattern to develop. You need data
available to you immediately. I am not quite sure, but I imagine
HCFA's data will be basically the same what they have now, which
takes quite some time to collect and process through.
In addition to the data lag problem, I think the intermediaries
would need quite a bit of funding to begin to perform this task, because at least the one in our State is completely underfunded for
the tasks they are presently performing.
Put all that aside, the important thing is you have got to have
physicians looking at other physicians. Everything we heard today
about the care in that nursing home-there have got to be health
care nr fi szionals fromp the outside looking into a health care facility. It works.
Mr. ALLEN. HCFA, or its predecessor, and its fiscal intermediary
system were responsible for review from the enactment of medicare
in 1966 until Senator Bennett's amendment implementing medicare PSRO in 1972. The Senate itself judged fiscal intermediary
review to have failed and looked for a local physician-directed program.
It failed in the past because funding was inadequate, data was
poor or questionable, and the relationships that type of audit created with the providers and the beneficiaries didn't work. It created problems. There was retrospective review, retrospective
denial.
The fact that PSRO programs were implemented, that physicians
have their cases discussed on a concurrent basis, that patients are
aware on a concurrent basis whether or not their care is to be reimbursed, et cetera, points to the success of the peer review, concurrent peer review program as opposed to that.
Chairman HEINZ. What about the idea of linking this function to
the fiscal intermediary?
Mr. DUFFY. The review function?
Chairman HEINZ. Peer review, yes-or review.
Mr. DUFFY. Well, it would get back to unfortunately what Marc
just described, the old situation, which at that time someone
thought was ineffective. That is why they created PSRO's.
Chairman HEINZ. Thinking now about a prospective system as
opposed to the previous system, is there any difference here? Do
you think the quality assessment incentives for the fiscal intermediary under prospective reimbursement are stronger or weaker?
Mr. ALLEN. Well, if I might, I am not sure that the incentives
change to the fiscal intermediary one way or the other. I think the
issue becomes the ability to implement the system that works.
Now, it seems to us that everybody has pretty much decided that
concurrent and peer review is preferable; it is simply a matter as
to who should do it and how it should be funded.
If the function were turned over to the fiscal intermediaries,
they would have to replicate the system we have put into place.

60
The credibility of their system would be questionable insofar as
the physicians doing the review would then become consultants to
the insurance company or employees of the insurance company,
and this is something that organized medicine and physicians in
general have opposed.
Chairman HEINZ. Very well, one last question before I yield to
Senator Wilson. We did an investigation of pacemakers in this committee about 4 or 5 months ago. What we discovered in the committee was, of the $2 billion annually which medicare reimburses providers for pacemakers, that perhaps as much as one-half of that
amount, $1 billion a year out of a $60 or $65 billion medicare program is spent unnecessarily due to improper utilization, overpayments, a variety of very wasteful, and on occasion, dangerous practices.
What does New Jersey reimburse for this procedure and how
does the DRG assist in the necessity or appropriateness of diagnosis
here?
Mr. DUFFY. I have no idea what they would be reimbursed for
that particular procedure.
Chairman HEINZ. We would be interested in following up with
you on that to see if you are the exception to what looked like a
pretty sloppy rule.
Mr. DUFFY. There is the view that there is unnecessary use of at
least temporary pacemakers in emergency rooms and things like
that. That was the study we were referring to, and when we complete it we will be glad to send it to you.
Chairman HEINZ. When do you anticipate that study will be completed?
Mr. ALLEN. Hopefully before the summer. It's a restudy of the
initial study. We found the data that we were looking for; now we
are going to see what the impact was.
Chairman HEINZ. All right, I don't think there are any other
questions. Thank you both very much, you have been extremely
helpful.
Our next witness is Carolyne Davis, the Administrator of the
Health Care Financing Administration.
Carolyne, thank you very much for your patience. Our hearing is
running, as you know, behind schedule, and I apologize for any inconvenience it may have occasioned.
Please proceed. If you wouldn't mind, I think we would benefit
from you introducing your associates at the table.
STATEMENT OF DR. CAROLYNE K. DAVIS, WASHINGTON, D.C., ADMINISTRATOR, HEALTH CARE FINANCING ADMINISTRATION,
DEPARTMENT OF HEALTH AND HUMAN SERVICES; ACCOMPANIED BY DANIEL BOURQUE, DEPUTY ADMINISTRATOR; MARTIN
KAPPERT, DEPUTY ASSOCIATE ADMINISTRATOR FOR OPERATIONS; AND PATRICE FEINSTEIN, ASSOCIATE ADMINISTRATOR FOR POLICY
Dr. DAVIS. Certainly, I would be happy to. I am very pleased that

you have asked us to be here today to reflect on our prospective
payment system under medicare for hospitals, particularly to reflect upon how it impacts on the quality assurance aspects.
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On my left is Patrice Feinstein, who is Associate Administrator
for Policy; on my right is the Deputy Administrator, Daniel Bourque; and to his right is our Deputy Associate Administrator for Operations, Martin Kappert.
Let me begin by trying to go quickly over what our prospective
proposal is.
First of all, it is a proposal that is developed for medicare only,
and it is for inpatient hospital services. We have developed it with
a diagnosis-related group, which means that we will have specific
payment rates for each of 467 diagnostically related groups. These
groups will be adjusted by a regional wage factor.
Now, what this really means is that any hospital within, let's
say, the city of Baltimore, would be getting the same rate, the
same basic rate, for that DRG, because they are in the same regional wage area.
These would be adjusted by an annual update, and we would
take into consideration inflation within the hospital market basket,
technology development, and productivity.
For a few variables, we would allow passthroughs. One would be
capital, and the other would be medical education.
Chairman HEINZ. That would be based on more or less the same
method we have now of reasonable costs.
Dr. DAVIS. We didn't want to put those into our diagnosis rate, so
we will simply recognize what is current practice and will simply
pass that right through.
So, to the degree that an individual hospital has a difference in
terms of its current medical education costs and its current capital,
then its actual final reimbursement would indeed include both its
DRG rate payments and the capital and medical education costs.
There would be variation within a city, but it would be based upon
these passthroughs.
Additionally, we have felt that we need to recognize the fact that
occasionally there are cases that are atypical and the patient may
stay for a long period of time. We do not want to penalize the hospital for the small number of those cases, and we have declared
that some of those will be atypical cases and we will recognize that
in a payment for what we call outliers.
In addition, because our data base was on the basis of a few hospitals, we will exclude long-term hospitals, pediatric hospitals, and
psychiatric hospitals, because, again, our data base did not include
them.
I might say that our data for this was developed over an extensive period of time of some 10 years of study.
We also believe very strongly that there should be an incentive
for the hospital. The incentive really is that our payment is in full
if they can bring their costs in under the prospective rate. We do
not intend to take back anything; we will recognize their efficiency.
In other words, they get to keep the entire payment.
We will, however, prohibit against charging the beneficiaries
anything additionally beyond what is allowable by law in terms of
deductible and copayments.
One of our major aims, of course, is to reduce the administrative
cost burden, because we find that the cost reporting burden right
now is about 3,000 hours of time for each and every hospital. We
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believe that we can significantly streamline that burden. We can't
do away with it totally, because we do have to have outpatient
services, capital, and medical education still on a cost basis. But we
will reduce it significantly, which will obviously then give the institution additional dollars to move resources into their patient care
component.
Last, it will be budget neutral. We intend to have the same dollars applied to the prospective payment proposal as they were to
the Tax Equity and Fiscal Responsibility Act-TEFRA-so that in
terms of one system or another, it is a budget-neutral system.
Now if I could move to your concern for quality of care, which
we also share with you. Recently we completed our preliminary
work in relationship to one measure of quality of care. Because of
our concern, we commissioned a rather long and expensive study
several years ago looking at quality of care in various States with
prospective payment systems.
We used a very large sample, and we have roughly 6 years'
worth of research, from 1974 to 1979, because we wanted to assure
ourselves that we would get the trend lines prior to prospective
payment in addition to the time for prospective payment development in the various States.
We sampled roughly 2,700 hospitals and about 700,000 discharges, so you can see it was a very expensive sampling technique.
I might say that this was an extensive long-term study; we spent
about $5 million on it. The preliminary results have been reported
at one of the professional association meetings. Our final study will
be concluded and will be available for Congress during the summer
months.
In the study, we asked very clearly that cases be identified which
would be the ones that would have the most adverse outcomes; in
other words, the sickest cases were picked. And so a panel of physicians and hospital administrators identified roughly 59 diagnoses,
such as a stroke, a heart attack, or a severe burn-those diagnoses
that we felt would be the first to show an indication of a diminution in quality.
We felt that if those diagnoses didn't show it, then other ones
that were less critical or less serious probably would not show it
either.

There was a diversity in programs. We had 11 separate programs
that were examined, all of which had constrained costs, whether
from an individual budget review, a case rate, or what have you.
Finally, they were adjusted for the severity of the hospital case
mix in order to preclude a clouding of results.
Now, in terms of the indicators that we used, we looked at patient outcomes. We felt that there were several measures of patient
outcomes that should be looked at. Inpatient hospital fatality rates
and what we call our composite fatality rate, which meant we went
beyond the hospital stay and looked at what occurred in the first
90 days after the individual patient went home. I might say that
all our patients who were examined were part of the medicare
sample, so they were the same population that we would be covering now.
We also looked at the readmission rate. And then, finally, as another measure, we looked at the number of registered nurses per
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bed, because there have been some presumptions that perhaps the
number of registered nurses might be concentrated downward to
stay within the cost constraints.
May I just very briefly show you what we found? In terms of
those cases that were the most sensitive-in other words, again,
those that had the highest possibility of having a fatality-we
picked the most severe ones, you can see that over the years, keeping in mind that roughly 1975, 1976, and 1977, were the beginning
years of prospective payments, that the trend line is downward
both in our control sample and in our actual sample of those that
had a prospective review system.
Now, if you adjust these for the higher case mix that was prominent in the prospectively rated States, you will find that the two
lines actually converge.
Ch-rmainariHr z. NOW, on your charts, the blue line is-both
lines are medicare, the blue line is in the States that have a prospective method of payment, and-Dr. DAVIS. And the other is in the States that have control.
Chairman HEINZ. Now, what States would those be for medicare?
Dr. DAVIS. Some of the States would be Massachusetts, New
York-Ms. FEINSTEIN. Western Pennsylvania, New Jersey, Arizona, Connecticut, Minnesota, Nebraska, Washington, Rhode Island, and
Wisconsin.
Chairman HEINZ. About a dozen States or large metro areas such
as western Pennsylvania.
Dr. DAVIS. Yes; that is correct. Again, in terms of looking at
readmission rates, there was no significant difference between the
control and the prospective payment, again recognizing that we
had to collapse these back down to recognize the case mix. Once
you do that, the lines are superimposed. For our process here, we
were trying to show-as you can see, the trend is downward. And
once the prospective system came into being, it made no difference,
the trend line in terms of readmissions was still down. In fact the
national average is at roughly 18 percent, and you can see that
they were significantly down below that.
One final factor was the number of registered nurses per bed. I
think there has been some fear that perhaps under a cost-constraining system that hospitals might begin to look at the staffing
and might decide to decorate their registered nurse staff. Clearly
this does not show that, and you can see that over the years the
trend line is up, both in the States that had prospective payment
as well as in the control sample.
Chairman HEINZ. Now, what is the basis of the acquisition of
that information?
Dr. DAVIS. The basis of the acquisition of all of this information
was from the data that we had from our 2,700 hospitals that were
trended over that period of time.
Chairman HEINZ. Now, in Texas, as we heard earlier, in 1980,
the system reflected-a system which was covering both medicaid
and medicare-was reflecting the fact that there were no nursing
I Retained in committee files.
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shortages in the Autumn Hills Nursing Home. GAO went in and
found very substantial shortages.
Dr. DAVIS. Senator Heinz, let me clarify one thing.
Chairman HEINZ. Now, there may be a difference in reporting
systems.
Dr. DAVIS. No; I think there is a difference in the system that we
are talking about. We are talking about a hospital system, because
this was a study done to look at hospitals.
Chairman HEINZ. I understand the difference; these are acute
care hospitals and those are nursing homes-I do understand that.
But nonetheless, both are health care facilities, they are both being
examined to a certain extent by the same kind of system.
And my question is: If the system should be so off base in Texas,
what assurances do you have for us that this is a magnitude
better?
Dr. DAVIS. I think there are several factors. No. 1 is that we do
have a survey and certification process, and, as you know, the Joint
Commission on the Accreditation of Hospitals-JCAH-deems for
most of the hospitals-they clearly go in on a yearly basis and do
their sampling; on those hospitals that are not JCAH-accredited,
we visit to look at their records.
But I believe that our study itself used actual data from the hospitals, and we have administrators and physicians as part of our
advisory group that looked at this. So it's a very controlled sample
and very detailed. I might say it cost us quite a bit of money; we
spent $5 million on it. But we felt it was very important to assure
ourselves that we did not see any diminution in quality during this
period of time.
Chairman HEINZ. Please proceed.
Dr. DAVIS. Let me continue by just summarizing my statement in
two areas.
There are two parts of the statement that I would just like to
call to your attention. One is that in relationship to the two areas
that we felt most important to look at, we have an admissions pattern monitoring system in which we are now comparing admissions
to hospitals and the lengths of stay with patterns over a period of
time in comparable calendar-year periods. We will continue to
report on those patterns through our fiscal intermediaries. My staff
will be looking at those reports every quarter or every month, so
that if we do find any aberrant patterns, we can investigate and
then take steps to correct them.
Second, we also have identified in the testimony several tools to
monitor the appropriateness of admissions and days of care within
the hospital system.
I would also call to your attention that we have recently published the NPRM's for revising our hospital conditions of participation for those 1,500 hospitals that do not come under JCAH accreditation but rather under our own. Those regulations, as you
know, haven't been modified since 1966 and there have been significant changes both in medical practice and in hospital management since that time.
We are proposing to upgrade and consolidate a number of requirements particularly in the areas that relate to high patient
risk. Likewise we are proposing to establish new quality assurance
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conditions so that the hospital will have to have a written plan, an
evaluation of all of its various services, an evaluation of its surgical
area, medication therapy, and nosocomial infections-nosocomial
infections meaning those infections that are caught as a result of
being within the hospital environment.
Not only does a hospital have to keep a written plan that identifies each of those areas, but it needs to keep in written form what
remedial actions it is taking, and document those, as a result of
identifying any deficiencies in the system. And since that is a condition of participation, it means that if the hospital is not in compliance we could take steps to remove it from the medicare
program.
I would also point out that our quality requirement is analogous
to the JCAH's which has had a quality assurance regulation-qualit~v assurance performl-uance measure-in its own standards since
1979.
I think, too, that our survey process is designed to look at the
health and safety environment in which quality of care can be delivered.
Through these measures, we believe that we are actively concerned about quality and are taking all steps we can to assure ourselves that the prospective payment system that has been developed for hospitals does take quality into consideration.
Finally, in conclusion, I would just like to recognize the fact that
Congress did ask us to develop a prospective payment system for
skilled nursing facilities, and we are developing such a plan. We
are looking at it now. We are using our best resources within the
agency and are talking with the industry, and we will shortly be
formulating some options. And we would be willing at that point to
talk to your staff about these before we move into a final development phase.
But our current system is for hospitals only, and we expect that
we would have the system for prospective payment for nursing
homes, which has been requested by Congress, to you some time
during the summer months.
[The prepared statement of Dr. Davis follows:]
PREPARED STATEMENT

OF

CAROLYNE K. DAVIS

Mr. Chairman and members of the committee, I am pleased to be here today to
discuss with you the Department's proposal for a prospective payment system under
medicare and in particular, its quality assurance aspects. This plan, for hospital
payments only, provides a significant opportunity to achieve our mutual objectives:
To encourage hospitals to provide patient care efficiently; to allow medicare to
become a prudent buyer of services; and to assure the quality of patient care.
High quality hospital care has a longstanding tradition in this Nation. Our prospective payment system will enable us to maintain our commitment to that tradition. While quality of care is difficult to define precisely, indications are that the
same level of quality has been maintained in States which administer hospital prospective payment systems.
Specifically, the Department has sponsored a major evaluation of State prospective payment systems, one aspect of which concerned quality. The study covered a 6year period from 1974 through 1979, and analyzed 670,000 medicare discharges from
2,700 hospitals. The discharges are from both prospective payment and nonprospective payment States. It examined the provision of ancillary services, changes in the
scope of services, mortality, morbidity, readmission rates, and other measures of
quality. The preliminary analysis shows no deterioration in quality of care in States
with hospital prospective payment systems.
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In fact, our prospective payment proposal may enhance the quality of care provided to medicare beneficiaries. This system has the advantage of encouraging hospitals to specialize in those types of cases which they can treat efficiently and effectively. Most studies have shown that as hospitals specialize in providing services,
the quality of care improves. This is because some procedures require a high volume
of cases to maintain proficiency in treatment. The studies indicate that when these
services are provided in hospitals with low volume, quality of care suffers. In addition, certain unnecessary services, some of which would not improve patient health,
might be eliminated as hospitals and physicians have strong incentives to provide
care more efficiently.
However, we are aware that in any financing approach there are quality issues
that need special attention. For 15 years, the medicare retrospective cost-based
system of reimbursement provided incentives for hospitals to spend-not to constrain costs. In particular, this system has encouraged excessive hospital service utilization, which has been reflected through long lengths of stay and overuse of ancillaries.
Significant changes in reimbursement have been made under the authority of section 101 of Public Law 97-248, the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA). Until enactment of section 101, positive incentives within the medicare reimbursement system for providers to carefully examine lengths of stay and use of
ancillaries did not really exist.
In recognition of this situation, Congress, through section 101, extended the scope
of the limits on allowable costs paid to hospitals for the care of medicare patients.
The new cost limits apply to total medicare inpatient operating costs per admission.
In establishing the limits, each hospital's cost is adjusted using a case-mix index
based on diagnosis related groups (DRG's). Previous limits applied only to routine
hospital costs and did not include the cost of ancillary services which account for
about half of today's hospital bills.
In addition to the new cost limits, the TEFRA provisions establish target rates
which limit the amount by which a hospital's reimbursement per admission can be
increased each year. In the first year, hospitals over the target rate lose 75 percent
of the costs over the target. Hospitals spending under the target rate will be allowed
to keep one-half of the savings (not to exceed 5 percent of the target rate).
Because of the per case approach, TEFRA removes some of the incentives for excessive utilization. Some new potential issues could arise, though, such as:
Patient shifting from hospital to hospital in order to maximize the per case reimbursement; and
Increased readmission rates due to too-short initial lengths of stay.
We have taken steps, which I will describe momentarily, to address what we
think will be the problem areas of quality assurance maintenance under the TEFRA
changes. But I would add that I anticipate essentially the same quality assurance
issues will arise under the prospective payment approach proposed by the Department as under any other prospective payment system. However, given the findings I
mentioned earlier-that the various State prospective payment systems have not adversely affected quality-I believe these issues do not represent major problems.
I would now like to turn to our quality assurance safeguards. There are two major
components to our approach. They are: (1) Detailed admission practice monitoring
by HCFA staff and our fiscal intermediaries; and (2) improved hospital conditions of
participation with enforcement through the survey process.
For the past decade, admissions and length-of-stay reviews have been primarily a
responsibility of professional standards review organizations (PSRO's), and there has
been a dramatic evolution over the years in pioneering the development of new
techniques for identifying inappropriate care and changing physician behavior.
When the program started, every medicare patient was reviewed.
It quickly became evident that this approach was both unnecessary and costly.
The question then became how to target review. Various methods of physician and
institutional profiling were developed. New instruments were prepared for obtaining
data on inappropriate care, and these instruments have been tested in many settings. The spinoff from this work has been the identification of methodologies that
we believe can be applied through less costly means that the continued use of
PSRO's or the establishment of a similar professional review program as envisioned
in TEFRA. Many of these new monitoring techniques are highly dependent upon
data analysis, an area in which both we and our contractors have considerable expertise.
The first aspect of our safeguard plan, which we are already initiating under
TEFRA, called "admission pattern monitoring." Based on bill data submitted to us,
hospital admissions and lengths-of-stay patterns will be compared for comparable
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calendar year periods. If the comparison reveals some aberrant pattern, the information will be submitted to our local medical review agent (today a PSRO or fiscal
intermediary) to investigate and to determine the steps that need to be taken to correct the problem.
In addition to the admission monitoring systems described above, our concerns
about TEFRA incentives to increase admissions have led us to examine alternative
mechanisms to curtail inappropriate hospital utilization.
Two new sampling instruments have been developed for use in objectively identifying inappropriate hospital use. The instruments have the advantage of being so
direct that they can be applied successfully by a wide variety of health care professionals.

The first of these two tools is known as the appropriateness evaluation protocol
(AEP). The form is easy and quick to use in assessing both the appropriateness of an
admission and the days of care spent in the institution. The form is targeted for
assessment of care provided to patients admitted into adult medicine, surgery, and
gynecology services. A limited number of explicit questions were developed for indicating whether a particular day of care was appropriate. The items are categorized
into three areas-medical services, nursing/life support services, and patient condition factors.
Another survey instrument, called the standardized medreview instrument, is in
the final stages of testing, and it holds great promise for identifying inappropriate
admissions and hospital days. It combines the AEP survey form and other health
care indicators and so provides still another useful tool for monitoring hospital practice. As a more sophisticated approach, it could replace the AEP.
The other major approach I wish to mention is our hospital conditions of participation. They set out a series of basic criteria, referred to as conditions, which a hospital must meet if it wishes to participate in medicare. The conditions have not been
modified substantially since they were originally promulgated in 1966. Medical practice and hospital management have changed dramatically since that time. In our
NPRM published on January 4, 1983, we are proposing to upgrade and consolidate
requirements in areas representing high patient risk into a new quality assurance
condition. It will require each hospital to have a written plan: To evaluate all organized services, nosocomial infections, medication therapy, and surgery. In addition,
hospitals would be required to take and then document remedial action to address
any deficiencies. It is this condition that would enable us to mandate corrective
action. Failure to met this new condition would lead to exclusion from the medicare/medicaid programs.
Through our survey process we assess compliance with our hospital conditions
and standards. The survey basically focuses on seeing that a healthy and safe environment is maintained and that a setting is present in which quality care can be
delivered.
The Joint Commission on the Accreditation of Hospitals has had in effect an analogous quality assurance requirement since 1979, and in its interpretive materials for
its surveyors has emphasized the importance of a hospital's quality assurance program in determining its accreditation status.
I hope you have found my commentary useful in understanding how we are approaching quality assurance issues under our hospital prospective payment proposal. Also, as you are aware, TEFRA requires us to develop for the consideration of
the Congress a prospective payment plan for skilled nursing facilities. We are working on such a plan and anticipate forwarding it to the Congress this summer. We
are carefully considering quality of care issues in the development of this plan so
that we can continue to assure that the care provided to our beneficiaries meets
quality standards.

Chairman HEINZ. Dr. Davis, thank you very much. As I indicated
in my opening statement, you are moving ahead, as we in Congress
have asked you to do, with a prospective reimbursement system,
and I think I would be remiss if I didn't compliment you for doing
exactly that. Sometimes things that we ask to have done don't get
done. I know that, in fact, HHS and you specifically have really
worked very, very hard to try and meet the deadline-it happened
to have been December 31-I don't fault you for not meeting it, it
was probably an unrealistic deadline. I know you haven't in any
way slacked off; to the contrary, it was just a very ambitious deadline.
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And I do commend you for the work you have done. Obviously
you want to send us implementing legislation. When do you think
you will do that?
Dr. DAVIS. Well, the implementing legislation for the hospital
prospective payment did leave our office several days ago and the
Secretary signed off on it. And so it's in the usual process of clearance before it comes to the Hill.
Chairman HEINZ. It could take days, it could take-Dr. DAVIS. No; I think it won't take too long; I expect you will
see it in the next week or so. It is on a fast track.
Chairman HEINZ. I am not going to get into some of the questions that we got into with my colleagues, and the Finance Committee got into the other day. There are some significant issues involving "creep," not just among DRG's, but there is some concern
about what is now covered under part A being shifted to part B.
There is the issue-again, I don't choose to get into it today-of
shifting costs from medicare to the other intermediaries and other
plans and programs. Those are all real concerns, you are aware of
them, and we needn't get into those.
I do want to focus in on quality of care, though, because that is
what you have addressed yourself to, in particular here. And as I
understand what you are really saying, there are two things that
you are going to do to insure quality: One, is you are going to have
stronger conditions of participation, and, second, you are going to
do, as you described, a certain kind of intensive computerized
analysis.

Now, Mr. Allen and Mr. Duffy, who are from New Jersey where
you have both a hospital and a medicare experiment, have been
here just a few minutes ago-you probably heard them. And what
they are saying is that there are certain kinds of things that you
just can't catch with a computer. You were here present for their
testimony, I believe, were you not?
Dr. DAVIS. No; I was not.
Chairman HEINZ. One of the things they pointed out is that without real-time peer-group review you can't catch problems before
they become serious, and, as a result, if you do catch things
through computer analysis, what you are likely to catch is dead
people after they have been killed, as opposed to preventing people
from being misdiagnosed, or mistreated, or misadmitted, which has
implications not just for their health but also for your cost system.
Why do you believe that your computer system-particularly
given the kind of incentive that is involved here, namely, an incentive, which I think you yourself would admit is one to minimize the
delivery of certain kinds of services-ancillary services-is going to
head off these problems at an early enough stage so that we can
say this system truly works.
Dr. DAVIS. Senator, one of the reasons why we chose the diagnosis-related group system is that it does offer to each and every individual hospital the ability to manage its own resources, because it
gives back to the hospital a clinical assessment tool.
And what we have found-and I, indeed, last week visited New
Jersey and talked with a number of physicians from various hospitals-what they had told me was that using that clinical data base
coming from the DRG's themselves, they do their own peer review

69
within their own particular part of the system. It is to their advan.
tage to do that, because, as you recognize, we are paying a set
amount of money. While that set amount is calculated on an average, we think that the activities that they do to try to minimize or
eliminate unnecessary services and testing, and to identify complications, if there are any, at a very early point, are those kinds of
activities that also mean that they are concerned about quality. It
is to the individual institution's advantage to be concerned about
quality of care because, if they are not concerned, then the individual patient perhaps would have to stay longer and that patient's
care would eat up more of their resources.
So I think the incentive is for the individual institution to assess
quality very carefully. And we know that that does go on in the
institutions in New Jersey.
Second, there has been an imDlicit assumption that whenl we
move iu a diagnosis-related group system, because the hospitals
might have a tendency to look at the length of stay and perhaps
have the individuals go home, say, a day earlier, that that means
there is less quality. The Congressional Office of Technology Assessment has a draft report which I believe will be being finalized
shortly, that speaks to the outcome measures of length of stay
versus patient outcome. They found no correlation between the decrease in the length of stay and patient outcome, so I think we
have to be very careful that we don't equate the wrong components
here.
Chairman HEINZ. If your system on measuring outcomes is good
and reliable and is related to the right DRG's, if the DRG's, in fact,
are reflective of what should have been diagnosed in the first place,
that's reasonable. But what troubles me is that you are, among
other things, proposing to zero PSRO's. It seems to me there is no
assurance that PSRO's, therefore, will continue, and it seems to me
that just one barrier that would normally stop misdiagnosis and
trigger, in effect the validity of your system, is going to be missing.
How can this whole system that you have described here really
operate unless there are PSRO's? They assure not just proper patient care, but they assure that quality information goes into your
management information system. If garbage goes in, however, garbage will come out-and, unfortunately, it will be human garbage.
Dr. DAVIS. Well, I think that even Congress itself has recognized
through various studies that there have been efficient PSRO's and
inefficient PSRO's, and so, to that degree, there is that variable.
What I would like to point out, however, is that the DRG verification will be done through the fiscal intermediary. We have a
medical review unit in the fiscal intermediary, which has been
longstanding, that does medical review now.
We would use that particular group to look to verify the diagnosis. And it would take steps, then, to look behind if there were
problems with that.
Chairman HEINZ. Hypothetically, now, what would happen to the
system if it turned out, upon careful analysis-well, if it turned out
after you implemented it that it was more expensive than the current system?
Dr. DAVIS. Because we are creating a system that is budget neutral to the current budget, I can't see how it would become more
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expensive than the current system. Our charge all along has been
to make it budget neutral. We would use the same dollar figures
we are now using under TEFRA.
Chairman HEINZ. I think someone once estimated, back in 1965,
that by 1983 the medicare system would cost no more than $5 billion. That was maybe before your time.
Dr. DAVIS. Yes; I understand your concern. Let me just point out
that during the number of years of study that we have tracked prospective payment plans, those States that have had a variety of
plans have shown us that clearly they bring costs down somewhere
between 2 and 5 percent.
Chairman HEINZ. Well, let's take your New Jersey experience.
What's been the experience in New Jersey with prospective reimbursement?
Dr. DAVIS. Our experience thus far, based upon our preliminary
data results, is that they are indeed below the national average.
Chairman HEINZ. Now, have you looked at whether costs in New
Jersey, compared to retrospective reasonable-cost-based method,
are more or less than the prospective method? Have you analyzed
in effect reasonable cost versus what has actually been paid?
Dr. DAVIS. Well, New Jersey is a demonstration program, so we
do keep quite a bit of accurate data on all factors of it.
I do want to point out one thing, Senator, and that is that there
are significant differences between the New Jersey system and our
system. New Jersey's is not only an all-payer system, but it also
incorporates outpatient services, capital, and medical education
costs within its rate. So that it makes it a distinctly different
system from ours. It operates, frankly, on that type of budget
review because of these other areas that we don't propose to bring
into ours at this moment.
Chairman HEINZ. Well, be that as it may, it may be more expensive, but if you look at what-if you were to audit a hospital and
see what we would have had to reimburse them on a reasonablecost method, and then you looked at what we are paying them
under prospective payment today, what would you find in New
Jersey? Would we be paying more or less?
Dr. DAVIS. In the aggregate, what we have found is that the hospital cost per capita in New Jersey is less than the national.
Chairman HEINZ. That's not my question.
Dr. DAVIS. I know. What we are waiting for is our final audit figures from them on the other.
Chairman HEINZ. Are you familiar with Mr. Tobey's memo?
Dr. DAVIS. Oh, yes.
[The memorandum referred to follows:]
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Memorandum
DOte

August 9, 1982

F rc. n

%rcs
illiam Toby
Regional
Adrinistrator

To

George Thompson
Associate Administrator for Operations

SL~jsCl

Region 11Experience with the Diagnostic Related Groups
Program in New Jersey
-.

As HCFA examines New Jersey's DRG program with an eye towards major
revisions in national reimbursement policy I wnI,-d ike to sh-re o.1 eperience]
wish Ehat experiment. If there is one, overall insight to be gathered from our
perspective, it is the following: in New Jersey, the waiver of the principles of
reimbursement had impacted on other areas, such as the administrative burden, theleqnthv implementation process, the role of utilization reviewv, and the necessary l
audit procedures, etc.
In considering a reimbursement scheme similar to DRG for the nation, I would urge
you to consider these recommendations with the irmlications for Medicare policy
and to anticipate more realistically the changes in program administration. The
following summarizes the recommendations which are contained in the attached
paper.
Billing and Review Issues:
-

Carefully designed instructions to hospitals for use oa the DRG codes is
essential, especially with regard to designation and sequencing of
diagnosis.

-

An increased review effort must be planned which will oversee the DRG
coding process.

-

More substantial monitoring of outliers is necessary.

-

DRGs need to be designed to assure a very low percentage of outliers.

-

A more innovative approach to utilization review and quality assurance
than has been adopted in New Jersey is required
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program Administration Issues
The rate setting process needs to be sinpliited, perhaps by setting a
single rate for each diagnosis which would apply throughout the locality.
-

An aooeal network woIld have to be established to handle the inevitable
appeal of rates by providers.

(-

The program efrrto
be-d1gtea to auditine needt
<appropriate fundingg provided.

ermined

-

The requirements for hospitals to seek recoupment of bad debts need to
be duplicated on a national level.

-

Extending present Medicare coverage of bad *debts should be very
cautiously considered because of the adverse impact of the economny on
total bad debts.

-

In any per case reimbursement system, certain policy issues, including
waiver ofi ability and physician certification, need reconsideration

%'We
are grateful for the opp3rtunity to share our experience with DRG as you plan
As you consider the policy and operational
for revision of national policy.
implications of a prospective reimbursement system, I believe my staff can provide
unique, continuing assistance to your efforts.
Attachment

/l
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Region II Exoerience with Diagnostic Related Grouo (Da;) Reimbursement Project

At the outset, our regional office was not consulted by the, then, Office of
Research, Demonstrations and Statistics in the approval and initial developrent of this experimental reimbursement project, which uniquely requires all
payors to reimburse hospital care on a per case rather than, per diem basis.
Even so, because we recognized the potential of this precedent-setting
project, we undertook a monitoring program designed to track developments
so that the regional office could gain knowledge and contribute to the
project goals from the standpoint of our substantial experience with the
operations of the MedicarePledicaid Programs in Region II. For example, our staff testified before the New Jersey Pate Setting Covaission on behalf of the Medicare Program in gaining payor differentials 2nd
discounts for
pFt
.- nts. They also served on a number of coammittees
set up by the New Jersey Health Department in the areas of auditing, DG
reimburseamnt and claims.
Most recently, our program validation staff
conducted a study directed at the effectiveness of DRG program standards.
Over the past two and a half years, this complex and innovative reimbursement system has provided a number of valuable lessons for our policy makers.
The first is that the impact of the experiment on overall MedicareAhedicaid
program administration is far greater than anticipated.
The second is that we need to guard agdfist windfall profitihat the expenseof the programsand their beneficiaries.
f
The
rd is that pa
based on type -of diagnosis ay create incentives
for _lr'e eda~issions) and manipulations of anc-llary services and
(seconda~'-~gooae~in.-of~er to maximiinseE.

~he-fewetfs-1•

that it is essential to invo
reimbursement system in order to avoid shifting

lnder

a DM,

The fifth is that the system requires an effective master data file prior
to setting and adjusting the rates.
The following issues represent a clearer delineation of the problem areas
encountered in our monitoring, which because of their cross-cutting
elements, must be grouped under the general headings of DPG Billing and
Revied Issues and Program Administration.
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A.

URG Billin5

and Review Issues

-1. Potential for DRI Creep

-

The expression 'DRG Creep" first aopeared in
the New England
Journal of Medicine in June 1981.
It
addressed. the impact on
reimbursement of various
techniques for sequencing discharge
diagnoses.
The article in question discussed how, to maximize
reimbursement, a hospital had developed a computer program to
determine the DRG for each patient, as originally reported, and
then to redetermine the DRG by reversing theafirstoand second
diagnoses.
The impact of -selecting tJe-costlier DRG-fo- that
hospital would have increased revenues b"aprovdately 14%
Our sense; is that ianyl New Jersey hospitals are including fii
diagnoses indicated in the patient's chart,
including historic
diagnoses and past surical procedures, which do not impact oa tas
patient' s current hospital stay. hi is has continued despite the
fact that the New Jersey Administrative Code states that "diagnoses
whic have no bearing on the treatment received_ durig_a curaonF
hospital stay are not appropriaefo use in DRG assignments."
In April, 1981, -the New Jersey Hospital Association distributed to
member hospitals a listing of diagnosis and corresponding DRS rates
to alert hospitals to the importance of ranking diagnosis and subsequent rei bursement.

1;

;

A difference of opinion in this area between the Department of
Health and a PSRO was brought to our attention.
In a letter to one
New Jersey PSRO, the Department of Health stated that hospitals' 7
11 medical records personnel have the final res-onsibility
deer-.
Mlenin tne principal diagnosis and the sequencing of: secondary
diagnoses
purposes
I
or
n
oiuing.

A

The Department of Health further instructed that where the physician
has not identified all principal and secondary diagnoses,
the
Medical Records Department should search them out and that the phy
sikian need not be consulted.
The PSRO had reservations about this
policy stating that this practice allows for non-physician medical
judgements.
It further felt that this would lead to DRG Creep and
the skewing of data to be used in any evaluation of the project.

!

Recommendation:
The above suggests the importance of providing very specific instructions to hospitals regarding designation and sequencing of
diagnoses.
.-

n
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2.

Accuracy of ORG Assignients

To assure. that instructions are Complied with, an effective review
nechanism is required.
PSRD's had begun to monitor DRG hospitals
in March, 1981.
One of their responsibilities is to review the
appropriateness of the DRG assignments on a retrospective basis.
The State has not specified the, exact samole to be used nor has it
issued guidelines for a statistically valid sample.
The percentage
of cases to be reviewed by the PSRO's as well as the type of cases
has been left to the discretion of each PSRO.
In conducting the validation study on DnS, our staff lokced at a
valid statistical sample of cases froma 3 hospitals in 3 different
PSRD areas.
It also re-reviewed a sample of cases from each hosy ic.rS9J.
wo of the
pital
that- h'A been pDeviously revie,e
PiSr's had been reviewing DRG assignments on 1% of annual aoidssions while the remaining PSRO did a 3% seaple.
The preliminary results of our review indicate that the PSRD review
of assignments of DRG's was being conducted effectively.
No di ferences were noted.
however, our staff disagreed with the DRG's
that had been assigned by the hospitals i
f<9Jof
the cases idanUified in our own sample.
Our conclusions wBe supported by a PSe3
physician.
In all but one of the questioned cases, the-basis for
disagreemaent was the fact that secondary diagnoses were being
included which, based on the chart reviews, had no bearing en the
treatment received during the hospital stay.
Recommendation:
These review results reinforce the earlier-rmentioned need for very
specific instructions, as well as the need for an increased review
effort in this area.
3.

incidence of Outliers
We are very concerned with the substantial percentage of cases
classified as outliers.
Under the DRG method, participating hospitals are reimbursed for the cost of inpatients' consumption of
the facilities'
resources, based on a__e____reet
_
d ra_ e of days
(trimpoints}it-thin a. lengtb of stay for each diagnosis.
lnen a
period of hospitalization falls outs~iM~e
-ttiiiiim points, either
higher or lower, an outlier case results, and the hosoital is
1 reirbursed according to actual charges for the resources consumed.
Since hospital charges generally exceed costs, outlier cases result
in greater reimbursement.
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-

unusually long or short lengths of stay are considered outliers
It is estimated that in 1982
and are isolated statistically.
approximately 20 of all inpatient discharges are classified as
In addition, the New Jersey Departlent of
"'Trim-point Outliers.'
Health has-issued instructions that patients who satisfy at least
one of the following conditions will also be treated as outliers:
A.

Patients who discharge therselves against medical advice.

B.

Patients who die while hospitalized.

C.

Admissions assigned to DRG'as with fewer than 6 merged abstracts
and bills in the prior year.

D.

Patients in any of the 74 DMZ's deemed to have poorly-defined
clinical characteristics.

E. Patients admitted and discharged on the same day.
New Jersey Blue Cross estimates that when the above types of outliers are added to the `Trim-roint" outliers, approximately 30% to
35% of all inpatient discharges -will be classified under the
fne impact on total reimbursement of
general heading of outliers.
this high percentage is thus of deep concern to us.
While the DRS demonstration project was being initiated in the
State of New Jersey, a projection of approximately 2% of outlier
cases was made, indicating a modest variable that would not involve
significant expense. Obviously, this expectation was not realized.
Given the costly nature of outlier cases, and the need to analyze
their nature and frequency, in order to consider refinement of DRG
classifications, some form of monitoring of outliers is necessary.
i Since PSR' s were working closely with participating hospitals and
l reviewing the DRG cases, this responsibility would. have m.ost
naturally fallen to them.
The recent expansion of the numaer of diagnostic codes from 383 to
467 should hopefully give greater accuracy to the coding process
and hopefully help improve this problem area. The expansion of the
codes has eliminated unclassifiable cases and includes several
general codes for unusual diagnosis or combinations of diagnoses.
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Recommendation:
Given the costly nature of outlier cases, and the need to analyze
their nature and frequency, in order to consider refinement of DWS
classifications, some form of monitoring of outliers is necessary.
Tne critical lesson for HCFA is to avoid such a high -incidence of
outlier phenomenon with any national program. Our suggestion would
be to design DE.'s to assure a very low percentage of outliers,
mainly related to the statistical extremes, or to simply pay costs:
for outliers, instead of charges (which include markup) as in the
New Jersey system.

/

3.

Quality Assurance and Medical Review

\\

As discussed earlier, Drfs introduce a different incentive to the
care of inpatients:
providing the least costly care for patients
In itself this incentive aims at
by avoiding unnecessary services.
achieving hevftTIR :--ad PSM's hove aimed to accoz.-plish.

to the extreme, incentives exist in this syste'm to
(manipu2e1-re dan
in order to maximize reimbursement.
Similar y, prerna',ure diEargis could occur to maximize reimbursement.
Therefo-e,7z zlt-vassuranre review requirements should be focused

~acies)

A system that introduces
quality assurance program.

such

an- incentive

requires

a

focused

The eight PSRa's in New Jersey review the medical necessity, appropriateness and quality of care rendered to inpatients of acute care
hospitals.
They have developed focused review systems, to varying
degrees, whereby certain groups of patients, physicians, or coormon
diagnoses are subject to or exempt from detailed review based on
utilization data.
Cases that are exempt from review receive
automatic certification for the medical necessity of the admission
and payment for the services approved.
All cases come under the
scrutiny of the review system should their length of stay (LOS)
exceed or fall below the trim points established for each DRS
(outliers). Medical necessity of services, quality of care rendered
and the appropriateness of the level of care ace all reviewed during
this process.
These essential elements are also examined during
retrospective and concurrent quality review studies and monitoring

19-314 0-83-6
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visits.
However, some under/overutilization of
discovered during the concurrent review process_

ancillaries

is

Under the Federal program, the review process can be delegated to
hospitals or conducted by the PSRO, should a hospital not meet the
criteria for delegation.
The Federal delegation status of a hos(~pjil also extends to theirnrivz o,4(tiroprty) patient- at
present.
Undrefr l
Jersey's Medicaid program, all review is non\delegated and is conducted by the PSR' s.
As discussed, it is possible for a hospital to maximize its reimbursement through increasing a-dmssions and nanipulating the use of
costly but possibly necessary ancilla
services.---zt-is,_.tharefore,
our contention th
should
hasize admission revie
nad
< review of the aopropriattness of the DMS assignwnt when dealinge
with a per-case re ihursement system.
Hney snouts incorporate the
review of the appropriateness and level of ancillary services into
their quality assurance programs.
The review system actually proposed and imiplemented by the PSRM's in response to the Deparbrent
of Health UR Regulation does not, in our judgment, sufficiently
reflect the reimbursement system.
Recocmeandation:

A basic change in the reinbursemant system, such as that impleimented
in New Jersey, calls for a more innovative approach to utilization
review and quality assurance than that which has been adopted.
B.

Program Administration Issues
1. Rate Setting Experience
Under the DRG system, the New Jersey Department of Health presents
a Preliminary Cost Base for each provider for the Rate-Setting
Commission (RSC) at the beginning of the current rate year.
This
Cost Base includes direct and indirect patient care costs, physician costs, net income from other sources, a capital component, and
an economic adjustment factor.
A hospital's Schedule of Rates is
the average a'mount of gross revenue a hospital shall charge and
psyors shall pay per case for services related to patient care in
order to produce net revenue egqal to the Preliminary Cost Base.
The Schedule of Rates contains financial elements which are fixed
relative to patient case volume and others which directly affect
the collection of revenue through per case payments or charges
with the Schedule of Rates.
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The Schedule of Rates is set such that all patients' rates are
based on the cost of services received, including a proportionate
share of the indirect financial ele-mental requirements of operating
hospital facilities, plus adjustments to account for the apportionment of the full financial elements among payors based on Commission approved payor differentials.
Thne Schedule does not include
rates for outlier patients.
Once a hospital's revenue needs are
known, hospitals are required to align charges as necessary to meet
those revenue requirements, based upon estimates of changes in
direct patient care volume and case-mix as estimated by each
hospital.
Consequently the provider must seek adjustments from the
Department of Health as the year progresses.
Experience in 1981 indicates virtually every one of the 66 providers involved in the experiment that year appealed their initial
rates upon receiving them.
The total amount allowed out of the
$118,622,000 appealed was $48,443,000 - broken dowm as follows:
Comanent
Direct Patient Care
Indirect Patient Care
Other Fixed Elements
Total..

Amrount Anoecled

Anount Allowed

$22,483,000
33,788,000
62,346,000
$118,622,000

$ 7,066,000
17,572,000
-23,805,000
.

4-8,443,000

The number of individual elements appealed by providers ranged
from two to fifteen, with the provider seeking greater reimbursement in all cases. The most frequently appealed items involved D~G
experiment project implementation costs and funding for projects
receiving Certificate of Need approval.
These appeals are reviewed initially by the Department of Health,
and, if unresolved, then by the PSC. Since the RSC is also responsible for all payor differential requests,
the administrative
workload is considerable. This workload necessitates resolution of
rate appeals within 140 working days of filing.
Finally, the actual experience for 1982 for those hospitals whidi
entered the DPR program in 1980 points out the tremendous difficulty
of implementing this rate setting design which attempts to utilize
the experience of case-mix and costs for a base year two years
earlier in setting the current rates.
New Jersey has trended the
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1982 rates using indexes because it was not able to carry out the
Our sense is that 1983's rates will reflect
expected methodology.
similar trending.
Recommrendation:
Since the system is very burdensome, it would be extremely difficult to implement on a national basis because of the complex data
HCFA could simplify the rate setting
and cost analysis factors.
process by considering developing a single rate for each diagnosis
This approach could:
to be used for each facility in the locality.
also eliminate addressing bad debts or fixed costs on a per
facility basis, by accounting for added costs'like bad debts in a
This in turn would facilitate annual
uniform locality-wide manner.
Expansion of DIV on a
revisions in the reimbursement rates.
national scope would necessitate establishing an appeal network.
large enough in scope to process the seemingly inevitable appeal of
rates by providers.
2.

Reimbursement Trends and Audit Irmplications
we :have in previous correspondarce with Central Office raised oar
group of
concerns regarding reimbursement experience with the first
DW hospitals in rlew Jersey.

l

While we anticipated that raim-bursement-would increase, a preliminary analysis of interim Mticarre reimbursement for 20 of the
hospitals which entered the system in 1980 indicates that lR8Q
costs (if computed under the traditional sy ifncreased (9.7t
Traditil
over 1979 costs but reimbursement increased (16.3%,
lMedicare audits have only been accomplished on\-2poviders but the
results are significant:

1980 Reimbursable
Medicare Costs

Hosoital

1980 DRG
Reimbursement

"Overpayments"

M'orristown Hospital

$16,209,973

$16,601,405

$ 391,432

Hunterdon Medical

$ 5,317,321

$ 6,420,903

$1,103,592

Whnile the percentage increase of reimbursement over costs may not
be excessive given the facts that (1) the reimbursement method is
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changed from a retroactive to a prosoective system and (2) uncompensated care is being reimdursed, the substantial "ov r ant
in the two coazleted 1980 audits indicate that at least initiall
Moreover, an analysis of su.mitted
the system may be quite costly.
audited 1981 Medicare cost reports by. those 41 DIG hosbut-:e
-by New Jersey Blue Cross indicates that DRG
*2
a
Vemurse~nt exceeded Medicare costs in the total a munt of
As these numbers merely represent submitted data,
$~I~30.9 m
they < weli increase substantially after audit.

~ekviced
~ion.

of our reimbursement concerns, the Nhew York hegional Office
has initiated discussions with the New Jersey Department of Health,
New Jersey Blue Cross and Prudential to develop a common audit
agreement, the purpose of which will be to -furnish HCFA with hard
An audit protocol
infoati-n or-- wh-_ DMys car be evaluated.
has also been developed and is incorporated as part of the agreeA draft document has been circulated to all parties,
ment.
including the New Jersey Rate Setting Conmission and the Hospital
We anticipate a signed agreement within the near
Association.
future. When the first audits under the agreement are completed, we
will have definitive information retarding cost and cost shifting,
data collection, etc. le vwild have hoped that this all might have
been accogplished earlier to assure the most effective use of
base-line data for reirbursement purposes.
-

The question as to whether sufficient audit funds will be nade
available is only now being addressed by B?3 and ORD for the New
Jersey experiment.
Recomaendatione
Our belief is that the need for uditing and commitment of funds
;
,1
p
should be built into the design o
these-issuawe
In the New Jersey experiment
nature.
clearly addressed at an early point.
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3.

Bad Debts
As a result of concerns raised regarding reimbursement for bad
debts under the DRS reimbursement method, our validation staff
undertook a study of the collection efforts used by hospitals to
In addition, it reviewed the
minimize their bad debt losses.
hospitals' procedures for identifying third-party payors.

I'-
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Procedures in effect at 4 hospitals
were studied.

(2 suburban and 2 inne.r-Citty)

The study found that all 4 hospitals had effective procedures foz
identifying third-party payOrs. The hospitals required patients to
provide financial information prior to admission.
Problems did
occur with patients who entered through the hospital's emergency
room. Because of the types of injuries sustained, it was sometimes
difficult to obtain the inforration.
In the collection area, all hospitals had good collection pro-cedures in place.
The hospitals aged their accounts receivable and
followed-uo where their paym-ent requests were ignored.
All hospitals had ongoing arrangements with collection agencies.
Accounts
were turned over to these agencies where patients refused to pay.
In addition, where assets ware identified, the hospitals did not
hesitate to initiate.legal suit.
The hospitals also provided free care in meeting their Hill-Burton
requirements.
Under this arrngen-;meet, patients who are not insured
and d6 not have any resources but whose income is limited cualify
for free care. As New Jersev does not have an :iAOcategory, it is
more difficult for patients to obtain medicaid coverage.
This
factor results in additional bad debts.
PRecc:r.endetion:
The data from our study suggest an increased amount of reircursable
bad debts as a function of the weakening economy in New Jersey.
Any national program that thus included bad debts lines would have
to be similarly aware of the irpact possible of economic trends on
rejiabucsement.
Conclusion

while we have raised a number of critical
the experimental nature of the New Jersey
in the state to improve the program.
sufficient information for monitoring and

points, we are still
project and attempts
Cur disadvantage is
analysis to make more

mindful of
being rede
not having
definitive

judgments.

Nevertheless, we believe our regional
experience with
institutional
reimbursement in the Medicare and Medicaid programs, as well as our
knowledge of payment procedures for Blue Cross and other payors, has helped
us identify emerging strengths and weaknesses of the DRG program.
.
In addition to the insights already of ferred, we would also point cut
in the New Jersey DFS experiment, only the Principles of Reimbursement
waived.
However, in any per case reimbursement system, other elements
as waiver of liability, physician certification, etc. should also be
sidered and addressed.
Also, we recognize the importance of havirg all payers
system to avoid problems such as cost shifting;

included

Last, we agree with the GAO recomnmmndation to Senator Packwood in
dated Hay 10, 1982:
":nedic-re would need to continue using similar principles
uner a prospective reih.-burso_2nt syste!s if such a system
were to have any assurance th.at reasonable paymients are
made.
This is because reasonable prospective rates can
only be set based on a knowledge of current reasonable
costs of efficient and economic providers.
Therefore, a
set of rules establishing what constitute reasonable costs
would still
be necessary."

in

that
were
such
conthe

a letter

I
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Chairman HEINZ. Now, in that memorandum he indicates, with
regard to some hospitals he has audited-Mr. Tobey works for your
Department, as I understand it-that if hospitals had been paid
under the traditional reasonable-cost system in the 1980 reimbursement, that their 1980 reimbursement would have increased 9.7 percent over 1979 costs. Instead, under the DRG system in effect in
New Jersey, the rate of reimbursement increased by 16.3 percent.
Now, I suspect you are familiar with that assessment. Do I understand you to believe that that is really inaccurate in some way?
Dr. DAVIS. Let me point out that he based his assessment on
some early preliminary material that was based upon a coding,
from which he extrapolated.
Ms. FEINSTEIN. Mr. Chairman, it's important to note from
whence the data came. Like Dr. Davis says, that was on a system
using the old DRG's; that was a studv done "'in
when NewWO,
Jersey was operating a different set of DRG's than they are today.
Chairman HEINZ. Does that make any difference?
Ms. FEINSTEIN. Yes; it certainly does.
Chairman HEINZ. To what?
Ms. FEINSTEIN. The ordering of the secondary diagnosis in the
first set of DRG's had a direct effect upon reimbursement; in the
second improved set of DRG's, which is what New Jersey currently
is using and what we are proposing to use, the ordering of diagnoses is searched electronically by the computer, and so there is no
opportunity for manipulation in terms of payment by ordering a
specific secondary diagnosis like there was in the first set.
In addition, New Jersey set out explicitly to pick up bad debts,
charity, to spend more in certain institutions than in others, by
design. And so we would expect that we would be paying more in
certain institutions in that demonstration than we would have
under cost-based reimbursement. In fact, that was the design of the
study.
So none of those results are particularly surprising; in fact, they
were planned for.
Chairman HEINZ. Now, Mr. Tobey goes on to say that he is concerned as follows-this is on page 5 of his memorandum: "DRG's
introduce a different incentive to the care of inpatients, providing
the least costly care per patient by avoiding unnecessary services.
If carried to the extreme," he says, "incentives exist in the system
to manipulate ancillaries in order to maximize reimbursement.
Similarly, premature discharges could occur to maximize reimbursement."
Now, I gather, from what you have said, you agree with his assessment that these incentives exist, but you believe you have got a
system that will deal with them, is that correct?
Dr. DAVIS. Let me point out that I think that some of his assessments were valid and some were not. We are trying to clarify for
you which areas, because he based all of his assessment on the
early work in the old system. His assessment was also based on a
sample of three hospitals, which is a rather small sample to extrapolate to a national design. Since you have his memo, I am
sorry that you didn't have our memo back to him. clarifying where
his--
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Chairman HEINZ. We asked for all of those, but couldn't get
them from you.
Dr. DAVIS. Well, I didn't hear the request, sir. I know that I sent
the draft copy of the report up to you just a couple of days ago, as
soon as it came to my desk.
Chairman HEINZ. There is no reason to discuss paperwork in
public. We can compare notes on that later.
Dr. DAVIS. OK.
Chairman HEINZ. But I don't think that Mr. Tobey is basing the
comment that I just made simply on two hospitals; I think he is
basing it on a lot of experience he has had with prospective reimbursement, and I think you are aware, as we all are, of the real
potential difficulties with this system.
Dr. DAVIS. Any system that we develop would have some potential difficulties with it, because it is inherent in any system that
somebody wants to beat the system and to improve upon their reimbursement. It is our job to put in as many guarantees as we can
think of to close those loops. We believe that we have been able to
do that with this system.
But we have also, in addition, tried to keep in mind that a very
central part of this is the quality of care issue. Certainly from my
background as a nurse, I believe very strongly in high-quality care,
and I intend to insure that our agency does everything we can to
protect the integrity and the quality of care in the hospital.
Chairman HEINZ. Dr. Davis, before I yield to Senator Melcher,
let me say I do not doubt your sincerity on this. There is always,
however, a tendency to believe that high technology can solve any
problem-and sometimes it can and sometimes it can't. I think you
have described a very sophisticated system.
But I am deeply concerned about the elimination or at least the
zeroing out of PSRO's, what that would mean. Personally, based on
what I have seen and heard, I don't see how we can avoid the kinds
of problems, albeit they were with nursing homes, that we have
had described for us at Autumn Hills and other places today, without some kind of really decent professional review operation.
And I suspect this is only the beginning of our discussions in this
regard, by no means the final word.
Senator Melcher.
Senator MELCHER. Thank you, Mr. Chairman. Dr. Davis, did the
Health Care Financing Administration seek any review of Autumn
Hills for criminal acts?
Dr. DAVIS. I have been advised that it would be inappropriate for
me to get into any discussion of Autumn Hills, sir, because of a
possible grand jury investigation. I think it's inappropriate for me
to comment on the specifics of Autumn Hills.
I would be happy to talk about the process of nursing home
review in general.
Senator MELCHER. Well, in general, Dr. Davis, has the Health
Care Financing Administration participated in any criminal investigations regarding nursing homes?
Dr. DAVIS. We do not participate in a criminal investigation. It is
very possible that when we have done our look-behind surveys or
ISee appendix,

item 3, page 134.
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when the State agencies have done theirs, that the data from those
have been used, or we might in our role turn something that we
would find over to our Inspector General.
But it is not our role to participate in a criminal investigation
per se.
I might say to you, too, that the reason why I am not prepared to
talk at length about Autumn Hills is that at no time did I have an
indication that we were going to be asked to speak about that. Our
invitation clearly said come prepared to talk about quality of care
as it relates to our prospective payment system.
And, again, I would be happy to talk about nursing homes generically.
Senator MELCHER. Well, Dr. Davis, I didn't come here this morning prepared to talk about Autumn Hills either, but we are talking
about Autumn Hills because the subject matter has come unp and T
am ju-st ask'ng yuu generai questions.
Has the Health Care Financing Administration asked the Inspector General to review any nursing home for criminal charges?
Mr. KAPPERT. It is our responsibility and that of the intermediary and the State agency, as they go about the business of paying
claims-and, in the case of the State agency, of reviewing facilities
and so forth. If they do, in fact, see any kind of criminal activity or
suspect criminal activity, they should make those kinds of referrals. We have indeed made such referrals, but I think it's the kind
of thing, if you are looking for detail, that we would have to get
you numbers and places and we would be glad to do that.
Senator MELCHER. You had made some referrals to the Inspector
General on possible criminal involvement?
Mr. KAPPERT. Where we see the possibility, yes, we turn that
kind of thing over to the Inspector General.
Senator MELCHER. How long have you been with the agency?
Mr. KAPPERT. I have been with the agency since its creation, and
with the medicare program since its first day.
Senator MELCHER. Have you noted during that-how many years
is that?
Mr. KAPPERT. Since 1965, 17 years.
Senator MELCHER. And during that 17 years, have any of the requests of the Inspector General to review something that might
lead to criminal charges resulted in any indictment?
Mr. KAPPERT. I think we would have to go to him for the outcome of the referrals we make, but I certainly believe that they
have, yes. Again, in terms of the detail, we would have to furnish
that.
Senator MELCHER. The answer is "Yes." But you would know of
any involvement you have had in recommendations to the Inspector General where they actually resulted in criminal indictments.
Dr. DAVIS. Well, we turn our files, when we have found something, over to the Inspector General's Office, and then they use
those files, and they may go back in and do further investigative
work.
Senator MELCHER. I understand that. Do we have your name?
Mr. KAPPERT. Kappert, Martin Kappert.
Senator MELCHER. Mr. Kappert, there are probably others like
you, but you are fairly unique in my experience, having somebody
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that has been with a program from its inception, in your case, 17
years. In my experience, it is rather unique having that type of experience in testimony before a Senate committee.
You would indeed know whether things that you have suggested
to the Inspector General resulted in any indictments, any convictions. And I gather from what you have told me is that, yes,
indeed, there have been some indictments and some convictions.
Mr. KAPPERT. Yes; I am certain there have been. I am simply not
able to give you the details.
Senator MELCHER. Oh, I'm not asking you to. I just want an overall view.
Now, have any of those indictments or convictions, either one,
been of a nature of a criminal charge based on an individual
health-well, I want to be more specific than that. Have they been
of the nature of an investigation resulting in an indictment because some individual had either died or was severely mistreated?
Mr. KAPPERT. My understanding is that the case testified to earlier today was advertised as being unique in legal history. I would
have to say, again, probably not.
Senator MELCHER. First time.
Mr. KAPPERT. This is what it has been advertised as. I don't
know the law in terms of whether anyone has been convicted
under those circumstances.
Chairman HEINZ. If the Senator will yield, it is my understanding that the case of Autumn Hills is unique, the first time, I am
told, that a corporation has ever been indicted for murder. And certainly it's got to be the first time a corporation has ever been indicated for murder more than once.
Senator MELCHER. Now, Mr. Kappert, one other question, maybe
the last question.
In your experience, what you have been involved with at your
level, turning some information over to the Inspector General, is it
your judgment that the Justice Department has been cooperative?
Mr. KAPPERT. There was a time before the Inspector General
when we did in fact work directly with the Justice Department,
more often than not on individual practitioner kinds of things as
opposed to institutions, although there were some institutional
ones.
And, yes, we did in fact get cooperation from the Justice Department.
Senator MELCHER. Now, Dr. Davis, how big a staff does the Inspector General have?
Dr. DAVIS. I am not familiar with the total size of his staff. Recently, the Secretary, Secretary Schweiker, made a decision to
expand his staff, and they did transfer 170 people from my agency
to his in order to beef up his ability in this area.
I can submit for the record what the size of his staff really is, but
I am really not totally conversant with it. But I know it was expanded.
Senator MELCHER. Well, Mr. Chairman, the reason I ask that
question-I think it's one that the committee will want to thoroughly understand. With the emphasis on the Inspector General as
being sort of the leading group within a department, having a responsibility for legal action, it s a real question of whether or not
L
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within that group there are some people who are experienced in
handling criminal matters and that they do indeed handle the
criminal matters, or if they are not experienced in handling criminal matters, that they do indeed turn over investigations or findings to the Justice Department for criminal investigation, and indictment, and possible trial.
Chairman HEINZ. I think the Senator raises a very valid issue.
This committee, in cooperation with the Senate Finance Committee, which is the committee of overall jurisdiction for medicare and
medicaid programs, conducted, about 1½/2 years ago, a careful hearing, oversight hearing, as to the efforts of the Inspector General, as
to his priorities, as to his staffing. I think it is fair to say that there
was some discomfiture on the part of members of the Finance Committee, both Republicans and Democrats, that Mr. Kusserow was
not adequately staffed to do his job, nd that, in part because of
that, he was unable either to make a sufficiently comprehensive
and detailed series of recommendations to clean up fraud, and
abuse, and waste in the system, and, second, to refer the quantity
of cases to the Attorney General that we judged would be a more
appropriate level of referral.
And it is probably once again time for our committees jointly to
undertake such additional oversight.
Senator MELCHER. Thank you, Dr. Davis, and thank you, Mr.
Kappert.
Chairman HEINZ. Dr. Davis, just to pursue one issue that Senator
Melcher raised regarding the ability of HCFA to monitor quality of
care. At Autumn Hills, which was a 100-percent medicaid facility,
which the Federal Government reimburses about half of, there
were in 1978, and in 1979, and in 1980, a series of deficiencies cited,
some of a very serious nature, that should have been picked up and
acted upon by the Department of Health and Human Services.
They included, among other things, nursing services, awareness
of nutritional needs-and here we have a facility at which the allegation is that people died because they were involuntarily starved
to death. That is the allegation.
On the deficiencies in 1978, one of the deficiencies is failure with
respect to awareness of nutritional needs. In 1979, failures with respect to supervision of patient nutrition, failure with respect to
menus and nutritional adequacy, failure with respect to frequency
of meals. And again in 1980, failure with respect to awareness of
nutritional need.
What is very difficult for us to understand is if there is some
kind of system that is supposed to do its job, how, given just the
publicity, let alone the management-by-exception reports that are
generated, clearly have been generated by HCFA or some part of
HHS, how do we explain to people that nothing happened, indeed
that nothing has happened, that there has been no return of
money to the Federal Government, there is no overwhelmingly convincing evidence that during this period there was any dramatic
improvement in the operation of this facility-why should we have
confidence that the system that you have described is going to be
any better than the one we have?
Dr. DAVIS. Well, as you know, in the medicaid-only nursing
homes, we do have the State agencies doing the surveying. Until
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1980-and, I might add, it was about September 1980, when Congress did pass legislation that we had asked for-in fact, we asked
for it in 1979, and Congress did not pass it until 1980 as part of a
total package. They did give us authority to do what we call look
behind. This is the first time that we had the authority as an
agency to take what we considered to be paper reports and to say
to ourselves, well, we would like to go into that facility ourselves
and actually do our own investigation. We didn't have that authority until, I think, it was probably December 1980.
So that with enhanced look behind, we have been aggressively
looking at the terminations, and in fact in fiscal year 1982, we terminated approximately 140 facilities, and there was at least more
than a dozen of those where we had used our look-behind authority, I believe. There was disagreement, and we did proceed with several terminations.
I think also, at that point in time, we did not have our MMACS
system, which is our automated medicare-medicaid reporting
system that I know some of your staff did visit on line. We have
made very vigorous efforts to get that system on line so that we
can track deficiencies. We can now, as you know, by computer,
track a period of years in terms of what deficiencies are, so we now
I think, find ourselves in a much improved position from what it
was back in the early days.
Chairman HEINZ. Let's assume for the moment the allegations
about Autumn Hills are all true, let's assume that the allegations
about Autumn Hills as presented by the former district attorney
are all true.
Should we expect HHS to do anything ever about any of those
allegations? We paid for half the costs. Services, if you believe the
allegations, simply weren't delivered. People, if you believe the allegations, died. The taxpayer has certainly come out on the short
end as well as the patients.
What do we do?
Dr. DAVIS. Well, Senator, as you indicated, these are alleged as
yet, and until we have a grand jury decision, we will simply wait
for their determination, except for looking at what we now have
currently.
We are concerned about the current survey status.
Chairman HEINZ. You know as well as I do that HHS isn't supposed to wait for an indictment to get money.
Dr. DAVIS. No; the surveys that have been recently done have indicated that they are in compliance. As to what would happen in
terms of the past actions, I would have to await what kind of decisions were being made by the grand jury, and we would then take
that under consideration.
Chairman HEINZ. If we know that service hasn't been delivered,
we don't have to wait for a finding of criminality.
What is involved here is a criminal action. That is a very different kettle of fish from the United States paying for services which
it didn't get. What does HHS propose to do about simply the books
not adding up, whether it's a mistake or not, involving criminal
intent.
Mr. KAPPERT. During the time of an investigation, as now, we
would be advised not to take any action because of the possibility
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of jeopardizing a prosecution. If, as Dr. Davis testified, this were
subsequently proven to be so, the avenue that we would have
would be to attempt to take disallowances, as we call them, against
the State for having paid for services that were never rendered,
and the State in turn would then have to go back against the corporation to recoup. The prospect of that, I would think, would be
pretty questionable.
Senator MELCHER. Would the Senator yield?
Chairman HEINZ. Be happy to yield.
Senator MELCHER. Isn't it true that this is the fourth grand jury,
and that there was plea bargaining subsequent to the actions of
other grand juries, findings of other grand juries? So there certainly was a gap in between the findings and the gap between the plea
bargaining and a gap as compared to now, the fourth grand jury
investigation, which is a reslilt. of a nevw acion, as I understand it,
by the newly elected district attorney.
Mr. KAPPERT. I am not aware of whether in fact there were gaps
in that particular period, but certainly the thing was continuous,
and, without getting any more into the depth of the whole thing, I
don't think we had an opportunity at any time to intervene.
Chairman HEINZ. I must say, the testimony I have just received
from you troubles me deeply, because what you are saying is, if
somebody is indicted for murder, you cannot take any action to recover Federal Government costs, and that doesn't make any sense
at all.
Dr. DAVIS. No; we are not saying that, sir.
Chairman HEINZ. Well, that's what you said.
Dr. DAVIS. May I clarify?
Chairman HEINZ. Please, I wish you would.
Dr. DAVIS. What we are saying is-we have the power that if we
go in and visit a facility and if we determine that there is something that is life threatening at that moment in time, then we obviously can take steps to immediately remove the facility from being
a part of the payment system. Likewise we would then notify
others, as indicated earlier, if we discovered criminal actions.
However, when it is an allegation that something happened previously, until it has been proven that the allegation is so, then we
have been told that we should not do something at that point in
time. I understand what your concern is that we shouldn't pay for
services if they were not rendered; and, indeed, if that allegation is
proven so, then we would take those steps.
But at the moment, since there is a grand jury investigation, it is
inappropriate for us to prejudge what the outcome of it would be.
Chairman HEINZ. You have just said exactly what I was afraid
you had said the first time. Now, remember, we are talking about
two different things here. One, we are talking about improper payments by the Federal Government and the State for services not
rendered. All right, that is the issue that I am asking you as the
person who makes those payments, or at least a portion of them to
look at.
Second, there is a totally different issue, as I see it, which is that
somebody else is alleging-in this case, the State of Texas-that
there is something that goes beyond that. The State of Texas is
charging that because certain services weren't delivered, that a cor-

90
poration is responsible for the deaths of people. That is what is
being alleged.
That seems to me to be a very different issue and I don't understand why that should prevent you from doing your job.
What you have suggested is that the way for somebody to avoid
getting into trouble and actually having to pay money back to the
Federal Government for services they never delivered is to get into
some kind of litigation, and HHS will just walk away from it.
Now, I don't think you want that happen, frankly.
Dr. DAVIS. Well, Senator Heinz, my job is to protect the integrity
of the delivery of care and services at that moment in time, which
I would take vigorous action to do. I would point out that the payments were made several years ago and it is an alleged fact, and I
am afraid in terms of what I could do about it at this moment in
time, because of the grand jury investigation-because we had been
advised not to make an interference which might prejudge that.
Then one ought to talk to the Justice Department about those
kinds of activities.
Mr. KAPPERT. We simply don't have the facts that the grand jury
has, to begin with, proven or unproven. I mean, we don't do the
kind of investigations or develop the kind of data that they apparently have. We simply do not have that evidence.
Afterward, if it is so proven, then that evidence will exist.
Dr. DAVIS. I can assure you that we will monitor the situation
very carefully.
Chairman HEINZ. Well, I hear you, but I don't understand why
you can't tell the State health department to get you the facts.
Dr. DAVIS. They are part of the grand jury investigation.
Mr. KAPPERT. The State attorney general has advised the State
not to give us anything as well.
Chairman HEINZ. Well, I am at some disadvantage-I am not a
prosecuting attorney; maybe Senator Melcher was at one time,
there are an awful lot of former prosecuting attorneys that are
U.S. Senators.
Senator MELCHER. If the chairman would yield, I think we are
getting into almost a perception here that-and I don't think you
want to leave it here, Dr. Davis and Mr. Kappert-that unless the
State of Texas says that, based on the facts of the grand jury, that
there was no fraud in the use of the money, the Federal money,
that you are not going to be able to do anything, or won't do anything. And that if this drags out for years, you will never be able to
make a judgment on it.
I don't think you want to leave that impression. I think you want
to leave the impression that there will be some significant facts revealed to you very shortly.
Dr. DAVIS. That's correct.
Senator MELCHER. And that based on that you will make a final
determination whether Autumn Hills has defrauded the Federal
Government of some money they should not have, Federal dollars.
And it doesn't make any difference on that basis whether Texas
agrees or not. You don't have to have Texas to ever agree on anything to collect U.S. taxpayers' money, if it's a question of fraud.
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Dr. DAVIS. No; what we do have to do is be careful that we don't
prejudice the case by taking precipitous action before their action.
is done. That is what I was trying to indicate.
Senator MELCHER. And I would like, on behalf of you, and on
behalf of HHS, and on behalf of the U.S. Government-I would like
to have it stated that indeed the Inspector General of HHS and the
Justice Department are cooperating with the State of Texas on all
of this investigation, is that not a fact?
Dr. DAVIS. I know of no reason why we would not cooperate with
them, sir.
Senator MELCHER. Is that a fact or not?
Dr. DAVIS. Well, I can't speak for the Inspector General. He has
not communicated with me in any way, shape, or form. I know
Richard Kusserow and I am certain that he would cooperate to the
best of his ability
Senator MELCHER. I will state, on behalf of every citizen in this
country, that the Inspector General and the Justice Department
indeed do have a responsibility to carry out assistance and cooperation with this investigation in the State of Texas.
Dr. DAVIS. Yes.
Chairman HEINZ. I want to thank Senator Melcher for some excellent advice, which I hope will be taken fully.
Dr. Davis, I don't think we have any further questions. Thank
you for coming. I anticipate that members of the committee and
myself and other committees will want to work with you quite
closely in assuring a system of quality assurance that is really
going to work.
Thank you.
Dr. DAVIS. We would be happy to work with you on that, Senator.
[On February 24, 1983, Chairman Heinz wrote to Dr. Davis requesting answers to additional questions for the record.' No response has been received from Dr. Davis at time of publication.]
Chairman HEINZ. Thank you.
[On February 17, 1983, Chairman Heinz wrote to GAO requesting
an evaluation of the extent to which HHS, in advancing the prospective system, took into account lessons learned in the New
Jersey DRG experiments the Department had funded. GAO's response, dated June 15, 1983, is included as appendix item 5,
page 149.]
Chairman HEINZ. I am advised by staff that we may have received a request from Robert Gay, president of the Autumn Hills
Convalescent Centers, Inc., in Houston, Tex. He had requested the
right to respond to any information presented here.
We certainly intend to accord him that privilege if he chooses to
press it.
Is this Mr. Gay?
Mr. GAY. Yes, sir.
Chairman HEINZ. You are not obligated to, but you are certainly
entitled to.
' See appendix. item 4, page 148.
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STATEMENT OF ROBERT GAY, HOUSTON, TEX., PRESIDENT OF
AUTUMN HILLS CONVALESCENT CENTERS, INC.; ACCOMPANIED
BY ROY MINTON, ESQ., MADDIE LOCK, AND RON PULLMEYER

Mr. GAY. I appreciate the opportunity.
Chairman HEINZ. Mr. Gay, I want you to do two things. I am
going to ask you to swear as to your testimony, and I am going to
ask you to identify those accompanying you.
Would you please rise and raise your right hand?
Do you swear that the testimony you are about to give is the
truth, the whole truth, and nothing but the truth, so help you God?
Mr. GAY. Yes, I do.
Chairman HEINZ. Would you please identify your associates?
Mr. GAY. First of all, for any that might not know, I am Robert
Gay of Houston, Tex., and I am the owner of Autumn Hills Convalescent Centers. On my left is Roy Minton, who is my attorney, and
whereas I am going to do the presentation, I think there is at least
one question that you asked earlier, that I hope you will ask again,
dealing with the plea bargain agreement, that probably he could do
a much better job of answering than I can.
Chairman HEINZ. Who?
Mr. GAY. Roy Minton.
Chairman HEINZ. What is his relationship?
Mr. GAY. He is my attorney.
Chairman HEINZ. I am sorry, the rules of the committee do not
-permit attorneys to respond on behalf of a witness.
Mr. GAY. All right, I will do the best I can with that question, if
it comes up.
Chairman HEINZ. And the reason is, an attorney has a special relationship with a client and cannot speak for the client on the
public record.
Mr. GAY. I would just ask him to answer a technical question.
Chairman HEINZ. Would you identify the other people at the
table?
Mr. GAY. All right, on my right is Maddie Lock, who is the director of our nursing services; in other words, she works in our central office, supervises nurses that are assigned out of that office for
training and for inspection purposes. And on the far right is Ron
Pullmeyer, who is our executive director, and in charge of seeing
that our policies are carried out throughout our system.
Chairman HEINZ. Please proceed.
Mr. GAY. All right, thank you. As I said, I appreciate the opportunity to come here, and in the interest of time I think I ought to
probably start by getting into the various things that Mr. Marks
brought up so that we can kind of go through these things rapidly.
I am a little disappointed that we couldn't have been allowed to
come on immediately after he was up here, because I think it
would have been much easier for you to understand our answers to
his questions had they pretty well come in the same proximity.
I don't know whether Dr. Davis has left yet, but I wanted to let
her know that I do agree with her position on the prospective payment system which I think your congressional committee is looking
into and apparently moving in the right direction.
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- I also want to compliment her for her position on the impropriety of having this case, the Autumn Hills case, tried in a public
forum like this when it is possibly going to be litigated in the
courts of Texas.
But since it is, I do appreciate the chance to rebut some of these
things.
Chairman HEINZ. The Chair would note that this is not being
tried in a public forum. We have been very careful, I think, Mr.
Gay, to make sure that anything that has been stated by the prosecuting attorney, or the former prosecuting attorney, has been
characterized as an allegation. The Chair himself has repeatedly
made that point throughout this hearing.
And I appreciate your sensitivity to the issue, and I am sure I
would feel the same way as you do. I would also remind you that at
the time that I announced this hearing, you were not facing trial,
you were not under indictment-your corporation was not undpr
indictment. You are aware df that?
Mr. GAY. Yes. We are not under indictment at this time either.
A grand jury investigation is very possible. The indictments were
only thrown out for technical reasons, and it may go back to a
grand jury. In fact, we have asked that it be taken to trial so that
we can quit being perceived as guilty without our side of the facts.
Chairman HEINZ. I understand, but just so the record is clear, I
think you are aware that-the time we scheduled this hearing a plea
bargain had been entered into, signed, sealed, and delivered, is that
not correct?
Mr. GAY. That's true.
Chairman HEINZ. And therefore at that time the committee had
every right, indeed every responsibility, to look into the circumstances of what was, at that point, a completed case, and any reopening of the case that is taken since that time you have done on
your own initiative, is that not right?
Mr. GAY. It's not exactly right; it's up to the Galveston County
grand jury to take any further action.
Chairman HEINZ. Maybe I misunderstand the situation. But did
not Autumn Hills request that the plea be vacated? Was that not
on your initiative?
Mr. GAY. Absolutely.
Chairman HEINZ. Well, then, I think, to make sure the record is
correct, you don't want to leave an implication that the grand jury
asked you to reopen the plea bargain, as I think that implication
was stated on the record. And I think you want to correct that implication, don't you?
Mr. GAY. Well, I'm not implying that I have asked them to
reopen it or that they are going to. It just seems impending that
they will.
I would like to have an opportunity to comment on the GAO
report briefly after my comments on Mr. Marks' presentation, and
possibly one or two comments on the HCFA position that was given
by Dr. Davis. I hate to miss an opportunity.
Chairman HEINZ. Please proceed.
Mr. GAY. Mr. Marks presented a very, very horrible picture of
Autumn Hills, and he did it quite eloquently. But I think you just
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heard from a very unexpert witness, and I am a little bit amazed
at the importance that you all put on his testimony.
Mr. Marks, you might not know, was but 27 years old, right out
of law school, when he stumbled onto this little dust-covered file
that he liked to tell the story about, and began working on this
case. And he has worked on it for approximately 3 years. He has
been very, very effective in presenting what he has to the grand
jury, resulting in these indictments.
I might say that his boss, who eventually fired him, probably
should have done it much sooner, is of the opinion that he has a
very good knack for presenting 100 percent, well, 50 percent of the
data. And this is exactly what has happened here.
Only one side of this case has ever been presented, and so I
would like to have the opportunity to answer some of these points
that he brought up as we go right on through.
He sort of started off by giving the story of the little file that he
found, that nothing had really-there had been no action taken.
Well, actually action had been taken. There had been a grand jury
investigation of one of our employees who apparently had reported
some shifts covered that really weren't covered, and there was a
thorough investigation of this, and the grand jury no-billed my administrator. And it had not just been ignored, like he indicated.
He did come out with indictments that claimed that Autumn
Hills was guilty of murder, that we knowingly and willfully committed murder of patients. Now, this is a serious accusation; you
kind of have to wonder about this. I think maybe his lack of experience maybe caused him to not know the law, or research it through
thoroughly, but this is what came out of the grand jury investigation.
I might say that he is very forceful in his presentation, whether
his facts are right or not, and was able to convince the grand jury
of this. I don't think he can do this in a courtroom. I don't imagine
he will be there to do it, but I don't think anyone can.
And so this is why we had asked that the plea bargain be set
aside so that we can get into the courtroom where both sides of this
will be told.
There was some indication that 65 percent of the days were understaffed. We were adequately staffed, and in nearly all cases
were in compliance with the State's requirements. Sixty-five percent is a ridiculous figure.
He talked about a shortage of food. Can you imagine a nursing
home group, 17 nursing homes, Autumn Hills, in the State of
Texas, closely located near Houston, that-I started this company
20 years ago and have been dedicated to good service-can you
imagine that we would actually single out one of our facilities, and
go out there and deny food to these people? We have a reputation
among our peers, a high reputation among the State health inspectors, and we have a high reputation among the families that we
serve.
The food shortage that he seemed to dwell on was the shortage of
a formula that we serve, in this case Ensure. It's one of several
brands. It's sort of like a little malt in a can, has about 600 calories
or so-250 calories probably in a can. And Ensure is ordered by the
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doctor very frequently when a patient is not adequately taking
other food in.
And we would offer this as a substitute if the person just didn't
like the meal; we will offer it as a supplement if we feel like the
person is not getting enough food. But it doesn't mean that this patient necessarily has to have this supplement every day. It is only a
supplement.
We had approximately 8 patients out of 120 that were tube feeders, they had a Levine tube inserted, and the only food that they
did get would be through some type of liquid formula like this.
So the statistics that they have can certainly be proven erroneous when you get into a, you know, more thorough examination of
what was available and what was required to be served.
He mentions that 61 percent of the time during this particular
period were sanction days, in other words, action being taken
against our company. Now, I know you all have just gone through
some questioning as to whether anybody is doing anything about
the terrible atrocities. Well, we did go through a period there
where we had sanctions placed against us, and it doesn't necessarily mean that during this 61 percent of the time that we were out
of compliance, or were doing anything wrong. This might mean
that you may have a roach in the kitchen, and you might be placed
on compliance for 30 days, and you get the roach out of the kitchen, you know, immediately-or you don't have a cover on a garbage can, which is something we are not supposed to do, have a
cover off a garbage can. And so that would be one of the demerits
and one of the things that you would be written up on.
So we may have sanctions placed on us; in other words, put on
compliance, which means you have got 30 days to do this, to put
the lid back on the can. Certainly we go right in there and do it.
So 61 percent of the time that we were under a sanction certainly didn't indicate that there were life-threatening situations going
on at that time.
He speaks of the money gain, and, Senator, you have spoken of
this several times, and I hope you will question me a little bit in
detail, like you have done some others, as we get into that part of
it. But you seem to indicate that you think I took $200,000,
$250,000, that I shouldn't have gotten and I did something with it.
This is part of what the prospective system is all about, in that
you are paid a flat rate for providing services, and you provide
those services, and you get paid that money. I didn't get paid any
extra money for doing any of these things.
And there were implications that, you know, trips were taken,
that parties were given. Keep in mind, this is a large company: We
have 17 homes, we have 1,000 employees, we have 1,800 patients,
we have a rather large central office. A lot of these things that
might show up as flowers, and liquor, and meals, and things like
this, are normal things that are done in normal companies. When
someone is sick in the hospital, you send him flowers, maybe it's a
patient, maybe it's an employee.
And so certainly these are expenses that are warranted. It's just
how they happen to get coded on our cost report that raised some
questions.
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Chairman HEINZ. Let me ask you about that. First of all, this
was a GAO investigation, and it wasn't that GAO or the committee
was claiming that these were not perfectly legitimate business expenses; these were put on some kind of a report which was purported to list these as medical expenses, is that not the case?
Mr. GAY. No, it's not exactly the case. Keep in mind, I have been
in the business 20 years, and for 17 of those years I have worked in
some capacity, either with the State organization or the national
organization, in trying to develop a fair reimbursement system.
Seventeen years ago, when medicare was coming in, they took the
position that we want to audit-we want a retroactive system-and
it involved lots of audits and it was a cumbersome system that
eventually caused all nursing homes, nearly all nursing homes, to
not even participate in the program.
The prospective system allows us to come up with a flat rate that
the State agency tries to have to be fair, they want it to be adequate, to provide adequate service; and, needless to say, if you want
to spend more money, you could get more service-the State is
faced with that problem. If they want this much service, they have
got to pay this much money; if they want this much service, they
pay this much money.
So there has to be a balance between what is paid and the services that are rendered. If you want Cadillac service, you have to
pay a Cadillac price.
So, in Texas, we used to negotiate for a flat rate-this is the
system we were on 17 years ago. HCFA at that time was trying to
encourage all of the States to move toward a medicare-type reimbursement; in other words, a retroactive system. I, and two or
three other States, held out and said we just don't think it's a good
system, not for the taxpayers, because it is not going to be cost containing.
And now we see many years later that most of the States have
now come along with Texas and have a system that is very costeffective. And I have to compliment the current administration for
taking here again another step that might contain some of the
costs of services to the elderly and to the needy.
In trying to arrive at this flat rate, we have to have something to
go on. In the old days it was just horse trading; you did the best job
you could to get your rate, and they did the best thing they could
to beat you down. And we decided-and I was part of the group
that did-that it would be much better if we had cost reports that
everybody submitted on a uniform basis, and we would use that as
the basis for determining a rate. It's a very logical way to do it.
And we started this, I think the first pilot was done in about
1976, and it has progressed through the years. The first year that
our system was audited was 1978, and under our program the Federal Government required that one-third of all of the homes be audited. I volunteered that all 17 of my homes be audited. And I also
volunteered that we would be the first ones to be audited, because I
had knowledge of this, and the firm of Haskins & Sells was awarded the contract to do this. They had no idea-their workers had no
idea of how to go about this, and we welcomed them in and we
showed them the proper way, you know, to understand what the
whole system was. It's a very, very complicated system.
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So when we come up with that flat rate, it does not mean that I
am going to get any more money than anybody else. And, as the
report shows here, the $250,000 as referred here, did not affect
what I got, it did not affect what anybody else got. But there seems
to be the implication that I walked away with a lot of money. And
I didn't. I got just what everybody else did.
And the implication is that, well, we probably did make lots of
money. We measure the amount of money that you make normally
as an amount per day. I made in that year, 1978, 15 cents a daythat is less than 1 penny an hour profit, for taking care of a very
fragile, very sick, very elderly person. Now, if you think that is ripping off the Government, I think you are getting a good deal.
You also got into the point that we made 100 percent return on
equity. This is a way that was looked at, at one time, by the State
of Texas as a gage for whether the industry was in a healthy position or not. It is not a good way to look at whetheir you are making
any money or not, because you can actually be in the nursing home
business with no equity at all. You can lease a facility and you can
borrow the money to operate. And you may have absolutely $1 invested, and your return on equity, if you made $2 profit, would be
2 00-percent
return on your equity.
So forget that as a good gage for measuring profitability in a
nursing home.
Chairman HEINZ. How much did Autumn Hills make in 1979 and
1980?
Mr. GAY. In 1978 we made 15 cents a day profit; in 1979-Chairman HEINZ. No, in dollars.
Mr. GAY. In dollars? Well, if you have your calculator you can
multiply that by 365 times about 1,700 patients.
Chairman HEINZ. Do you report to your shareholders?
Mr. GAY. I'm the shareholder.
Chairman HEINZ. Are you the only shareholder?
Mr. GAY. No; I have one good friend that is a shareholder.
Chairman HEINZ. So you are not a public corporation.
Mr. GAY. Right. And we do have audited statements prepared by
one of the Big Eight firms.
Chairman HEINZ. Why don't you just submit those to the GAO?
Mr. GAY. They have been submitted; we submitted them to the
GAO.
Chairman HEINZ. Fine.

Mr. GAY. I might say that the average amount that is earned by
nursing homes in Texas during this particular year, I think, was
$1.12.
[Chairman Heinz asked that the following information be inserted into the record: First, Texas Department of Human Resources
meeting agenda and attachments, February 26, 1981, showing that
for the period studied return on equity (profit) in Texas nursing
homes was 33.8 percent, which exceeded every other industry studied;' second, April 27, 1981, Dallas Times Hearld article, "Texas
Nursing Homes Turn Average 33.8 percent profit";2 and third,
'See appendix, item 6, page 161.
'See appendix, item 7, page 174.
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June 14, 1981 Austin-American Statesman article, "Do Nursing
Homes make Enough Money?" 3
Chairman HEINZ. Excuse me a second. In those audited statements, don't you have any recollection roughly of how much money
the corporation made in 1978, or 1979, or 1980?
Mr. GAY. It will be very small.
Chairman HEINZ. What's small in Texas?
Mr. GAY. Well, say, $278,000. I know if you were a peanut
vendor, you would say $278,000 would be a lot of money, but it
works to be 15 cents a patient day-that's not a lot.
Chairman HEINZ. Please proceed.
Mr. GAY. OK. There was talk about a large number of deaths.
Now, keep in mind this was presented to you by a very unexpert
expert, and how he is able to determine whether there is a large
number of deaths or not, I don't know. Every nursing home is different. And we have some nursing homes of these 17 that have
very, very few deaths, because they are a type, they are an intermediate type facility that really don't take the acute cases; they
are light-care cases, and you see these nice little ladies walking
around, and it's just the way you would like to envision a nursing
home being.
But all nursing homes aren't that way. And all nursing homes
should not be that way.
This particular nursing home was a skilled facility, located very
close to the large Galveston County Memorial Hospital, which was
bulging with medicare patients being paid $300-and this is a point
I wish you would really listen to, because this is part of what your
committee is really working on. We are talking about cost-effectiveness, we are talking about a cheaper way of doing the business.
And one place where there is an enormous amount of money
wasted in the program, the medicare program, is where patients
are kept in hospitals much longer than they need to be, at $300 a
day or more, when they could be transferred to an extended care
facility, and kept at approximately $50 a day.
This is where the bulk of the money is being lost. Only 2 percent
of the money in nursing homes even comes from the medicare program. This is wrong; there should be much, much more of it, and
you would save millions and millions and millions of dollars.
So I hope the committee will look into that.
The people that were dying-now, keep in mind, in an effort to
make acute hospital beds available to people who need acute hospital beds, people are moved out of the hospital into our nursing
home. We were one of two skilled facilities in this area, and we
took these people.
Now, you are really not doing yourself a big favor by taking an
extremely heavy-care patient that has a prognosis that is very,
very limited; in other words, the patient probably may die in 2 or 3
weeks. And you go through the effort of taking this person in,
caring for him-they are a terminal case, they have cancer, they
die-we are not killing these people; they just died for $30 a day
instead of dying for $300 a day. But that is not every patient in our
'See appendix, item 8, page 175.
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nursing home. It is just that our proximity and our type of care in
that facility allowed us to take care of that type of patient.
Chairman HEINZ. As I understand your concerns, your concern
and the reason you wanted to appear is that you wanted to clarify
on the record some of the things that Mr. Marks said. The two
things you have mentioned-well, one of the two things he's said
you have mentioned, and that is you have talked about the formula. The other allegation-Mr. GAY. Talked about what?
Chairman HEINZ. The administration of the nutritional formula.
The other allegation that Mr. Marks made involved nursing
shortages. Let me just clarify this, because we could be here all
afternoon, and I can't have the hearing all afternoon, because
there is another hearing in a couple of minutes, and some other
committee that I have got to-Mr. GAY. I hope I won't have more than 2 more minutes.
Chairman HEINZ. Well, I can't guarantee that; you have had
about half an hour. But you can submit something for the written
record, if you would like.
One of the most frequent criticisms that was made relates to
nursing shortages. Now, criticism comes not just from Mr. Marks,
but comes from State health agency, it comes from medicare
records, and it comes from the GAO. Now, you denied that there
weren't nursing deficiencies at Autumn Hills during this period.
Mr. GAY. There were from time to time; there are in all nursing
homes.
Chairman HEINZ. All right, it has also been alleged, according to
Mr. Marks, that the formula that you discussed was the only formula purchased by Autumn Hills; he alleged that it was not a supplement, although it may have been marked as such, but that for a
number of patients it was the sole source of nutrients. And in those
cases, I understand, the procedure at nursing homes, a tube is used
and the nutritional supplement is administered; it is not a question
of whether people want it or not, it is what they are supposed to
get.
And are you stating, just so I understand you correctly under
oath, that the necessary quantities really were on hand at this facility?
Mr. GAY. Yes; I am saying that we had enough on hand to do the
job. He assumes that we have to give these people this formula all
the time and that they are all tube feeders, and they are going to
die if you don't put-there were only 8 out of all of these, out of
approximately 33 people that were on some type of supplemental
feeding like this. Some of them just hate the stuff and won't take
it. And don't need it.
Chairman HEINZ. The other allegation that you objected to was
the implication that you are making a lot of money out of this, and
that somehow your financial incentives outweighed your commitment to quality care.
Now, let me just see if I understand the situation. The GAO essentially found in 1 year about a quarter-of-million-dollars' worth
of what some people would call executive fringe benefits, expense
account items. Nothing illegal about them per se, but they were expense account items, a quarter of a million.
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You have indicated that the corporation made, as I understand
it, about a quarter of a million dollars-you weren't too specific as
to that.
What did you yourself, in addition to those, pay yourself? I'm
sure you are going to have an idea of what you paid yourself
during this period.
Mr. GAY. $100,000 a year.
Chairman HEINZ. About $100,000. Now, is the coowner of this
also a paid employee?
Mr. GAY. No; he is not.
Chairman HEINZ. So we are not talking about nickels and dimes
here; we are talking about a fair amount of money.
Mr. GAY. We are talking about 17 nursing homes.
Chairman HEINZ. Yes; we certainly are. But my impression was
that you wanted to leave an implication that this is just pennies a
day. Frankly, to most Americans a quarter-of-a-million-dollars executive expense account is a lot of money, a quarter-of-a-million
dollars' profit is a lot of money, a $100,000 salary is a lot of money.
You have a perfect right to it as long as you deliver quality careyou have a right to make an honest profit. No one is questioning
that. You have a right to have fringe account or expense account
benefits-no one is questioning that. You have a right to get a
decent salary in 17 nursing homes-that is a lot of nursing homes.
But I don't want you to leave the implication on the record that
this is just nickels and dimes either. That is what we want to be
clear on.
Senator Melcher.
Senator MELCHER. Well, I think the point has come up, Mr. Gay,
that out of this 17 nursing homes that-some of the testimony was
presented to the committee that 15 of those 17 on review consistently were outstanding, but two were-Mr. GAY. Thank you for bringing it up.
Senator MELCHER. But two were not.
Mr. GAY. That's right.
Senator MELCHER. And the allegations involved one of those two.
So I think we can all understand how in a group of 17, some are
going to be better than others. I think what our concern is, if this
one that is involved in the allegations was not better, what was the
reason for it, and were there differences in that one that you are
aware of yourself, and what was done to correct or to alleviate
those conditions?
Because you had to be aware that there was a difference; you
must have reviewed the findings and ratings. And what specifically
did you do to try to bring this one we are concerned with up to the
right level?
Mr. GAY. All right, you mentioned that there were two that did
not qualify for a superior rating. One of them was this Texas City
nursing home. We were in the middle of all of this, there were
changes in personnel. It did not qualify. It is a superior-rated nursing home at this time. I have to point out that when we did have
78 percent of our nursing homes that were superior rated, the
statewide average was only 30 percent superior rated. Certainly we
get some credit for that.

101

Senator MELCHER. I think more to the point is the allegation-it
seemed to tell us that adequate nutrition was not supplied in this
one.
Did you not find that there were some shortcomings?
Mr. GAY. Absolutely not. We went in and did an audit on all of
these things, the same as the GAO report here.
Senator MELCHER. And you found nothing wrong?
Mr. GAY. No.
Senator MELCHER. I'm not just speaking of the day you walked
in. Did you find nothing wrong in the past, in the months before
that?
Mr. GAY. Oh, yes. We always go into a nursing home and find
something wrong. This little lady here goes in there just like a
State inspector, and-Senator MELCHER. I mean seriously wrong. I know there is
always going to be deficiencies.
Mr. GAY. No, we didn't find anything, seroiusly wrong in that
nursing home.
Senator MELCHER. And you satisfied yourself that there had
never been anything seriously wrong there and that the operation
of that particular nursing home should have showed up just as well
as all the rest of the comparable nursing homes-because I also understand that of the 17 you have, they are not all necessarily comparable, due to age group, type of patients that are in some of the
nursing homes.
Mr. GAY. I am satisfied that was a very good nursing home and
that we were giving good patient care there.
Senator MELCHER. And there was nothing to the allegations at
all? Is that right?
Mr. GAY. She would like-Ms. LOCK. I'm Maddie Lock. The allegations were made by an
employee, a State employee, who had a grudge against our administrator. There was quite a few allegations made.
Senator MELCHER. Now, you are making an allegation that the
State employee had a grudge against the administrator.
Ms. LoCK. There was quite a few-Chairman HEINZ. Excuse me, I have got to ask that Mr. Gay only
speak. He is the only sworn witness. And I am sorry, we cannot,
particularly in a matter of this great sensitivity, allow unsworn testimony.
Mr. GAY. May I pick up from where she left off then, and say
that during this time we had this unrest, we had unusually bad inspection reports that were instigated by an ex-employee of ours.
And I don't want to be too critical of her, because I think she was
not that bad of an inspector; I think there was just a personality
clash between this lady and my administrator. I think both of them
were at fault that this thing really got to this point. But this is the
beginning point for all of these problems that we had.
She was subsequently pulled off as our inspector, and it was alluded to by Mr. Marks that somehow or another we were able to go
around the backrooms and get her pulled off. Well, it's a State
health department policy that your ex-employee will not be your
inspector, for two reasons: One, they can be overly friendly, or they
can have an ax to grind. And it should not happen. And Dr. Bern-
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stein of the health department was right when he pulled her off.
Things got better after that.
Senator MELCHER. Mr. Gay, the confusing part of this is that in a
plea bargaining, it is my impression that you admitted to negligence.
Mr. GAY. No; and this is why we backed out, because the public
perceived our admission of guilt.
Senator MELCHER. Please describe for us exactly what your plea
was.
[Mr. Gay and Mr. Minton confer.]
Mr. GAY. It's hard to keep these attorneys quiet, you know. He
says that Mr. Marks was given an hour to speak on this subject,
and that we should, you know, hopefully be given the same amount
of time, and that he would like to speak for 5 minutes on the plea
bargain deal.
Mr. MINTON. Mr. Marks was the attorney.
Chairman HEINZ. Excuse me, sir.
Senator MELCHER. No, wait a minute.
Mr. MINTON. And I am the attorney for Autumn Hills.
Senator MELCHER. What was your plea?
Mr. GAY. It was a nolo contendere; in other words, we agreed not
to contest this-now, this was a plea bargain agreement between
us and Galveston County, so that we could finally put this thing to
bed and get on with-Senator MELCHER. Agreed not to contest what?
Mr. GAY. The plea bargain, which-their side of the deal was
that-Senator MELCHER. What was the charge?
Mr. GAY. The charge would be reduced to involuntary manslaughter, and that we would be put on probation for 10 years, and
the judge, after 2 years, would rule not guilty in the case.
Senator MELCHER. And you agreed to that?
Mr. GAY. I agreed to that, yes.
Senator MELCHER. Now, the involuntary manslaughter would be
on the basis of what? What was it that created the involuntary
manslaughter?
Mr. GAY. It was on the basis of just getting out of the thing and

getting back to business.
Senator MELCHER. No, no, I may not be explaining myself. You
accepted that, and what would cause the involuntary manslaughter?
Mr. GAY. I don't know; I don't think that they could prove involuntary manslaughter, or negligent homicide, or anything.
Senator MELCHER. Did the district attorney charge in this plea
bargaining, the Texas State Justice Department, did they say that
involuntary manslaughter resulted from a series of negligent
events at this particular nursing home?
Mr. GAY. This was the agreed indictment between my attorney
and the district attorney.
Senator MELCHER. Now, you disagree with that?
Mr. GAY. Well, at the time we went into this, we were told by
everyone, look, this is the best thing to do, you know, stop spending
money, get on back to business, and we can get this thing put to

bed.
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And when we agreed to this, Maddie, and Ron, and my wife,
walked out in the hallway and we said: Why aren't we happy? Supposedly it's over with now, why aren't we happy with this? Well,
the reason we weren't happy is that we know that people are going
to perceive this as an admission of guilt, and it stuck in our throat.
Senator MELCHER. Now, you are testifying today, not just on
yourself, but on behalf of the employees, that to your knowledge
there was no negligence at this particular nursing home, is that
true?
Mr. GAY. Absolutely.
Chairman HEINZ. I have just one last question. Was the inspector
of the State named Betty Korndorffer that you referred to?
Mr. GAY. Yes.
Chairman HEINZ. Now, did I understand you to say she had been
an employee of Autumn Hills, is that correct?
Mr. GAY. Yes; that's correct.
Chairman HEINz. woes Lhe Ciear Lake Care Center have any relationship to Autumn Hills?
Mr. GAY. No.
Chairman HEINZ. I am puzzled, then, because I am advised that
that person was an ex-employee not of Autumn Hills but of Clear
Lake Care Center, at least was also an employee of that facility at
one time.
She inspected both that facility and your facility, you are saying,
when she was working for the State?
Mr. GAY. Well, I can't say whether she was inspecting there, but
she was inspecting another one of our facilities at the same time.
Chairman HEINZ. But she had been an employee of yours at one
time?
Mr. GAY. At another facility.
Chairman HEINZ. And then she went to work for a second facility.
Mr. GAY. No; it was Just the reverse of that.
Chairman HEINZ. She had come to you after she had been with
this other place.
Mr. GAY. Yes. Keep in mind, we had no problems with Betty
Korndorffer in this other facility; I am not trying to indict her for
being, you know, an idiot by any means. She was not really a bad
person; she just had a conflict with this particular administrator.
Chairman HEINZ. Well, Mr. Gay, I understand you do want to
testify some more.
Mr. GAY. Can I wrap up with the GAO in about 5 minutes?
Chairman HEINZ. I cannot chair this hearing any longer. I apologize to you for that, it was not my intention. We had scheduled this
hearing to end at 12:30.
We only found out yesterday about your intention to testify. We
would be happy, however, to receive for the record any sworn statement that you care to make. I You have had, I think, some opportunity, perhaps not as complete as you would like, to put the facts on
'No additional statement has been received as of publication date.
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the record. And we do thank you for being willing to appear-we
appreciate it. And we thank your associates for observing the rules
of the committee permitting you to put the case forward.
I must regrettably adjourn the hearing.
[Whereupon, at 2:12 p.m., the committee adjourned.]
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A P P E N D I X

MATERIAL RELATED TO HEARING
ITEM 1. SUBURBAN MEDICAL REVIEW ASSOCIATION AND ESSEX PHYSICIANS REVIEW
ORGANIZATION REPORTS, SUBMITTED BY DENNIS J. DUFFY, EXECUTIVE DIRECTOR,
SUBURBAN MEDICAL REVIEW ASSOCIATION, INC., KENILWORTH, N.J., AND B. MARC
ALLEN, EXECUTIVE DIRECTOR, ESSEX PHYSICIANS REVIEW ORGANIZATION, INC.,
SOUTH ORANGE, N.J.

OVERVIEW AND HIGHLIGHTS OF THE 1983 PROPOSAL

The proposal addresses all pertinent areas and functions of the SMRA's
operation. It houses a description of the management cpcrativz,
,r
the
rorpcrtjlfos
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as the actual review system functions.

The plan demonstrates the SNRA's ability to perform DRG analysis, utilization
review and quality assurance at a very reasonable cost. There are a few areas
which will rely on hospital and Department cooperation. One particular area
is the analysis section, where the SMRA must receive historic UB-PS data
tapes and Hospital DRG Management Reports in order to deliver the analysis
proposed.
A. The Review System - The Utilization Review function is performed by the
use of a highly concentrated Admission Review Program which will look at all
admissions except normal delivery and healthy newborns.
The Continued Stay Review Program will use the cyclic review system,
with review being assigned for up to every five working days.
The Retrospective Review, or our Quality Review Study Program, will
require two individual hospital studies and three areawide studies per year.
The system will also perform occasional special studies as deemed
necessary. Special psychiatric studies have and will be performed. In
addition, the SMRA has a Program Impact Section on the Utilization Review
Worksheet which is utilized to document Nurse, Social Service and normal Peer
Review Interaction.
The SNRA has a comprehensive program of Discharge Planning which is
coordinated with the individual hospital personnel.
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B.

Monitoring and Oversight

The proposal demonstrates in detail the SMRA monitoring methodology which
began with use of our delegation criteria and assessment of the area
hospitals. This process continues through two formal monitoring visits at
each hospital each year. The delegated hospitals are given the
responsibility of performing review in accordance with our systematic
requirements, and, if they continue to meet our compliance standards, they may
retain their delegated status, according to our Monitoring and Delegation
Plans. If these institutions do not perform well, they become subject to
these same delegation criteria for removal of delegation.
The monitoring program has a simple basis; through the visits to the
hospitals, we can identify problems and achieve their resolution through
corrective-action plans.
This ongoing process of monitoring manages to keep the system running as
smoothly as it should with the desired results.

C.

Data and DRG Analysis

The normal Data collection (NJUP) and processing (South Carolina Medical
Building) continues, but many DRG/case-mix reports and analysis sets have been
completed to satisfy the Department's requests.
Three new sources of data will be used (if SHRA can receive clearance to
get them); namely, UB-PS, Y-tape and selected DRG Management Reports.
Through these data sources, the SHRA will attempt to analyze and evaluate the
DRG system and be able to locate areas for concentration in the future. The
analysis will enable the SHRA to evaluate the case-mix system within each
hospital with the ability to compare functionally specific data on cost and
quality. The Association will be able to perform areawide and individual
hospital comparisons which should benefit the Department, Payor and
Institution.
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QUALITY ASSURANCE PROGRAM SUMM1ARY

During 1982, the SMRA completed four original Quality Review Studies (ORS) and
three reaudits, performed one special study and conducted concurrent quality
assurance for four surgical procedures. The following summarizes problems
identified, action taken and impact demonstrated, where applicable, as a
result of these studies.
1.

Quality Review Studies
A-6 Urinary Tract Infection - The original study revealed problems in
four major quality areas, as well as with documentaton in physician
progress notes. Hospitals were required to conduct continuingmedical-education programs for physicians and inservice training for
nursing staff. A reaudit was conducted in the summer of 1982, and
impact was demonstrated in the following areas:
Origina.

Study
Validation of Diagnosis (100%)
95 %
Indications for Catheter Use (100%) 74
Use of 3-way Foley (OX)
45
Sterile Drainage System (lOO?)
40
Antibiotic Use (100%)
78
Documentation of UTI in Progress
Notes (lOO?)
49

Reaudit

X Change
+ 100 %
+ 54
- 87
4 67
+ 32

100%
88
6

so
85
60

+ 22

A-7 Cerebrovascular Accident - A follow-up reaudit in 1982 on
CVA indicated impact in the following problem areas:
Referral to Rehab Services
within 72 hours of admission
Referral to Discharge Planning
within 7 days of admission

Original
84 %

Reaudit
88 %

78

94

%Change
+ 25 %

+ 73

A-8 Abdominal and Vaginal Hysterectomy - After implementing
areawide and hospital-specific corrective-action plans, the
following impact was noted at reaudit:

Surgical Indications (100%)
Post-op Morbidity (0%)
Urinary Tract Infection (C';)
Wound Infection (0%)
Use of P.A.T.

Length of Stay:
. Pre-op (all cases)
(elective)
.

Total

(all cases)

(elective)

Original
98 %
26
9
4
88
1.6
1.4
9.2
8.9

days
days
days
days

Reaudit
100 %
15
4
1.3
93
1.7
1.1
9.3
8.0

days
days
days
days

%Change
+100 w
- 42
- 55
- 67
+ 42

-.
3 day
-.
9 day
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A-9

Permanent Pacemaker Insertion- Original study completed March 1982.
Problems were identified in three major areas: 1) inappropriate
indications for 5% of pacemaker implants; 2) high post-operative
length of stay; and 3) lack of post-operative chest films.
Incidental findings included inaccurate coding due to incomplete

diagnoses recorded on the face sheet, and excessive variation
between actual pacemaker cost (manufacturer charges) and hospital
markup (patient cost). A reaudit will be conducted in March 1983,
and will focus on the above-noted problems.
A-10 Acute Myocardial Infarction - Original study completed March 1982.
Problems identified in the following areas: 1) inappropriate
diagnosis of M.I. in 4X of cases; 2) high mortality rate; 3)
inappropriate utilization of monitored beds. Hospitals were
specifically asked to address the issue of appropriate bed
utilization to alleviate bed shortages for critically ill patients.
A reaudit will be conducted in April 1983, and will focus on the
foregoing problems.
A-1l CAT Scans of the Head - Original study completed May 1982. No
problems were reported on appropriateness of indications for head
CAT scans. However, problems were identified regarding timely
performance of scans and over-utilization of brain scans and EEGs.
A reaudit will be conducted in early 1983 to monitor reduction in
the time period for performance of CAT scans, to determine
decreased utilization of brain scans and to assess continued
appropriateness of indications for CAT scans.
A-12 Upper G.I. Endoscopy - Original study completed November 1982.
Identified problems pertain to lack of indications for performance
of endoscopies and lack of an upper G.I. series prior to endoscopy.
A reaudit will be conducted during the latter part of 1983.
2.

Special Study - Respiratory Complications

An in-depth study on the increasing post-op respiratory complication rate in
cholecystectomy patients was conducted by SMRA physician and nurse reviewers
during 1982. The study revealed a 12% documented rate of post-op
complications (pneumonia, pneumonitis and atelectasis) occurring in high-risk
patients.
Corrective action included the performance of continuing-education programs
for physicians to instruct them in proper identification of high-risk
patients, performance of pre-op pulmonary evaluations and prompt delivery of
respiratory therapy when clinically indicated.
Concurrent monitoring of all cholecystectomy cases will be conducted during
January and February 1983 to ascertain the effectiveness of the educational
sessions and the decrease in the respiratory complication rate.
3.

Concurrent Ouality Assurance
A. The SMRA conducted a six-month concurrent quality assurance study
* addressing the medical necessity for performance of four major
procedures: cholecystectory, abdominal hysterectomy, vaginal
hysterectomy and permanent pacemaker insertions. All cases were found
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to be compliant with the criteria; it was determined that the procedures
were being performed appropriately and were medically necessary.
However, two cases were identified which noted positive radiologic
findings for stones, but no evidence of stones was found during surgical
or pathological evaluation. A subsequent chart review revealed problems
at two hospitals and this issue will be addressed more fully during
1983.
B. In an effort to intensify review in psychiatry, the SMRA recently
implemented a formal quality assurance psychiatric review program.
Criteria were developed encompassing admission appropriateness,
quality of care and identification of inappropriate lengths of
stay. Specifically, the criteria addressed: 1) justification for
admission; 2) treatment plan; 3) frequency and appropriateness of
medications; 4) indications for ECT; and 5) administration of
lithium carbonate.
To date, data have identified the inappropriate use of multiple
psychiatric medications as a major DrohlOM eres. Further investigation
a.nd u-recEive action will be taken by the SAIRA in 1983.
Ouality assurance plans for 1983 include an in-depth assessment of the
quality of care rendered by mobile intensive care units (tICU) for
patients with cardiac arrest. An areawide quality review study will
begin in January 1983.

19-314 0-83-8
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SUBURBAN MEDICAL REVIEW ASSOCIATION
AREAWIDE QUALITY REVIEW STUDY A-14
MANAGEMENT OF VENTRICULAR FIBRILLATION BY MICU TEAM
STUDY SPECIFICATIONS
1. OBJECTIVES
1. To determine the incidence of cardiac arrest among the MICU
runs, and the incidence of ventricular fibrillation as the
first cardiac rhythm disturbance.
2. To assess the timeliness of defibrillation and intubation
by the MICU Team
3. To evaluate the appropriate sequencing of drug therapy in
the management of ventricular fibrillation.
11.

PATIENT POPULATION
Include: patients with ventricular fibrillation as first recorded cardiac
rhythm; patients developing ventricular fibrillation as first arrest state
rhythm.

III.

SAMPLE SELECTION
Sample Size:

50 cases

Sex:

Male and Female

Age:

Exclude all patients under 20 years of age

Time Period:

July 1, 1982 through February 28, 1983

Data Source:

MICU Run Forms

IV. Items For Committee Information
1. Status on arrival:
. cardiac arrest or respiratory arrest (witnessed or unwitnessed)
. time CPR was started; by whom
. estimated anoxic time
2. Type of intubation
(esophageal, endotracheal, oral airway)
3. Time of arrival of MICU Team
4. Duration of code
5. Patient outcome
6. Number and type of cases converted to other cardiac rhythms and
transported to hospital in stable condition.
7. Weight
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SUBURBANMEDICAL REVIEW ASSOCIATION
AREAWIDE QUALITY REVIEW STUDY A-14
TREATMENT OF VENTRICULAR FIBRILLATION BY MICU TEAM

CRITERIA
SCREENING
__
__~~
1. Defibrillation Conducted:
. within one minute for monitored
cases

fNSTRUCIrTTANSFAn DfATA OFTTFA
I.
__...*,...|lwuaHlsrnVI cnc
1. Monitored = patient on monitor
and under treatment by team
when conversion to ventricular
fibrillation rhythm occurs.

. within five minutes of arrival
for unmonitored cases

Unmonitored = Ventricular
fibrillation occurs prior to
arrival of MICU Team or prior
to use of cardiac monitor

2. Initial
defibrillator charge of
200 - 300 joules
3. Repeat.deflhrillaticn corducLed
for persistent ventricular
fibrillation (charge = 200 300 joules)

3. Defib x 2 - counts as two
defibrillations

4.. IV line established after
defibrillation and within 10
minutes of defibrillation
*Exceptions:
a) IV started prior to
occurrence of monitored
ventricular fibrillation
S.

Intubation begun within 10 minutes
of arrival of MICU Team or occurrence of monitored Ventricular
Fibrillation

S.

Specify whether esophageal or
endotracheal

6.

Epinephrine (Dose = 0.5-1 mg)
given IV or endotracheal prior
to 3rd defibrillation

6.

Specify route:

i

IV Sodium Bicarbonate (Dose = 1-2
amps) administered prior to 3rd
defibrillation

7. Specify amount:

Exception:

IV unable to be
started

8. Third defibrillation conducted
with charge of 300 joules or
greater

8. Specify charge

IV or
Endotracheal
I or 2 amps
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CrDSCREENTING
- - -... ,.-,,.,'
9.

Bretylium IV (350-500 mg or 5 mg per
kg)
or
Lidocaine IV (50-100 mg) administered
after 3rd defibrillation

*,..nuLIItJna

9.

-.
nn
-T-u nas

run

OSIR

mr

MEIRItVA[

Specify type of medication
and dose used. Should state
bolos; do not accept IV drip.

10. Fourth defibrillation conducted

10.

Specify charge

11. Second dose of Bretylium IV (at 7001000 mg or 10 omg per kg) or
Lidocaine IV Bolos (50-100 mg)
given after 4th defibrillation

11.

Specify type and dose of
medication used

12. Second and subsequent doses of IV
Sodium Bicarbonate administered
At 10 minute intervals for duration
of codet

12.

Count time from onset of
monitored ventricular
fibrillation to transport or
expi ration

following Lidocaine or Bretylium
administration with charge of
300 joules or greater

_

INTD

4

DURATION
9-10 min.
.-20 min.
21-30 min.

MIN. DOSE
2
3
4

MAX. DOSE

Specify dose

3
4
5

13.

Repeat doses of Epinephine (0.5-lmg)
at least twice during first
twenty
minutes of code.

14.

Fifth defibrillation conducted with
charge of 300 joules or more

13.

Count time from onset of
monitored ventricular
fibrillation

14.

Specify charge

15. Discontinue review of the code
after 30 minutes of resuscitation for persistent V-Fib
or
after conversion to any other
cardiac rhythm
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Hospital

1.I
New Jersey
Dear Dr.

During a recently completed areaZideuquat..y review
s tu1 Y On 'UPPei Gi Etdoscopy5 , the Suburban Medical

Review Association identified a possible aberrant
practice pattern at your institution. Analysis of
the Physician Profile revealed that the cases belonged
to Physician
In accordance with Sections 1155 and 1160 of the
Social Security Act, SMRAhas overall responsibility
for the identification of unusual patterns within the
area and to insure that care provided is consistent
with professionally recognized standards.
Therefore,
the SMRABoard of Trustees has requested that Physician
meet with an Ad Hoc Peer Committee consisting of
two members of the Gastroenterologist Subcommittee and
the SHRAMedical Director. The purpose of the meeting
will be to discuss the findings of the quality
study and the appropriateness of the indicationsreview
for
the procedure.
It would be worthwhile to have available
some of the records for suitable discussion.
Id order to set up a mutually convenient meeting time
please ask Physician

Lo

contact Dr.

Charles Dooley.
SARAMedical Director 1 at his office at 233-7878
by
March 41 1983. Usually,
Wednesday afternoons appear to
be convenient for most physicians.

/Thank

you-for your continued cooperation.
Sincerely,

David KIufman, M.D.
Charles E. Dooley
Chairman, Endoscopy
Medical Director
Subcommi ttee
cc: President of Medical Staff
Administrator

Jr., M.D.
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CONCURRENT REVIEW ACTIVITY SUMMARY
Acute Length of Stay

1.

a. Medicare - The acute ALOS for Medicare patients
for the period January
through November 1982 was 11.3.
For the year 1981, the acute ALOS was
11.9.

1981

1982

.

Discharges
25,895

Acute Days
308,608

24,755

280,840

To date, this

Acute ALOS
11.9

11.3

has resulted in an average reduction of 5t.

For

specifics, refer to Exhibit I.
b. Medicaid - Non-delegated review of Medicaid patients started with the
admissions of February 1982. Available data show a reduction in ALOS
of 6.9X.

1981
1982

Discharges
6,033

Acute Days
38,676

5,455

Acute ALOS
6.42

32,618

5.98

For specifics, refer to Exhibit II.
c.*Blue Cross of New Jersey - The acute ALOS for Blue Cross of New Jersey
patients for the period January through November 1982 was 5.6. For
the third and fourth quarters of 1981, the acute ALOS was 6.0.

1981
1982

Discharges
11,191
28,681

Acute Days
67,478
161,365

Acute ALOS
6.0
5.6

For specifics, refer to Exhibit III.
d.'CommercialfOther - The acute ALOS for Commercial/Other patients for
the period January through November 1982 was 5.8. For the third and
fourth quarters of 1981, the acute ALOS was 6.4.
Discharges

Acute Days

Acute ALOS

1981

8,926

56,975

6.4

1982

26,202

152,385

5.8

For specifics, refer to Exhibit IV.
2.

Monitoring - Formal and informal visits were conducted semi-annually at
all seven acute-care hospitals. The areas monitored were:
Concurrent review activities
Appropriateness of Review Coo-dinator and Phqsician Advisor
decisions
Discharge planning activities
Certification procedures
Quality review studies
* Data quality and DRG validation

*

Due to incompatible comparison data because of non-Federal phase-in, no
days of care report is being noted at this time.
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As a result of these visits, the SMPA dc-delegated the Physician Advisor
function of the review system at Hospital 605; and rescinded the
probationary status for the Physician Advisor function at Hospitals 601
and 606.
3.

DRO Appeals and Reconsiderations - January through December 1982
a. DRG Appeals
DRG
Upheld

Reversed
Charges

Rate .
Modified

Hearings

38

11

2

51

Total

b. Reconsiderations
Hospital Decision
Upheld
18

Hospital Decision
Modified

Total No.

Cases
25
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ESSEX PHYSICIANS' REVIEW ORGANIZATION - ESSEX COUNTY URO
UTILIZATION REVIEW PROCESS UNDER CHAPTER 83. L. 78

I. 1982 UR Data

Tne table below displays EPRO's UR statistics from January through
December, 1982 for Medicare and Non-Federal patients, and from
March through August, 1982 for Medicaid patients (EPRO's non-delegated
Medicaid review program was implemented on March 1, 1982).

PAY SOURCE

DISCHARGES

CERT
DOC

CERT
ALOS

TOTAL
DOC

TOTAL
ALOS

442009

12.5

471463

13.3

1350

DENIALS

MEDICARE

36383

MEDICAID

18598

112636

6.0

118788

6.3

980

NON-FEDERAL*

58513

375289

6.4

, 377386

6.5

443

The Non-Federal data reported above reflects only those
hospitals under DRG review prior to October 1, 1982 12 of the 16 Essex County acute care hospitals.
Nine
hospitals were implemented for DRG review in March, 1981,
two hospitals were implemented in June, 1982 and one in
July 1982. The remaining four hospitals were implemented
after October 1, 1982.

*

II. Impact
A. Medicaid
EPRO reports a significant reduction in Medicaid discharges and
days of care since the implementation of non-delegated review
March 1, 1982.
The display below clearly demonstrates the decreases
in discharges, certified days of care, total days of care and costs
per diem for the six month periods of March - August 1981 and 1982.

YEAR

DISCHARGES

CERT

CERT

TOTAL

DOC

ALOS

DOC

TOTAL
ALOS

-TOTAL

DENIALS

COST

M$300/CERT
DAY

1981

20343

1982

18598

CHANGE

-17415

_

123736

6.0

126597

6.2

350

SL7 12o 800

112630

6.0

118788

6.3

980

S33.790SO_

-11100

-

-7809

+.1

+630

S-3 330.000
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B.

Medicare

A comparison of EPRO's UR data for Medicare appears below.
time periods being compared are January through September,
and January through September, 1982.

C.

YEAR

DISCHARGES

CERT
DOC

1981

34015

423199

12.4

454155

13.4

1982

35383

442009

12.5

471463

13.3

CERT
ALOS

TOTAL
DOC0

- __

The
1981

TOTAL
ALOS

.

DENIALS
1342
-

--

1350fl

--v--v

Non-Federal

A comparison of EPRO's UR data for Non-Federal patients appears
below.
The time periods being compared are Mar,'h thrcugh September
1981 and March through September, 1982.
Although only 9 of Essex
County's 16 acute care hospitals are reflected in this display, it
must be noted that these time periods were chosen as a basis for
comparison because the nine hospitals were implemented for DRG review
on March 1, 1981 while the other 7 hospitals were implemented
sporadically as part of EPRO's "phase-in" plan for DRG implementation.
YEAR

D.

DISCHARGES

CERT
DOC

CERT
ALOS

TO'AL
DOC

TOTAL
ALOS

1981

40876

249229

6.1

_ 249854

6.1

1982

42333

267655

6.3

268734

6.4

DENIALS
_

183
231

Conclusion

EPRO's non-delegated Medicaid review program showed significant impact
in 1982.
Major reductions were reported in discharges, and certified
and total days of care.
As a result of these reductions, EPRO's nondelegated review program reports a savings of more than $ 3 million
to Medicaid for the six month period studied.
Although the 1981/1982 statistics
reported for Medicare do not show
reductions in the UR categories displayed, the actual difference in
numbers reported is insignificant.
In 1982,EPRO maintained the
proper utilization patterns set in 1981.
EPRO is not able to report any reductions in the 1982 statistics
displayed for Non-Federal patients.
However, the problem is being
addressed and improvement in UR performance is anticipated in 1983.
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III. AREAWIDE IPPB RESTUDY - IMPACT
Early in 1980, EPRO was invited to participate in a multi-PSRO
study of IPPB Therapy coordinated by the Colonial Virginia Foundation for Medical Care. The purpose of this study was to determine
actual practice patterns across PSROs in the treatment of diseases
which could be more effectively or just as effectively treated with
hand-held nebulizers, incentive spirometry and chest physiotherapy.
Thirty (30) PSROs participated in the original study representing
28 States, 502 hospitals and 21,477 patients. The data revealed
that nationwide 58% of the cases studied did not meet the criterion
for use and 40% of the cases did not meet the criterion for continued
usage of IPPB.
Thirteen (13) Essex County hospitals participated in the original
study which involved 432 cases.
Essex County results revealed an
excess number of orders for IPPB as well as prolonged duration of
treatment based on predetermined criteria.
EPRO initiated a restudy of IPPB Therapy on June 23, 1982.
Although
two hospitals did not submit the necessary data in the original study
and therefore were not represented in the comparison totals, there
was a significant (685)
decline in the number of patients admitted
and treatments administered for IPPB in January , 1982 vs. January,
1980.
Conversely, there was a significant (52%) increase (comparing
the same time frame) in the number of patients receiving incentive
spirometry, indicating a trend away from IPPB toward other forms
of respiratory therapy.
Comparison of data collected from respiratory therapy departments
of the nine (9) hospitals also reflected significant impact.
One hospital with a 92% variation rate for Indications and a 100%
variation rate for Duration of Treatment in the original study discontinued using IPPB Therapy as a result of findings from the original
study.
As a result of the restudy, another hospital stated that
the use of IPPB Therapy would be phased out in the facility.
#/%6 Variations
Criterion I (Indication)

Original
224/63

Restudy
51/30

Criterion II( Duration)
214/60
50/29
Each of the nine Essex County hospitals participating in the restudy
was asked to retrieve 25 patient records in which IPPB treatment was
given with or without accompanying chest physiotherapy between
January 1, 1982 and April 30, 1982.
Records were chosen by random
sampling, excluding patients under age 15.
Two criteria from the
original study were restudied:
Indication for IPPD and Duration of
Treatment.
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It is estimated that the total cost savings realized by Essex
County hospitals as a result of EPRO's IPPB Therapy study amounted
to more than $94,500.

IV. DRG Appeals
In 1982, EPRO processed 295 appeals including 161 medical necessity
appeals and 134 DRG-related appeals.
The activity can be summarized as follows:
Medical Necessity Appeals
TOTALS

UPHELD

MEDICARE

30

14

MEDICAID

120

NON-FEDERAL

11

REVI MSED

5&:
I

MODIFIED

46

9

I

1

16
1

*DRG-Related Appeals
.S
T(]TAI
-.-

i

IlDilFUll

I
i

DRG ASSIGNMENT

42

32

EQUITY

92

6

I

t

10

8R
--

I

1
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ESSEX PHYSICIANS' REVIEW ORGANIZATION, INC.
IS VILLAGE PLAZA, SOUTH ORANGE. NEW JERSEY 070790(201)7634300

ACUTE MYOCARDIAL Ih1FARCTION
STUDY SUMMARYNARRATIVE

Essex Physicians' Review Organization (PSROArea IV) conducted its
first
AreaWide Medical Care Evaluation Study in 1978 with 12 hospItals participating.
Facilities with over 10,000 admissions per year were requested to
retrieve 50 charts and those with under 10,000 admissions per year,
25 charts were requested.
These charts were pulled consecutively
starting from January 1, 1977 with the principal diagnosis of Acute
Hyocardial Infarction:
The total number of charts retrieved was 425 with 5 hospitals submitting 50 charts and 7 hospitals submitting 25. A total of 217
physicians managed these 425 patients.
The enclosed statistical analysis of the data collected reveals that
the modal age was 65 and over in all cases except 1 hospital 103, in
which case, it was between 50-64.
52.7%were over 65 years of age,
35.3% were between 50 and 64, 11.5%were between 35 and 49. Hospitals
#107 and 115 accounted for the 2 patients between 20 and 34 with 0.5%.
As revealed in Table 12, the overall mortality rate was 25.2%, 20%
occurring in the Intensive Coronary Units and 4.22 in the room. Out of
a total of 425 patients, 107 died - 89 deaths in ICU and 18 in the
room.
Hospital 1101 had the highest death rate of 38% and Hospital f11o,
no deaths.
Further investigation "as done in Hospital
lI1O which caused
a delay in the final summary results. The next lowest death rate was 12%
occurring in Hospital 1116. Most of the deaths were justified by the
Hospital Audit Committees.
The highest ICU death rate was again in
Hospital 1101 with 30%. and the luowestin 1116 with 8%. Hospitals 1101.
117, 102, 103, 107, 1II and 115 had the highest death rate.
Analysis of the charts meeting the element in the 100% standard showasthat
the lowest compliance was in one specific area- namely, instructions to
patients on discharge. Hospital i's 111, 115, 113, 103 and 117 ranged between 92% and 86.6%. The lowest was Hospital P116, with 72.0%. The
average 2 of cases meeting the 100% standard was 85%.
An enclosed explanatory guide for Tables #4 and 5 should be referred to
when comparing these Tabhes.
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16% of all charts met exception and critical management criteria.
Display graphs are shown for Tables ,6, 7 and 8. Tables 6 and 7
show the comparative variation rates and 18 shows the average length
of stay.
The Average Length of Stay on an overall basis was 16.days. The
following tables show a breakdown of the ALOS in 3 different categories:
Under lb days
Between 14-2i.days
Over 21 days

ALOS - 6.0 days
ALOS = 17.5 days.
ALOS = 28.0 days

Total patients in study
- 425
Total patients days
6816
Average Length of Stay - 16.0 days
It is important to note that confidentiality has been maintained
throughout this project.
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ESSEX PHYSICIANS' REVIEW ORGANIZATION, INC.
IS VILLAGE PLAZA, SOUTH ORANGE, NEW JERSEY 07079
PSROSUB AREA WIDE KCE STUDY#1/1978
"Acute Myocardial

v

(201)763-8300

Infarction"

SUMMARY
OF INFORMATION ITEMS
1.

Total Hospitals Participating

2.

Total Patients in Study -------------------------------- 425

3.

Total Physicians in Study ------------------------------ 217

4.

Age Range of.Patients ------------------------ (see Table

5.

Total Male Patients ------------------------------------ 289

in Study -------------

6.. Total Female Patients --------------------------------7.

12

If)

136

Length of Stay (including Deaths) ----------- (see Table ,8)
Total patients staying under 14 days -------- 117
Total patients staying over 21 days

--------

Total patients staying 14 - 21 days

-------- 220

Total patients signing out A14A

--------

88

6

8.

Deaths --------------------------------------- (see Table 52)

9.

Percentage of cases Meeting the Criteria ----- (see Table 13)

10.

Percentage of Variations/Justified ----------- (see Table 14)

11.

Comparative Varration/flon Justified Rate ----- (see Table B5)

12.

Comparative Variation Rate, Display (Pattern)-(see Table 56)

13.

Percentage of Charts Meeting the Exception and
Critical Management---------------------- (see Table r7)

14. Final Summary -------------------------------

(see Table 19)
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AREAWIDE TRANSFUSION STUDY
NARRATIVE SUMIMARY

STUDY SPECIFICATIONS
The objectives of this study were:
1. To determine the appropriate utilization

of blood and/or

its components.
2. To determine if complications are properly
managed.
The criteria used was generic in nature,
therefore, all services,
all ages and both sexes were included in
the study.
According to a hospital's total admissions,
either 25 or 50
charts were used per hospital in the study.
The hospitals'
Committee Assistants were asked to use
the first 25/O scCnsecutlve
cases starting June n0, lD7D back through
July 1, 1978.
SPECIAL REPORTS
As a supplementary report to the audit;
we asked the Committee
Assistants to check the medical records
and inquire at the
Blood Bank as to the number of occasions
on which blood was
ordered but was not available. Unfortunately,
only 6 hospitals
were able to find any information regarding
the availability of
blood.

Special Report #13 occasions when documentation in the charts
indicated that
blood was not available.
2 occasions when blood was not available
until the following day.
1 occasion when blood was not available
for 3 hours.

Special Report#2From July 1, 1978 through June 30, 1979,
5,697 units of blood
were ordered and 5,150 units were given.
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Special Report #3
One chart used in the study contained documentation that
blood ordered was not available.
Special Report #4
No:situation in which a patient was denied blood.

However,

there were occasions when there was a delay of one day in
obtaining blood.
Special Report #5
Statistics are not kept.

During critical shortages, physicians

were requested to postpone elective surgery.
from several hours to a day.

This has ranged

Blood has always been available

for emergencies.
Special Report #6
This hospital's blood bank kept a tally for one month with
the following results:
-

Total amount of blood ordered

-

Total amount of blood given

49 units

-

Total amount of units ordered

45 units

100 units

for which no blood was available.
ONE UNIT TRANSFUSIONS
In order to facilitate the computation of these transfusions,
patients who received less than 1 unit, i.e., 40cc, were considered
to have received one unit transfusions.
There were 93 patients who received one unit transfusions.

Data

retrieval by the Committee Assistants revealed that there were
indications for 63 of the 93 transfusions.

Only 50% of the re-

maining variations were justified.
CRITERIA VARIATIONS
There were 103 variations to criterion #1 which was the justification of the transfusions.
justified.

Of the 103 variations, 63 were
This indicates that based upon available information
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in the chart, 39% of the transfusions administered ,ere
unjustified.
The majority of transfusions were indicated on the basis
of a nonsurgical condition associated with a hemoglobin of less
than 8 grams.
Whole blood was administered to thirteen patients.
54% of these
cases were not justified by the hospitals' audit committees.
There were 183 variations to criterion #3 which specified
how
the transfusion must be documented.
Frequently, the transfusionist
did not sign the transfusion slip.
In some hospitals there is
more than one place in the chart that the transfusionist
must sign,
however, in such cases only one area had a signature.
It was often difficult to determine if the number of units
ordered
equaled the number of units administered.
This problem was
chiefly attributed to nursing and as a result a few hospitals
are planning process audits to investigate this problem
further.
Very few variations were justified under criterion #4
- temperature
taken pre and post transfusion.
There were 29 transfusion reactions noted in the study;
22 of
these were justified.
No expirations were attributed to transfusion reactions.
SUGGESTED FOLLOW-UP ACTIONS
1. Monitoring of indications for transfusions.
2.
Monitoring the requests for whole blood.
3.
Process audits on documentation of transfusions.
4.

Development of a transfusion record for patients' charts
on which the following information can be documented:
patient's identity, # of units given, temperatures pre
and
post transfusion, dates, times and signatures.

19-314 0-83-9
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STUDY SUMMARY NARRATIVE
EPRO AREA4IDE AMINOGLYCOSIDE STUDY

PART A (Tables ,,-#3)
The purposes of Part A of the Aminoglycoside study were to 1) determine
which antibiotics are used; 2) how extensively they are used; 3) which
hospitals use them; and 4) the modes of administration.
There were 666 Datients involved in Part A of the study; some of them
received more than one antibiotic during their hospitalization.
The antibiotics are distributed by hospital in table #1. It is obvious
from this display that the use of some antibiotics is limited to a
particular hospital. Other antibiotics such as Keflex and Ampicillin
are used extensively throughout the county.
In table #2, the data from each hospital is compiled to show every mode
of administration used for each drug. Not all the antibiotics are listed
here because some were given as drops, soaks or creams.
The total number of patients recorded next to each medication in table #3
is the total number of patients receiving that particular drug. Please keep
in mind that some patients received more than 1 antibiotic, therefore making
the total amount of patients receiving these drugs greater than the total
number of patients in Part A of this study.
PART B (Tables #4-#7)
Table #4 is the criteria set used in the EPRO Areawide Aminoglycoside
study. Please refer to this table when reviewing table #5. The aggegate
data display, table #5, depicts the overall county performance in the study.
Most variations occurred in criteria #IC4 and IC5. Many times the variations
for these criteria were easily justified in light of the patients' conlitions.
Upon data retrieval by the committee assistant, 346 patients of the 430
patients in the study were receiving aminoglycosides as indicated by the
criteria. Of the 84 variations county-wide, 45 were justified after
committee review. This means that 10.5% of the charts, had unjustified
variations possibly indicating that aminoglycosides were inappropriately used.
Table #6 is a breakdown of ages by hospital. To make the age distribution
more meaningful, we have made a special category for children under 1 year
of age. The county-wide average age was 54.4. Table '6A is a graph displaying age by hospital using the average age for each hospital from table #6.
Although length of stay was not a criterion, it was felt that this item
was important to investigate. The average length of stay for all hospitals
was 28.6 days. Table #7 has a breakdown for length of stay in each hospital
with total days used.
It is interesting to note the difference of total days used among hospitals
using the same number of patients. There were 10,978 days used by the
patients in this study.
If you require any assistance in the analysis of this data, please feel
free to contact me.
As always, confidentiality has been maintained throughout this project.

SUBAREAWIDE
RE-AUDIT EKG INTERPRETATION STUDY

HOSPITAL
ID #

OF Ms REVIEWED
AUDIT
RE-AUDIT

EPRO AGREES WITH
AUDIT
RE-AUDIT
_______

%%

2

42

45

21

50

38

84

3

50

50

45

90

43

86

5

33

26

25

76

25

7

41

25

24

59,

166

146

115

70

TOTALS

%

EPRO DISAGREES WITH
RE-AUDIT
:. %
21

50

7

5

10

7

14

96

8

24

1

4

24

96

17

41

1

4

130

89

51

30

16

11

;

'16
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Excerpts from:

PSRO IMPACT ON MEDICAL CARE SERVICES: 1981
(A Report of the 1981 Impact Committee March 1982, American Association of Professional
Standards Review Associations)

Alabama Medical Review, Inc., the PSRO for the entire state of Alabama,
found unacceptably high acute myocardial infarction mortality rates in
thirty hospitals in the state due to delays in placing patients on
cardiac monitors and to delays in starting IVs.
PSRO physicians met
with their peers to discuss these problems and arranged for inservice
training and continuing-medical-education efforts.
A follow-up audit
documented a 71% improvement in timely placement of patients on cardiac
monitors and a 62% improvement in the expeditious administration of
IVs.

The Central Piedmont PSRO, located in Durham, North Carolina, found
that the mortality rate for acute myocardial infarction (AMI) patients
in one hospital was 46.7%, a rate deemed much too high by the physicians. As a result, PSRO physicians met with their peers at that hospital, discussed the problems uncovered and arranged for medical educationon AMIs. One year later, analyses showed that the mortality rate
for AMI in that hospital had been reduced by 37%.

The Nassau Physicians Review Organization in Westbury, New York discovered one physician who, in the judgment of his peers, was providing
poor-guality geriatric care.
Physicians from the PSRO met with this
physician to discuss problems and recommend necessary changes.
Failure
to correct the problems led to placing this physician on concurrent review and second-opinion consultation.
Ultimately, the refusal of this
physician to change his inappropriate practice patterns left his peers
with no choice but to recommend to the Department of Health and Human
Services that this physician be excluded from participation in the
Medicare and Medicaid programs. A decision is still pending.

The Iowa Foundation for Medical Care found excessive inpatient dental
extractions being performed.
All physicians and hospitals involved received written correspondence documenting the problems. Pre-admission
certification was implemented for dental extraction admissions. As a
result, inpatient dental surgeries were reduced by 95%.
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DRG VALIDATION COMPARISON

YEAR

HOSPITAL

CHANGED TO:

1982

LEFT ADNEXAL CYST
DRG 319
$1,428.78

ABDOMINAL PAIN
DRG 184
$ 900.20

1981

ACUTE MYOCARDIAL INFARCTION
DRG 121
$6,672.50

CONGESTIVE HEART FAILURE
DRG 132
$2,363.60

______________________________________________________

1981

HYPERTENSIVE HEART DISEASE
DRG 119
$1,910.45

CONGESTIVE HEART FAILURE
DRG 132
$2,363.60

1981

CLOSED HEAD INJURY
DRG 356
$2,182.58

POST-CONCUSSION SYNDROME
DRG 096
$2,400.12

______________________________________________________

1981

VIRAL PNEUMONIA
DRG 168
$6,020.59
______________________________________________________

ASTHMATIC BRONCHITIS
DRG 172
$ 980.89
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ITEM 2. STATEMENT OF THE NATIONAL COUNCIL OF HEALTH CENTERS,
WASHINGTON, D.C.
Mr. Chairman and members of the committee: The National Council of Health
Centers appreciates the opportunity to submit this statement on the issues of quality assurance and prospective payment as they relate to skilled and intermediate
nursing homes.
The membership of the National Council is comprised of multifacility nursing
home firms who own or operate a total of 1,500 facilities in 48 States. Our members
also provide many other services to the elderly such as meals-on-wheels, adult day
care, home health, and retirement communities.
We appreciate the interest of the Senate Special Committee on Aging on the subjects of quality assurance and prospective payment, both of which are vital elements
in an effective long-term care system.
Prospective payment and quality assurance are both crucial to the medicare and
medicaid programs, the public, health facilities, and their patients. However, while
essential to each other's success, they should be considered as separate entities in
that quality assurance must be present in any payment system, regardless of whether it is retrospective or prospective.
Prospective payment, as the General Accounting Office pointed out in a recent
letter to Senator Bob Packwood, is "more a concept than a system."' It involves setting a value on services to be provided so that the health provider knows in advance
what the per diem rate will be and can then budget accordingly based on the patient needs.
Quality assurance is the determination that services provided to nursing home patients are appropriate to their needs and meet the Federal and State standards.
This is a function which is the responsibility of the State, the Federal Government,
and most importantly the nursing home itself.
PROSPECTIVE PAYMENT

For several years the National Council has been calling for a prospective payment
system for the medicare skilled nursing benefit. It is our belief that medicare's retrospective payment system is inherently cost inflationary with no built-in incentives

for efficiencies. The retroactive nature of the current payment system encourages
providers to incur expenses and justify them later.
The vast majority of States already pay for their medicaid nursing home patients
on some type of prospective system. These include payment by class of facility and/
or service as well as payment by individual facility. The chief attraction for States
to prospective payment methodologies has been the cost constraints that the States
have been able to exercise over their expenditures under the medicaid program.
In describing the differences between the two concepts of payment, the GAO said:
"Setting a rate in advance (prospective reimbursement) theoretically provides a
health care provider the incentives to better plan and manage because it knows the
amount it will receive and that it will suffer a loss if it exceeds that amount. Conversely, under a retrospective system, planning and management is said to be less
important because final payment reflects the actual costs incurred with little consideration of whether the costs were incurred economically or efficiently."
There are many different approaches to prospective payment which may or may
not fully address the financial needs of health facilities. It, however, should not be
the purpose of a payment system to guarantee the financial success of a facility but
rather to provide the opportunity for such success through effective management.
AUDITS
The financial audit process in a prospective system must be approached differently than in a retrospective system:
In the current medicare retrospective payment system, expenses in each cost
center of each nursing home are reviewed after they are incurred. Allowable costs
are identified and the rate, subject to a ceiling limitation, is established. The incentive is to spend more in the current year in order to increase the revenues to protect against the liability of retroactive adjustments to prior year payments.
' General Accounting Office, letter to Senator Bob Packwood, May 10, 1982 (Information on
Prospective Reimbursement Systems, GAO/HRD-82-73), see page 45 of this hearing.

131
For payment systems based on prospective rates, the clear incentive is for
the provider to contain costs, and manage the facility's services efficiently while
meeting
the needs of the patients and the conditions of participation of the medicaid
and
medicare programs.
In short the former system requires the provider to spend while the
latter requires the provider to manage.
For those States which pay on a prospective class rate basis, a facility
financial audit is time-consuming, expensive, and of questionable value.by facility
more cost-effective application of resources would result from a targeted A much
facilities within a percentage range of the class rate. The incurred expenses audit of
of nursing homes which comprise the midrange of expenditures are those which
may determine the prospective year's rate in a class system and these are the facilities
the State needs to center its audit resources on. This format was strongly which
mended by the GAO in its report "Audit of Medicaid Costs Reported by recomAutumn
Hills Convalescent Centers, Inc., Houston, Texas" (GAO/HRD-83-9;
October 14,
1982).
Assuring that the services provided meet the minimal Federal and State
standards of care is not a function of the payment methodology. That responsibility
falls
to the Federal and State surveyurs who inspect a facility for its compliance
medicaid and medicare conditions of participation. It is essential for the with the
audit and the facility survey function to be carried out successfully and financial
independently in order for the total system to work.
QUALITY ASSURANCE

As we stated earlier, the assurance of quality in nursing homes is a shared
responsibility between the State, the Federal Government, and the nursing
home. The
aetual role of the government entities is on of monitoring and enforcement.
Primary
responsibility for implementing a quality assurance program falls upon
the nursing
home.
Certainly there is no single best method to assure the quality of care. Among
our
multifacility members there are a number of successful approaches. Several
of our
members have established their own quality assurance team of surveyors
clude medical doctors, nurses, pharmacists, dietitians, etc. There teams which inregularly
inspect and monitor the nursing homes, subjecting them to the same type
of rigorous inspections that Federal and State surveyors do.
One of our member firms in the Midwest has developed a problem-oriented
approach to patient care wherein the emphasis is not on a particular patient's
sis, but rather on the set for problems his illness presents. Multidisciplinary diagnoteams
of professional and nursing personnel determine the treatment regimen appropriate
to each patient's problems, set goals for improvement, and regularly
assess and
evaluate the patient's progress.
A Tennessee-based member firm with 30 nursing homes has developed
mented a sophisticated system of computerized patient assessment. Thisand implehas been
refined to a 1 page abstract which is completed for each patient on a monthly
and upon significant changes in a patient's condition. The system costs about basis
$1 per
patient per month yet it permits the firm to accurately determine nursing
and
other staff needs. Equally important, each patient's treatment and
charted and monitored by nursing personnel and central office staff. Theprogress is
tion of such data over nearly 10 years' time permits the home office to accumulatients by age, diagnosis, medications, and to track important indicators profile pacare, such as the number of accidents, and the use of tranquilizers and of patient
restraints.
Another member firm has taken this process a step further by categorizing
the
various nursing services patients may need, assigning prospectively
"management minutes" to each service. Each patient is assessed and determined
charged a
daily rate based on the amount of nursing care he or she needs.
The attractiveness in a system which pays according to nursing needs is
its equity
to the patient, payer, as well as the provider. This additionally could reduce
the expensive hospital backlog of long-term care patients.
While National Council members have found that a quality assurance program
is
an essential and integral component of their operation, we are opposed
date of one universal system or format defined in Federal statute or to a manregulation.
However, the incentive needs to be built into the system for a facility
or firm to
develop its own format that is most appropriate to its needs.
We invite your committee to review the various systems which are in place
that there are many different, but nevertheless effective methods for assuring to see
qual-
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ity. We would be pleased to arrange meetings in Washington or on site at the nursing homes for you to see these various systems in operation.
A mandated assessment system is not a panacea and will not automatically
change the quality of a nursing facility. Other external checks and balances are
needed for monitoring and assuring the care in these facilities.
SURVEY PROCESS

"We do not need more regulations, but rather better enforcement of existing regulations." This statement is reflective of the National Council's position as stated
before congressional committees including this committee and to the Department of
Health and Human Services over a number of years. We have also been generally
supportive of the administration's effort to revise the survey process for all health
providers. While the emotion of public attention has focused on the proposal to
permit less than annual surveys, we would point out that the administration's
intent was also to permit and encourage more frequent surveys for providers with
repeated serious deficiencies.
On the submission of quarterly staffing reports, we stated in our testimony before
this committee last year, we believed this requirement was little more than an exercise in paperwork and that the information is rarely examined or evaluated. We believe there are other more effective ways of assuring compliance with nurse staffing
requirements.
In a real sense, the great majority of nursing homes are being penalized through
excessive paperwork and regulatory requirements which have little, if any, positive
impact on the quality of care being provided to our patients. No regulations or surveys can be an absolute guarantee against a breakdown in the system. However,
fail-safe mechanisms can be designed in the system to detect and provide early
warning to Federal and State agencies. Most importantly, serious deficiencies affecting direct patient care must be corrected immediately. Health facilities have a responsibility to their patients to provide the services that are needed, as determined
by the attending physician, and this should not be compromised. At the same time
surveyors have a critical job to perform in evaluating the facility's services and
their compliance with Federal and State standards.
The National Council believes that a positive incentive-based compliance system,
as is presently practiced in Massachusetts, could be the cornerstone to an effective
survey system. The traditional reliance only on negative incentives has raised concerns that the imposition of fines and rate reductions may seriously affect the quality of care. While such fines may serve a purpose in isolated instances, we believe
that a more universal level of success will be achieved by offering positive incentives.
Several years ago, in Massachusetts, a task force of representatives from the Rate
Setting Commission, the Department of Public Health, the Department of Welfare,
nursing home providers, and consumers, collaborated to develop a system to reward
nursing homes which provide quality care. The task force developed a point system
which was weighted to encourage improvements in nursing facilities and the care
they delivered to their patients.
Under this positive incentive system, nursing homes which scored 95 percent or
better received a 50-cent-per-patient-day bonus. Because of the weight placed on patient care improvements, nursing homes are encouraged to focus their resources and
efforts on areas that directly benefit the patients. Financial incentives were also offered for accepting heavy care patients who were backed up in hospitals.
The success of this approach can best be demonstrated by the survey findings: In
1978, the program's first year, facilities compiled an average score of 86 percent; in
1979, the rate rose to 89 percent; and in 1980, the average was 91 percent.
In 1981, the program graded 536 facilities participating in the medicaid program.
More than one-half scored 95 percent or better; the average score was 93 percent.
Only 16 facilities were rated below 80 percent.
We strongly urge the examination and evaluation of this system as possibly one
deserving of endorsement.
This is only one example of what can be accomplished in this area if the parties
work cooperatively toward addressing the health care needs of the elderly. We
would acknowledge the efforts of the Health Care Financing Administration and
compliment its Administrator, Dr. Carolyne Davis, in establishing a process to accomplish that goal for the medicare program.
Mr. Chairman, in conclusion, we strongly support the development of a prospective payment system for medicare's skilled nursing facility services.
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The fundamental principle of an effective payment system is the promotion of
quality care at a reasonable cost to the purchaser. This can only be achieved if the
health delivery system and the payment system are closely coordinated to attain a
high degree of commonality of purpose. There are basically seven goals which the
health delivery system and the payment system should share: (a) The establishment
of quality levels of service. (B) The encouragement of efficiencies in the delivery of
service. (C) The encouragement of the orderly growth. (D) Incentives for the patient
to seek the most price competitive provider. (E) The opportunity for rewarding of
provider efficiencies. (F) Administrative simplicity for third-party payers. (G) The
opportunity for a profit for proprietary facilities and a capital allowance for nonproprietary providers.
Such a system will not inherently detract from the quality of such services, but
rather if structured properly can enhance the quality of those services. Most importantly in an era of limited budgets it can assist in meeting the goal of providing
quality care at a reasonable cost to the purchaser of that care. In the case of medicare skilled nursing services that purchaser, of course, is the Federal Government.
We appreciate this opportunity to submit our comments and look forward to discussing this issue with you, the committee members, and the committee staff.
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ITEM 3. LETTER FROM SENATOR JOHN HEINZ, CHAIRMAN, SENATE
SPECIAL COMMITTEE ON
AGING, TO HON. RICHARD S. SCHWEIKER, SECRETARY, DEPARTMENT
OF HEALTH AND HUMAN
SERVICES, DATED JANUARY 24, 1983, AND DRAFT COPY OF REPORT
REQUESTED

Dear Mr. Secretary:

I would appreciate your assistance on a matter of some importance to
the Senate Special Committee on Aging.
Over the last 15 years. the Aging Committee has conducted a series
of Investigations detailing problems in the operation of the Medicare and
Medicaid programs. We have come to the conclusion that one of the
fundamental problems In the Medicare system is its reliance on retroactive,
cost-based reimbursement.
Repeatedly, members of the Committee have expressed desire to see
this fundamental flaw remedied by the development 6f a prospective payment
mechanism. We are pleased to see this desire reflected in the Medicare

provisions of the TrEFRA act passed last year and in the diagnosis related
group peymept mechanism developed by the Department in compliance with
this act. I expect the Congress will give this proposal its early and
ttloUghtful consideration.

In'this connection, various elements of the media carried reports last
November of a Region 11 evaluation of the DRG system employed in New
Jersey. At that time, a member of my staff requested a copy of that
report for the Committee's review. Ile was informed the report was not
available because it was "full of errors" and had been returned to the region.
I can readily understand the Department's concern for the accuracy of

the report. At the same time, I am concerned the Committee have an
opportunity to evaluate all pertinent information when considering the DRG
proposal. Accordinglv.! would like to restate the Committee's interest in
receiving a ccpy of the report in question. P r[
eo
accompany
the report with whatever disclaimers or corrective meterial you think would
be helpful to the Committee.

Given the delay we have already experienced, I would appreciate it If
you would expedite this request.
Sincerely,

L i U0 2 4

N
irman

JHi/wht

-

eEINZ
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1.

EXECUTIVE SUMMARY

Working in conjunction with other Health Care Financing Administration components
in the region, the Division of Quality Control (DQC) Region II examined the Professional
Standards Review Organization (PSRO) monitoring and diagnosis related group (DRG)
code assignment processes to determine how well those processes were working.
This review included an assessment of three of the eight PSROs and 3 of 26 hospitals
in New Jersey involved in the DRG pi uject at the time.

In cn-T Z!, DQC reviewe.s found thzt th_
the framework of the ORD p-ojact design.

.7ai!jci~s
vie\ e' vi-re vwc king Wvithin
iHvvever, nme p-ob!ems ve.e found

to exist with the program safeguards related to assigning correct DRG codesIn
the study sample of 276 DRG cases, 25 or 10 percent contained an incorrect
DRG
code resulting in potential improper reimbursement. In 20 of the 25 cases,
misassignment ot DRG by the hospitals wascontrary to State instructions involving
the assignment of principal and secondary diagnoses.

It is recommended that the Office of Research and Demonstrations, the State of
New Jersey and the PSROs collectively en'sure that existing instructions which
require
the proper use of principal and secondary diagnoses are followed by the participating
hospitals.
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New Jersey has designated the State's eight PSROs as Utilization Review Organizations
(UROs) and made them responsible for assuring appropriateness of billings and codings.
The study found that the lack of uniformity in URO monitoring sample size, frequency
and lack of specific sampling of outlier cases did not assure the effectiveness of
the monitoring pz-ogram. We found that three PSROs had recommended changes
in the DRG code assigned to 22 cases (from a study simple oi 150), as a result of

their monitc-.ing activity; hiwever, of thz 17 the revi.
--.
C'

*n:iC:-F

tcam vWas able to ve if y,

-_.

syysem to

2s5'_e

sa'| '2o!X

that the changes PSIOs rcmr,

.-nI are, in fact, e-

c-tuated by

the involved hospitals. (Fo, 19S2, the State pl=ns to request all PSRO adjus-tm-nts
to the uniform bills in order to verify that the bills submitted to it were submitted
correctly.)

We recommend that ORD instruct the State to es tablish guidelines for minimum
or statistically valid DRG case sample size and frequency, with a focus on outlier
cases. The guidelines should be coordinated with the fiscal intermediaries (FIs) in
conjunction with their audit and monitoring responsibilities. Additionally, the State
should assure that hospitals implement all PSRO recommended DRG code changes.

11. INTRODUCTION

In 1976, the Department of Health, Education and Welfare (now Health and Human
Services - HHS) awarded a contract to the New Jersey State Department of Health
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to determine how well a hospital rate payment system
based on diagnostic related
groups would work. Using information on the lengths
of stay as well as the costs
of treatment at hospitals throughout New Jersey, Yale
University, under contract
to HHS, devised 83 broad categories and 383 specific
or DRGs. Under the New Jersey
system, hospitals are paid on the basis of diagnostic
related groups (as opposed to
the tvaditional rezrornec-tive cost basis), as long as the
patient's Icng-th of stay falls
v.::-n the af
D
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therim
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, is paid on

th: I5 s Of c-..7ci:
c'. - es: -h!ch ae
juBed to cost by the State at final
reconciliation, pursjuant to the State's Rate Setting
Methodological Regulations.

In 1980, 26 hospitals began to receive payment on a
fixed payment schedule based
on type of case. An additional 40 hospitalswere phased
into the program in 1981.
The remainder of the State's hospitals were phased in
by the end of 1982. Recent
refinements and changes in the coding system have resulted
in expansion of the number
of DRG categories from 3S3 to 467. It is important
to note that at the time of our
rview, the State was still using the original 383 DRG
codes

Working in conjunction with other Health Care Financing
Administration components
in Region 11,the Division of Quality Control examined
the PSRO monitoring and
hospital DRG code assignment processes to deter mine
how well these processes were
working. This review included evaluating three of eight
PSROs and three of 26 hospitals
in New Jersey in the DRG project at the time.
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To determine total payment for a particular DRG in New Jersey, DRG payment
rates for direct patient care are multiplied by the expected number of cases
within
each DRG. These payments are then added to the reimbursable overhead costs,
capital facility costs, outpatient costs and other items to arrive at a hospital's
total
payment. A hospital's case-mix for a given year is projected based on the actual
case-mix of the base year, i.e., the experience of 2 years prior to the year in question
(e.g., case-mix projections for ISSO we. e baesd on actual hospital exps.-ience
in 1978).
However, payment is based on the actual cru--mix of the hor-ital during the rate

The PSROs in New Jer sey have been designated by the State, through
individual
letters of agreement, to perform the utilization review function for the DRG
project.
Through a sampling of claims, the PSRO validates the accuracy of diagnostic
codes
assigned to each claim, making denials where appropr iate and keeping beneficiary
utilization statistics.

111. OBJECTIVES

The objectives of the study were to determine:

1.

To what extent has misassignment of DRGs resulted in inappropriate
billing
practices which maximize reimbursement?
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2.

To what extent are there effective safeguards within the New 3ersey program
to control misassignment of DRGs?

IV. SCOPE AND METHODOLOGY

The study was conducted from April 19o2 th:ou=h Juae 19S2. A Ample of three
PS

v:
:_s. t:!z--d fcr ravi; --. C-CnPS7 O cov-az =
F :r.n

nty u.b--n area,

one an tzban-rjbuban mix, and the third a rrubtrhr=n-ruzal mix. Th_ PSROs repre'nted
central, southern and northern New 2ersey. Within each PSRO area, one hospital
was randomly selected for review using the following criteria: the hospital was among
the original 26 phased into the DRG program in 1980 and had a substantial Medicare
and/or Medicaid population; of the three, one was predominantly Medicare, one predominantly Medicaid and the third was an even mix.

Facility, PSRO and State/FI questionnaires were developed addressing hospital coding
and billing procedures, PSRO oversight and monitoring protocols and State/FI and
statistical experience to date. These review guides were designed to determine:

a.

the accuracy and appropriateness of DRG assignment;

b.

the incidence of outliers;
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c.

the adequacy of the PSRO over sight activity of the
facilities; and

d.

the adequacy of the State oversight activity of the PSROs.

Following visits to the PSROs to review tneir procedures and practices, the team
met with administrative personnel at each facility to discuss the hospital's DRG
ascg-nment rzocedLres and experience under the program and to salect a sample
of cases.

A valid statistical sample of 276 medical records was selected from the 3 facilities
(93 at Hospital A, 109 at Hospital B and 74 at Hospital C). This provided for a 95 percent confidence level with a 5 percent tolerance. Only medical records for Medicare
and Medicaid patients were selected randomly using a skip interval method for discharges
occurring between October 1, 1981, and December 31, 1981. The cases were reviewed
on-site by a n

se reviewer and a program analyst. DRG assignment was reviewed

and, where discrepancies existed between the documentation in the medical record
and the review staff's determinations, the record was duplicated and referred for
review by a physician advisor who agreed with the findings of the program analyst
and nurse reviewers in every case. The physician review addressed the appropriateness
of DRG assignment.
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At the same time, billing data were collected with regard to outlier status, and comparisons were made to assess the impact of the outlier category on payments received
by the hospitals.

Once the onsite activity was completed, State and Fl personnel were interviewed
with regard to the impact of the DRG program on reimbursement as well as their
respective responsibilities with regard to the oversight and monitoring of the PSROs
and facilities.

Finding I

Under the New Jersey system, participating hospitalsare reimbursed a predetermined
amount based on the cost of inpatient care which in turn is related to the anticipated
length of stay for each DRG. When a period of hospitalization falls outside this
anticipated length of stay because it is shorter or longer than usual, an outlier case
results, and the hospital is reimbursed according to charges adjusted to cost.

DRG hospitals are required to follow the New Jersey Administrative Code, Section
X:31 B-5, which governs DRG assignment and outliers, and contains definitions of
pr incipal and secondary diagnoses. The for mer relates to the patient's condition
which caused the admission, as established after discharge; the latter relates
to
the patient's other conditions that existed at the time of admission or which developed
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subsequently and affected the treatment received and/or the length of stay. Section
8:31 5.1 B.ii specifically states "Diagnoses which have no bearing on the treatment
received during a current hospital stay are inappropriate for use in DRG assignment."

In the study sample of 276 DRG cases, 28 or 10 percent appeared to be instances
of DRG misassignment: 9 of 93 at Hospital A; 9 of 109 at Hospital B; and 10 of
74 at Hospital C. Fifteen of the 23 cases involved the incorrect use of DRG assignment,
based on the use of secondary diagnoses in place of principal diagnoses. In 5 other
cases, incorrect DRG assignments were based on secondary diagnoses which had
no bearing on the treatment received during the hospital stay. The 8 remaining cases
included 2 instances where surgery was included in the principal diagnoses but the
surgery was either not performed or not reflected in the medical records; 4 cases
involved the incorrect selection of the DRG code; I case where surgery was performed
but not included in code because the physician incorrectly recorded the patient's
diagnoses on the discharge record; and I case occurred where surgery was performed
but was not included in the DRG code used. The entire sample was reviewed by
a nurse reviewer; a physician advisor was given the questioned cases to evaluate.
The physician advisor concurred with the RN reviewer in every case.

Among the 28 cases were 6 instances of DRGs billed as outliers. In 4 of the 6 outlier cases, the roper DRG assignment would have kept the stays within the established
trim points and resulted in lower reimbursement based on the DRG formula rather
than charges.
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A second sample of 43caseswhich were part of PSRO monitoringwasre-evaluated.
Of the 319 cases in both samples, 64 were designated outliers by the 3 hospitals
(54 of the 276 cases and 10 of the 4 3 cases were outliers). This represents
20 percent
of the sample cases. Of the 64, fifty-one (82 percent) exceeded the trim
points on
the high side. When the New .Jersey demonstration project was initiated,
a projection
of 2 percent outlier cases was made.

Statistical data published by the New Jersey Hospital Association (NJHA)
indicates
that the percentage of outlier cases rose to 20 percent in 1981 from 3 percent
in
1980. The direct patient care costs of outlier cases increased from an average
of
9 percent of the DRG cases in 1980 to an average of 30 percent in 1981.
The cause
for the rise is attributed by the State to their own refinements of trim points
for
DRGs which have narrowed the high-low range. While these refinements
have made
DRGs more statistically homogeneous, more outliers have been created.

Some examples of DRG misassignment from the study follow:

1.

At Hospital A, there was a case where a patient was admitted for an
intracapsular lens extraction. The patient had hypertension and the
case should have been billed at DRG 110, Disease of The Eye With
Surgical Procedure, but was billed at DRG 117, Hypertensive Heart
Disease With Minor Secondary Diagnosis. Payment for DRG 117 was
$2,362; payment for DRG 110 would have been $1,623.
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2.

A case at Hospital B involved a patient whose stay was classified as
DRG 203, Abdominal Hernia, for which the hospital was reimbursed
$4,215. The PSRO physician advisor determined that the case should
have been billed DRG 333, Chemical Imbalance, for which reimbursement
would have been $1,931.

3.

A case at Hospital C involved a patient whose stay was billed at DRG
340, Fracture Without Surgery. Although the patient had been treated
for a fracture of the second lumbar during a prior hospitalization, the
hospitalization reviewed was for Acute Gastritis, DRG 188. DRG 340
paid $1,667; DRG 188 would have paid $1,177.

4.

At Hospital B, there was a case of a patient staying 18 days under DRG
classification 060, Benign Tumor of the Intestines, Without Surgery.
The trim points for this DRG in New Jersey are 2 to 12 days. As an outlier,
the case was billed and paid based on charges of $8,671. However, medical._
reevaluation of the case indicated it would have been more appropriately
billed under DRG classification 132, Disease of the Heart, Without Surgery.
As a result, it would not have been an outlier case. The trim points for
DRG 132 are 3 to 24 days, and would have been reimbursed at a cost
of $2,967.

145

L

-

z

q

~~~~~~111

-

Sample size for PSRO monitoring has not been specified by the State, nor is it
addressed
in DRG-felated regulations. As a result, PSRO monitoring is not uniform. PSRO
retrospective monitoring of DRG cases throughout the State consists of an approximately
1.5 percent sample. At the 3 study hospitals, sampling size has been I percent by
2 PSROs and 3 percent by the third. The refinement of trim points for DRGs
created
more outliers than the original 2 percent, but there has been no correspondin,

fef:n

in I'SRO monitoring to deal with the increase. Outlier cases were picked up randomly
within the sample.

The misassignment of 20 DRGs among the 28 found in the study (70 percent) resulted
from DRG assignments by the 3 hospitals which were contrary to State regulation
requirements involving principal and secondary diagnoses. The 28 cases of misassigned
DRGs resulted in greater payments to the study hospitals than warranted. Where
utilization review of Medicare cases is delegated to the hospitals, the PSROs have
no direct oversight of the DRG assignment. Thus, instances of DRG misassignment
can only befound during the PSRO monitoring process or by the fiscal intermediary.
The small monitoring samples reviewed by PSROs have apparently not provided
the
best opportunity for discovering instances of DRG misassignments and inappropriately
designated outlier cases. Only PSRO C was able to provide the review team with
the total percentage of cases billed as outlier s.

t
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RECOMMENDATION

HCFA's Office of Research and Demonstrations (ORD) should instruct the State
of New Jersey to assure that requirements stipulated in Section 8:31B-5.1 of
the
New Jersey Administrative Code are properly implemented. ORD should also
direct
the State of New Jersey to consider focusing more attention on the selection
for
PSRO monitoring giving special attention to outlier cases.

Finding 2

As part of this study, the review team evaluated the PSRO retrospective monitoring
activities of DRG cases at.Hospitals A, B and C for the period July 1931 to
January 1982. The monitoring included Federal (Medicare and Medicaid) and
private
patient DRG cases.

PSRO A, which monitors on an annual basis, reviewed 40 cases at Hospital A for
DRG assignment and disagreed with 6 of the 40 cases. PSRO B, monitoring every
6-8 weeks, looked at 10 DRG cases at Hospital B and agreed with all 10
cases. PSRO
C, utilizing semi-annual monitoring, reviewed 100 DRG cases, disagreeing with
16
cases. Of the 22 cases with which PSROs A and C disagreed, 1S involved
the improper
use of secondary diagnoses for the DRG designation.

fl
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The New Jersey Administrative Code, Section
8:31 B-3.79 states that: 'the qualifying
utilization review organization shall direct
the hospital and the Uniform Bill Intermediary
to make an appropriate adjustment to the price
per case where the DRG to which
the patient is correctly assigned differs from
the DRG on which payment was based."

Although the PSROs found DRG discrepancies
and notified facilities as to improper
DRG assignment, there is no on-going system
in place to assure that once the hospital
has been nntrfimAed of cod-- errors, this information
is sent on to the State and FIs
in the form of corrected bills. When the review
team followed up with the Fl to
determine whether corrected bills were submitted
by the hospitals for the 22 sample
cases, it was learned that in 17 instances (9
Medicare, 2 Medicaid and 6 private plan)
none had been submitted. Infor mation on the
remaining 5 cases was not as yet available
to the review team. (For 1982 the State plans
to request ail PSRO adjustments to
the uniform bills Lnorder to verify that the
bills submitted to it were submitted
correctly).

The study hospitals failed to correct billing
in those sample cases where the PSROs
disagreed with the DRG assignment. PSRO
retrospective utilization review deter rninations,
which change the original DRG assignment,
affect the DRG case-mix statistical
data influencing prospective DRG rates.

RECOMMENDATlON

HCFA's Office of Research and Demonstrations
should direct the State of New Jersey
to implement a mechanism within the DRG
system to assure the correction of DRG
hospital billing required by PSRO retrospective
review determinations.
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ITEM 4. LETTER FROM SENATOR JOHN HEINZ, CHAIRMAN, SENATE SPECIAL COMMITTEE
ON
AGING, TO CAROLYN D. DAVIS, ADMINISTRATOR, HEALTH CARE FINANCING ADMINISTRATION, DEPARTMENT OF HEALTH AND HUMAN SERVICES, DATED FEBRUARY 24, 1983

Dear Dr. Davis:
On behalf of the Senate Aging Committee, I would like to again thank
you for your excellent testimony at the Committee's February 4, 1983
hearing. From your statement, it is clear we share a desire to move from
the current Medicare payment system to a prospective mechanism that
encourages efficiency and quality with incentives and restraining costs.
In this regard, I would appreciate your response to the questions listed
below for the hearing record. Most of these questions arise from the Toby
memorandum we discussed at the hearing. I believe it is essential that these
concerns be addressed to the extent they are valid and relevant to the DRG
proposal submitted to Congress by the Department. To the extent these
concerns are invalid, I believe it is equally important that the record reflect
this fact.
1. In my January 24, 1983 letter to Secretary Schwieker concerning
the Region It validation, I requested a copy of the validation and "whatever
disclaimers or corrective material" the Administration thought would be
helpful to the Committee. I subsequently obtained a copy of the draft
validation from your office and a copy of Mr. Tobey's memorandum from
other sources. I would appreciate a copy of your response to Mr. Toby and
any subsequent related correspondence from or to Mr. Toby on this issue.
2. 1 am particularly concerned with Mr. Tobey's statement that the
system generated windfall profits for some providers. What has been the
financial impact of the DRG system on Medicare reimbursement in New
Jersey from the inception of the experiment to the present? Please respond
by year, total dollar difference and percentage.
3. Toby indicated, based on an analysis of unaudited 1981 Medicare
cost reports of 41 DRG hospitals that DRG reimbursement exceeded Medicare
costs by more that $31 million. Have windfall profits been generated in
New Jersey? To what extent were these excess, if any, anticipated? What
is being done to prevent these kinds of windfall profits in a national DRG
system?
4. Mr. Toby expressed what appears to be a generic concern that
prospective systems create incentives to manipulate admissions, discharges
and ancillaries in order to maximize reimbursement. To what extent are
these concerns valid? flow will these problems be addressed by the Administration's
proposal?____--5. Mr. Toby expressed a belief that systems such as those employed in
New Jersey require the development of focused quality assuance programs.
Do you agree? If so, how will this need be addressed by the Administration's
proposal, particularly in light of the related proposal to defund PRO/PSROs?
cerelyi

JOHN HEINZ
Chairman
Jll/bhh
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ITEM 5. LETTER FROM RICHARD L. FOGEL,

DIRECTOR, HUMAN RESOURCES DIVISION, U.S.

GENERAL ACCOUNTING OFFICE, TO SENATOR JOHN HEINZ,

CHAIRMAN,

SPECIAL COMMITTEE

ON AGING, DATED JUNE 15, 1983

Dear Mr.

Chairman:

Subject:

Comments on a Health Care Financing

Administration Regional Office Report on
New Jersey's Diagnostic Related Group
Prospective Reimbursement Experiment
(GAO/HRD-83-63)
Your February 17, 1983, letter forwarded a copy of a report
by the Health Care Financing Administration's (HCFA's) New York
Regional Office on New Jersey's Diagnostic Related Group (DRG)
hospital prospective payment experiment.
Your letter states
that the New Jersey system has had an unanticipated impact on
reimbursement, pro uced an unexpected administrative burden,
altered and increased the need for utilization review and financial audits, and required a lengthy implementation process. You
asked us to comment on the report's findings and recommendations
and to assess their relevance to the administration's proposed
Medicare hospital prospective payment system.
A Medicare prospective payment system that differs in several important ways
from the administration's proposal was recently enacted into
law.
(Social Security Amendments of 1983, Public Law 98-21,
Apr. 20, 1983.)
The administration's proposed bill
was very general and
would have granted the Secretary of the Department of Health and
Human Services (HHS) broad authority to design, implement, and
operate the system.
Therefore, whether the proposal, if enacted, would have addressed the problems discussed in the HCFA
Regional Office report would have depended largely on actions
taken by HHS in establishing and operating the payment system.
The Congress included features in Public Law 98-21 which attempt
to address concerns like those expressed in the HCFA Regional
Office report.
(106249)

19-314 0-83-10
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BACKGROUND
Medicare generally pays hospitals on a reasonable cost
basis; that is, hospitals are paid their actual costs of providing patient care as long as costs meet Medicare's definitions of
allowability and reasonableness, and as long as they neither exceed 120 percentl of the average costs per discharge of comparable hospitals nor increase from prior costs per discharge by
2
During fiscal year
more than an annually fixed percentage.
1982, Medicare paid over $32 billion to hospitals and such expenditures have increased an average of 19 percent per year
since 1979. While the general rate of inflation as measured by
the Consumer Price Index slowed to 3.9 percent in 1-982, hospital
i
costs rose 12.6 percent under this index.
The Tax Equity and Fiscal Responsibility Act of 1982,
Public Law 97-248, approved September 3, 1982, required HHS to
submit a report to the Congress about a potential prospective
payment system for hospitals and other providers. Under a prospective system providers are told in advance what they will be
paid and normally the payment level is not retrospectively adjusted to reflect actual costs.
In a December 1982 report, HHS recommended to the Congress
a hospital prospective payment system for Medicare covering routine and ancillary service costs and submitted proposed legislation on February 22, 1983, to implement this system. The proposal provided for payments based on the patient's diagnosis.
The DRGs to be used were developed by Yale University, which
grouped diagnoses by physiological system and severity of illness. The grouping of diagnoses was designed to include those
cases which are closely related in the extent of resources expected to be devoted to treating the patients.

lFor hospital cost report years ending in fiscal year 1983. For
reporting years ending in fiscal years 1984 and 1985, this
percentage was scheduled to decrease to 115 and 110 percent,
respectively. However, Public Law 98-21 makes this reimbursement limit inapplicable after fiscal year 1983.
2

The allowable increase is defined as the percentage increase in
an economic index designed to reflect changes in hospital
operating costs plus 1 percent. This limit acts as an upper
limit on payments for fiscal years 1984-86 under the revised
reimbursement system in Public Law 98-21.
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The amount Medicare would pay would be the national average
Medicare cost per discharge, adjusted for local wages, for the
DRG into which the patient's diagnosis falls. Although not specifically stated in the administration's proposed legislation,
HHS' report to the Congress indicates that capital and education
costs would continue to be reimbursed on a reasonable cost
basis. The rates paid by Medicare would be payment in full to
the hospital which could not charge the beneficiary except for
Medicare's coinsurance and deductibles for inpatient hospital
services.
The administration's proposal provided for an annual adjustment of the fiscal year 1984 payment rate. but -'as not specific about ho payei.t levels would be adjusted in the future.
It did state that payment levels were to be updated periodically
and that HHS could consider such factors as the increase in the
costs of goods and services purchased by hospitals, improved
hospital industry productivity, and technological changes.
The Congress, in enacting Public Law 98-21, adopted a prospective payment system based on DRGs which substantially modified the administration's proposal. The legislation requires
the Secretary of HHS to develop a national and nine regional DRG
rates, each having an urban and rural rate adjusted for local
wages. The prospective payment system would be phased in over a
3-year period. Generally, the amount each hospital would be
paid is based on a proportion of the national and regional payment rate and a portion based on the costs incurred by the hospital. 3
The prospective payment rate applies to hospitals
located in the 50 States and the District of Columbia except for
psychiatric, rehabilitation, children, or long-term care hospitals, or a distinct psychiatric or rehabilitation unit in a hospital. Capital and educational expenses would be paid on a cost
basis, but HHS is to report to the Congress by October 1984 on a
suggested method for including capital costs in the prospective
payment rates.

3

The DRG prospective payment rate would be phased in as follows.
'Fiscal
year
1984
1985
1986
1987

Percent of payment to hosital
.census Region
Cost
DRG rates
75
50
25
0

25.0
37.5
37.5
0

based on
National DRG rates
0
12.5
37.5
100.0
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The law requires the Secretary of HHS to adjust the DRG
payment rates each year and to make other adjustments as neces-

sary. To assist the Secretary in adjusting the DRG rates a Commission was created to review the use of new technologies and
treatment modalities and to recommend changes to the rates based
on its evaluation.
ISSUES REPORTED BY HCFA'S NEW YORK
REGIONAL OFFICE ON NEW JERSEY'S
PROSPECTIVE PAYMENT SYSTEM
A prototype DRG-based prospective payment system was develThe
oped in New Jersey under a $5.3 million grant from HCFA.
New Jersey system was phased in over several years beginning
As of December 1, 1982, New Jersey's
with 26 hospitals in 1980.
system covered 99 acute care general hospitals and applied to
To obtain uniform data on which to set prospective
all payors.
rates, New Jersey required hospitals, beginning in 1975, to file
step for most New Jersey
uniform cost reports. Thus, the first
hospitals was developing a substantial data base that incorpoReportedly, conrated financial data and clinical information.
siderable resources were expended to improve hospital medical
record departments to support each hospital's data base and to
help assure the accuracy of DRGs assigned to patients for payment purposes.
HCFA's New York Regional office prepared a report (dated
Aug. 9, 1982) on New Jersey's prospective payment experiment
which identified issues the Office believed should be addressed
by any proposal for a national DRG prospective payment plan.
HCFA headquarters staff reviewed the Regional Office report and
advised the Regional office in October 1982 that a complete
evaluation of the New Jersey experiment is scheduled to begin
after iti completion in December 1983.
The observations and recommendations made by the HCFA
Regional Office related to two main areas:
-The need for a utilization review mechanism to assure
quality of care and accurate reporting of diagnoses for
payment purposws.
-- Suggested-modifications to New Jersey's payment system if
it were to be used nationwide.
These areas are discussed in the following sections.
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Utilization review mechanism needed
The HCFA New York Regional office noted three areas where
potential problems could arise that indicated the need for a
reliable utilization review mechanism.
The first
of these was
the potential for hospitals to manipulate diagnosis reporting in
order to maximize Medicare payments under a DRG system.
The
Regional Office report noted two studies which indicated the
potential for hospitals to maximize payments by reporting high
paying diagnoses or combinations of diagnoses.
A study conducted by the University of California at San
Francisco Department of Medicine showed that. by reprting for
payment purposes as Lhe principal diagnosis the higher paying of
either the principal or secondary diagnosis, the University's
hospital would have received 14 percent more in 1978 if it were
under a DRG payment system similar to New Jersey's.
A computer
program was designed which selected automatically the sequending
of diagnoses that ensured maximum payment.
In 23 percent of the
cases, reporting the actual secondary diagnosis as the principal
diagnosis for billing purposes would have increased the DRG
payment.
The HCFA New York Regional Office also conducted a study to
determine the accuracy of diagnosis reporting at selected New
Jersey hospitals.
The results reported were:
-- Review of a sample of 276 Medicare and Medicaid claims
from three hospitals indicated that 28 (10 percent) of
the claims appeared to have inappropriate DRGs.
The
billed DRG in all 28 cases resulted in higher payments
than would have been obtained using the DRGs the Regional
Office believed were appropriate.
-The Regional Office looked at the Professional Standards
Review Organizations' (PSRos') 4 retrospectively monitored claims from the same three hospitals.
The PSROs
4

PSROs are responsible for making medical necessity and appropriateness determinations for Medicare inpatient hospital
services and can perform this function for Medicaid at each
State's option.
The Tax Equity and Fiscal Responsibility Act
of 1982 replaced the PSRO program (effective Oct. 1, 1983) with
the Utilization and Quality Control Peer Review Organization
Program (referred to as PRO).
The PROs would have similar
responsibilities to those of the PSROs for Medicare and could
carry out utilization review functions for other payors.
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reviewed a sample totaling 150 claims (all payors) and
disagreed with the DRGs reported by the hospitals in
22 cases (15 percent).
The second area of potential problems noted by the Regional
Office indicating a need for utilization review involved assuring appropriate utilization of services and quality of care.
The Regional Office pointed out that a DRG-based prospective
payment system introduces a new incentive to hospitals, namely
providing the least costly care to patients by avoiding unnecessary care. This incentive carried to the extreme could result
in adverse impacts on quality of care. Possible examples cited
in the report included manipulating ancillary services and premature discharges to minimize costs and increasing admissions to
maximize payments. The Regional office believed that, if any of
these actions occurred, quality of care could be adversely
impacted.
The third area of potential problems related to DRG outliers which are cases where the patients' length of stay or
other factors differ substantially from the norm for the DRG
involved. The Regional office was concerned about the percent
of cases falling into the outlier category in New Jersey-an
estimated 30 to 35 percent of all inpatient cases in 1982 were
expected to be outliers. The Regional Office believed monitoring of outlier cases was needed because of the significant
impact on payments these cases have because hospitals receive
additional payments for such cases.
Based on these observations the Regional office recommended
that
--hospitals be given very specific instructions on diagnoses designation and sequencing and that review of this
area be emphasized,
-a

more innovative approach to utilization review and
quality assurance than that used in New Jersey be
adopted, and

-a monitoring system for outliers be established to minimize the number of cases falling into this category or
alternately paying outliers on a cost rather than a
charge basis.
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In a recent report 5 we expressed similar concerns about
the potential problems that could arise under a DRG-based
prospective payment system and the need to have a utilization
review mechanism to control abuse. We stated that the administration's proposed DRG prospective payment system included provisions which could (1) allow for manipulating admissions and
diagnostic coding to increase total reimbursement and (2) result
in adverse impacts on the quality of care provided to Medicare
beneficiaries. Therefore, it is necessary to maintain a PSRO/
PRO type function at least until it can be demonstrated that
these potential problems do not arise under the proposed hospital payment system.
In addition, we noted several instances
in the December 1982 HHS report to the Congress on the proposed
prospective payment system which ientified potential problems
and which we believe pointed out the need for a PSRO/PRO type
function. These areas included:
--The proposed system might encourage hospitals to release
patients prematurely which in turn might result in
otherwise unnecessary readmissions and a second payment.
-- The proposed system might encourage hospitals to transfer
unnecessarily a patient to another provider or to reduce
the provision of important ancillary services to minimize
costs.
--There is an incentive in the proposed system for unnecessary admissions.
--There is an incentive under the proposed system for
hospitals to report higher level diagnoses in order to
obtain higher payments.
The administration proposed eliminating both the PSRO program and the requirement that hospitals not covered by a PSRO
establish utilization review committees. Also, the President's
budget for fiscal year 1984 does not provide any funds for a PRO
program. Thus, there would not have been a required program of
physician review of the medical necessity and appropriateness of
inpatient hospital services under Medicare.
The administration's proposed legislation for a DRG prospective payment system did not-address the mechanisms to be *
used to control against the problem areas raised by HCFA's New
5

-GAO Staff Views on the President's Fiscal Year 1984 Budget
Proposals" (GAO/OPP-83-1, Mar. 4, 1983), pages 69-72.
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York Regional office, by HHS' report to the Congress on the
proposed prospective system, and by us in our March 4, 1983,
report. However, the Congress in enacting Public Law 98-21
addressed these concerns. The law requires hospitals to contract with the PRO covering its area, if one has been designated, by October 1, 1983, in order to receive Medicare payIf a PRO had not been designated for a hospital's area
ments.
by October 1, 1984, the hospital could not receive payments from
Medicare. PROs are to review (1) the validity of diagnostic information provided by hospitals; (2) completeness, adequacy, and
quality of care provided; (3) appropriateness of admissions and
discharges; and (4) appropriateness of care for outlier cases.
If the PRO program is implemented (required under Public Law
97-248 on Oct. 1, 1983) and PROs are effectively performing the
functions listed above, the concerns expressed by HCFA's New
York Regional Office and by us should be addressed.
Suggested modifications to
nt stem if
New Je
it applied nationwidesThe HCPA New York Regional Office report made suggestions
for modifications to New Jersey's DRG payment system if it was
to be applied nationwide. The suggestions fell into four areas:
(1) treatment of bad debts, (2) appeals for changes in reimbursement, (3) payments for outliers, and (4) the need for cost
reports and audits of them.
The Regional Office was concerned about the impact that
including a factor in payments to cover hospitals' bad debts
could have on payments and how changing economic conditions
could affect the level of bad debts. Under Medicare's cost
reimbursement system, the only bad debts recognized as costs
were those directly related to Medicare patients; that is, unpaid Medicare deductible and coinsurance amounts. The prospective payment system enacted by the Congress continues Medicare's
prior policy on bad debts, so we believe they should not significantly affect the new payment system.
The Regional Office was also concerned about the number of
payment rate appeals occurring under New Jersey's system because
most providers covered by it in 1981 appealed .their initially
-set rates. While New Jersey's rate-setting system involved anumber of steps which could result in appeals of payment rates j
the Medicare DRG payment system enacted by the Congress does not
permit appeal of the payment rates. Thus, the concerns of the
Regional office about the administrative burden of payment rate
appeals should not be as significant a problem under Medicare's
revised hospital payment system.
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Regarding payments for outlier cases, the Regional Office
made two recommendations that
--the number of cases falling in the outlier category be
held to a minimum (it was expected that 30 to 35 percent
of the cases in New Jersey would be classified as outliers) or
--outlier cases be paid on the basis of costs rather than
hospital charges as was done in New Jersey because
charges normally exceed costs and paying charges would
increase Medicare payments.
The administration ornposed that only cases which exceeded
a DRG s average length of stay by 30 days or more be classified
as outliers; discharges with very short lengths of stay would
be paid the DRG rate.6 This was expected to result in about
one-half of 1 percent of the cases falling in the outlier
category.
The law as enacted requires that additional payments for
outlier cases be not less than 5 percent nor more than 6 percent
of total DRG payments.7 Therefore, outlier payments are supposed to be held, under Medicare's system, to a percentage substantially below that experienced in New Jersey.
The administration's proposed legislation did not state how
additional payments for outlier cases would be calculated. The
law as enacted does not state how such payments are to be calculated, but does provide that they shall approximate the marginal
cost of care beyond the point which makes the case fall into the
outlier category. We are concerned that hospitals not be able
to increase payments by keeping patients longer than necessary
6

New Jersey uses a relatively complex system to. classify outliers under which meeting any of seven criteria puts a case in
the outlier category. Cases are classified as outliers if, for
example, they significantly vary from the average length of
stay on either the high or low side.

7The conference report (H. Rept. No. 98-47) on Public Law 98-21
stated that the conferees were equally concerned that adjustments may-be required for cases which have an unusually short
length of stay or which are significantly less costly than the
DRG payment. The Secretary of 88S is required to report in the
annual report on the prospective system on how to address such
low cost cases.
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If hospitals only rein order to receive an outlier payment.
ceive, as an outlier payment, the additional costs directly
related to care provided after a case reaches the outlier cutoff
point--that is, marginal costs--as required by the law, this
should not provide an incentive to retain patients longer than
necessary or enable hospitals to gain from outlier cases.
Finally, regarding the need for cost reports and audits of
them, the Regional Office expressed its concerns that Medicare
payments under the New Jersey DRG system had exceeded the
amounts that would have been paid under Medicare's cost reimbursement system. The Regional Office stated that it had anticipated that payments would increase and that the percentage increase might not be excessive considering that payments included
a factor for uncompensated care (bad debts) and that the payment
methodology had changed. However, the Regional Office was concerned that the two hospital cost report audits which had been
done indicated that at least initially the New Jersey system may
be quite costly. The Regional Office said it was developing an
audit program so that HCFA could be furnished hard data on such
things as actual costs, cost shifting, and data collection. The
Regional Office was also concerned about whether sufficient
funds would be provided to carry out the audit program. It
recommended that the need for auditing and commitment of funds
be built into the design of any new national DRG prospective
payment system.
8
As we have stated in the past, we believe that prospective payment systems should be based on the costs which would be
incurred by an efficient and economical provider to deliver
needed care. For the Medicaid program, the Congress has required the States to have reimbursement systems for hospitals
and nursing homes which meet similar requirements. We also
believe that to determine the cost level at which efficient and
economical providers can deliver needed services and to ascertain changes in this level over time, it is necessary to obtain,
through audited cost reports, data on actual reasonable and
allowable costs incurred by at least a statistically reliable
sample of providers.

8For example, see Oinformation on Prosvective Reimbursement
Systems' (GAO/URD-82-73, May 10, 1982') and testimony before the
Subcommittee on Health, Senate Commi/ttee on Finance, on the
data used by HCFA in preparing its,jroposal to establish a prospective reimbursement system for/the End-Stage Renal Disease
Program, March 15, 1982.

159
B-211835

During the hearings on the bills which eventually resulted
in the enacted DRG prospective payment system, concerns about
the accuracy of the data bases which will be used to set the DRG
payment rates were expressed. Public Law 98-21 requires hospitals to continue submitting cost reports through fiscal year
1988. Also, during fiscal years 1984-86, hospitals will continue to be paid by Medicare partially on a cost basis so auditing of cost reports should continue. In addition, Public Law
97-248 authorized an additional $45 million per year during
fiscal years 1983-85 for Medicare claims paying agents to be
used exclusively for cost report auditing and medical reviews
($23 million of the $45 million appropriated for fiscal year
1983 has been allocated to cost report

4

udi ting).

Finally, Public Law 98-21 requires that payments to hospitals not exceed what would have been paid under the reimbursement system in existence before the revised system for fiscal
years 1984 and 1985; that is, the rate of increase limit on payment per discharge established by Public Law 97-248 (see p. 2).
Therefore, the tools (cost reports) shall be available to determine the impact the revised system has on hospital costs in such
areas as those raised by the Regional Office. Also, cost report
auditing should continue to be performed and funds should be
made available for this purpose. In addition, the utilization
review program which the Congress mandated for the DRG system
should provide the information needed by the Government to address many of the questions raised about the current data bases
and to help assure that DRG payment rates accurately reflect the
costs which would be incurred by efficient and economical providers to furnish needed service. Thus, assuming that the utilization review program is effectively implemented and that
costs reports are adequately audited, the Government should, in
the future, have better data bases on which to establish prospective DRG payment rates.
OBJECTIVE, SCOPE, AND METHODOLOGY
The objective of our review was to address the concerns expressed by HCFA's New York Regional Office in a report regarding
its experience with the DRG experiment in New Jersey in view of
(1) the prospective system proposed by the administration for
Medicare and (2) the prospective payment system enacted into
law. We interviewed knowledgeable officials, including New
Jersey State officials responsible for operating, monitoring,
and evaluating the New Jersey program. We interviewed HCFA
officials both in the New York Regional Office and at headquarters. Also, we talked with a consultant doing work on the New
Jersey program and an intermediary responsible for New Jersey
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hospitals in order to evaluate the recommendations made by
HCFA's New York Regional Office. In addition, we reviewed articles in medical publications specifically dealing with utilization of hospital services and the New Jersey experiment. We
also reviewed the administration's report to the Congress, congressional committee and conference reports, and the Social
Security Amendments of 1983, Public Law 98-21, to determine
whether the law addressed the concerns of HCFA's Regional Office. As requested by your office, we did not obtain comments
from HHS on this report.
Except as noted above our work was done in accordance with
generally accepted government audit standards.
Unless you publicly announce its contents earlier, no
further distribution of this report will be made for 21 days.
At that time, we will send copies to interested parties and make
copies available to others upon request.
Sincerely yours,

Richard L. Fogel
Director
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John H. Reagan Building. Austin. Texas 78701
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Texas Board of Human Resources
706 Banister Lane
Austin, Texas
February 26. 1881
10 a.m.
1.

Approval of Minutes of January 15 and 16, and February 13, 1981.

2.

Recognition of employees.

3.

Purchased Health Services contract.

4.

Appeal from audit exceptions involving Colonial Gables Nursing Home
and Colonial Manor Nursing Home.

S.

Community MH/MRcenters' clinic services under Titles XIX and XX.

6.

Adjustments to FY 1981 operating budget.

7.

Adjustment of rates for primary home care.

8.

Rate methodology for Intermediate Care of the Mentally Retarded.

9.

Policy changes in the Aid to Families with Dependent Children program.

10.

Policy changes in eligibility criteria for the Nursing Homeprogram.

11. Mid-year review of nursing homes reimbursement.
12.

Policy on statewide mail issuance of food stamps.

13.

Drug destruction study.

14.

Legislative matters.

15. Final rules:
a.
b.
c.

Food stamps basis-of-issuance tables.
Records management.
Protective payee procedures.

16.

Technical amendments to program policies and procedures.

17.

Commissioner's report.

18.

Executive session on personnel matters, pending and contemplated
litigation, and real property.
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Texas Department of Human Resources
John H. Reagan Building. Austin. Texas 78701
February 26, 1981
JEROME
CHAPhA
C,-

TO:

Chairman and Members
Texas Board of Human Resources

FROMI:
SUBJECT:

BOARD
MhMII
R.Tr.G

Marlin H. Johnston
Acting Commissioner

WOORE

S.. An
TERRI RAY

Agenda Item No. 11 - Mid-Year Analysis of Nursing
HomeReimbursement

The Board, at its July 16, 1980 meeting, aDoroved new reimbursement rates for
nursing hones to be effective for the period September 1, 1930 through
August 31, 1981. There was concern expressed by industry representatives at
the time that the percentane used to project minimum wage category salary expenses for nursing homes was too low. In resDonse to this concern, the Board
requested that Rate Setting staff conduct a mid-year analysis of nursing home
reimbursement to ensure that rates were fair and reasonable.
The requested mid-year analysis is now complete.
are shown below.
Current Rates from
June 1980 Analysis
SNF
ICF
ICF 11

$33.67
26.06
22.90

The findings of the analysis

Indicated Rates from
February 1981 Analysis Difference
$33.64
26.04
22.91

$-0.03
-0.02
+0.01

The indicated rates above were produced from a different set of data than the
one used to determine current SNF/ICF reimbursement rates. The data for the
mid-year analysis were much improved. Exhibit A, Page 2, details the differences in the data used for rate settino last summer and the data used for the
nid-year analysis.
The inclusion of on-site audited cost resort data in the mid-year analysis produced lower eer diem exeenses. This was the result of the removal of unallowable exnenses which were reported on 1979 Cost Reports. The fiscal impact of
on-site audited cost report data is exemplified in Exhibit B, Page 3.
The shift in relationships among level of care expenses was the result of the
use of OHRpaid days of service rather than the provider's reported days of
service.
Industry representatives have again exDressed concerns regarding DHRassumptions
and estimates in last summer's analysis. Exhibit C, Pages 4 through 11, shows
these concerns and the DeDartment's responses.
It is respectfully requested that the Board act favorably on the recommendation
shown below.
o

Adopt the S4F per diem rate of $33.64, the ICF per diem rate of S26.04,
and the ICF 11 per diem rate of $22.91, to be effective for the neriod
March 1, 1981through August 31, 1981.

The fiscal imoact for State Fiscal Year 1981 of the rate change recommendation
will be a decrease of S185,657 in expenditures.
Respectfully submitted,

Marlin 11. Johnston
Acting Commissioner
Attachment
An

EqORE
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TEXAS DEPARTMENTOF HUMANRESOURCES
OFFICE OF PROGRAMSBUDGETA[D RATE SETTING
TEXAS IEDICAID SNF/ICF PROGRAM
Rate Setting Features for State heLM Year 1981 Reimbursement Rates for SNF/ICF Providers
JULY 1980 ANALYSIS
FOR RATES EFFECTIVE
SEPTEMBER 1, 1980
* Data Base Composition
* 1979 Cost Reports...............................................................
. Desk-verified only cost reports.
......................................
. Desk-verified and on-site audited cost reports....................................
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Patient-Days of Service Used in Rate Setting .........

I...............................

* Inflation Assumptions (Estimated Annual Increases:
SFY '81 over SFY '80)
Implicit Price Deflator - Personal Consumption Expenditures (Covers 32% of
total expense.
Used to project professional salaries; fringe benefits for
all employees; and, miscellaneous expenses) ....................................
Minimum Wage Index (Covers 37% of total expense.
Used to project all nonprofessional salaries).............................................................
Food Index (A composite index of the CPI-Food and Beverages and the PPI Processed Foods and Feeds weighted 50/50.
Covers 9% of total expense.
Used
to project raw food expense.)....................................................
CPI - Property Tax...............................................................
CPI - Gas and Elecricity (Covers 3% of total expense)...........................
CPI - Property Insurance..........................................................
CPI - Automobile Insurance ..............................CPI - Telephone Service........................................................
FICA, FUTA and Worker Compensation Insurance .....................................
* Administrative Caps on Certain Salaries
. Maximum Allowahle Per Diem Expense for Guner-Ainministrator
......................
. Maximum Allowable Per Dies Expense for Omner-Ansistant Administrator

JANUARY1981
ANALYSIS AT
MID-YEAR

839
839
-0-*

876
686
190

Reported Basis

DHR Paid Basis

11 .2X

11 .2%

7. 7:%

7 .8%

12.2%
4.22
4.2%
9.12
14.2%
10. 1%
10.1%
8.1%
8.1%
3.9%
3.9%
Based upon statutory or regulatory increases
11.6x'

$1 .75')
*91 .02j.

Merle L. Moden
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$1.897
$1.083

164
11-3

TEXAS DEPARTMENT OF HUM"ARESOURCES
OFFICE OF PROGRAMSBUDGETANDRATE SETTING
TEXAS MEDICAID SNF/1CF PROGRAMI
THE EFFECT OF ON-SITE AUDITED DATA UPON FATES
FOR THE PERIOD JANUARY1, 1980 THROUGH
AUGUST31. 1980

*COMPOSITION OF 1978 COST REPORT DATA BASE
Original Data Base
Number
-

Altered Data Base
Number
X

Desk Verified Cost Reports
Desk Verified and
On-Site Audited Cost Reports

790

100%

-0-

-0-

,

563
227

29%

TOTAL

790

100%

790

100%

71%

*REIMBURSEMENT
RATES
From Original
Data Base

From Altered
Data Base

Changes
Amount
%

SNF

$31.95

$31.93

S-0.02

ICF

24.77

24.68

-0.09

-0.04

ICF II

21.76

21.66

-0.10

-0.05

-0.01%

*FISCAL IMPACT
Days of Service
1/1/80 - 8/31/80

x

Rate
Change

SRF

1,065,958

x

$0.02

ICF

11,073,545

x

0.09

=

3,538,703

x

0.10

=

ICF II

=

Over-Reimbarseuent
$

TOTAL

21,319
996,619
353,870

51,371,808

*PERCENT OF ERRORIN TOTAL VENDORPAYMENTS
' Over-Reimbursement

$1,371,808

X of Error

Total Vendor Pa.nrents
$292,425,140

0.5%

Merle L. linden
Fabruary 12, 1981
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TEXAS DEPARTMENTOF HUMANRESOURCES
OFFICE OF PROGRAMS
BUDGETAND RATE SETTING
TEXAS MEDICAID SNF/ICF PROGRAM

I

ISSUES IN TIHEMID-YEAR ANALYSIS OF SNF/ICF RATES
RAISED dY TIHETEXAS NURSING HOMEASSOCIATION
TNHA POSITION

E

* The implicit price deflator is not an appropriate index
to project costs for this industry; instead, the C11I
should be used.
I
i'

* The Implicit Price Deflator-Perconal Consumption Expenditures
(IPD-PCE) was adopted after extensive research and analysis
conducted last summer.
Rate Setting staff are convinced that
this index is much more appropriate than the CPI-All Items.
The shortcomings of the CPI-All Items are widely known and
have been recognized by the Bureau of Labor Statistics which
is the Federal agency maintaining the Consumer Price Indexes.
The Implicit Price Deflator is based upon kinds and quantities
of goods and services currently heing purchased by consumers-not kinds and quantities of goods and services which were
purchased in 1972-7:3 as is the cose with the CPI-All Items.

* The minimum wage adjustment rate is too low.
A rate of
7.7% won used to adjust minimum wage when experience
shows it should have been 11%. This increase of 11X
would have added an additional 25c to the September 1,
1980 rate (or 50c if paid from February 1, 1981).

* The 7.7% figure is the weighted
average increase in the
minimum wage rats ,irom State Fiscal Year 1980 to State Fiscal
Year 1981.
This mnthod of determining the percentage used to
project' minimum wage category salary expenses has served well
in the past. Howeaer, it is argued that this is merely a
self-fulfilling prophesy, since providers will only grant
minimum increases.: Nonetheless, inost providers have been
able to perform adequately under the increases granted in the
past.
The reimbursement methodology is based upon projections
of historical expenses to determire rates.
In cases where
providers grant increases in exceas of the projected increase,
these expenses will be reported on subsequent cost reports
and will be reflected in subsequent rates.

I

so W
a~rV

a,
V.

0

DHR POSITION

The Department had concluded, however, that a survey of hourly
wage rates from a random selection of providers would be
useful in addressing this industry concern.
Therefore, a 5%
random sample of nursing home providers was surveyed in recent
days.
The weighted average percentage increase granted
Merle L. Moden
Februarv 13. 1981

*
o

ORR POSITION

. TNHA POSITION

minimum wage category employees was found to be 7.8
Refer to Page 7 for details of the survey.

X

Consequently, the percentage used in the mid-year
analysis to project minimum wage category salary
expenses will be 7.8X.
e

'am

e

* There vsasno increase projected for many line items
under facility costs. These cists have, in fact,
escalated in nearly every case.

* The Department does not project increases in many facility
Examples include depreciation, amortization,
expenses.
mortgage interest, and working capital interest.

Wm
Dl

a.

-

Food costs have increased in recent months and projections
Raw food costs
have taken these increases into account.
are estimated to increase by 12.2%.

* Food costs have turned up rapidly and the current rate
is estimated to be 10 to 20o low in this cost area.

e*

The profit expectation of 62 is unrealistic if
to be before tax profit.

assumed

* The industry must generate costs that are lower than
the rate paid to stay in business. When rates are
inadequate, the squeeze on costs will cause a
deterioration in future services provided.

*

The average profit margin before income tax (from for-profit
provider 1979 Cost Reports which were in the mid-year
analysis) is 8.2X. Using an average income tax rate of 35%,
This net profit margin
the net profit margin is 5.4%.
coupled with the after tax return on equity of 33.8% yields
Refer to Page 8.
more than adequate profitability.
Comparison with other industries reflects favorable profitRefer to Page 9
ability of for-profit nursing homes.
for a comparative analysis.

* Revenue short-falls appear to be caused mostly by declining
Lower occupancy provides
caseloads. Refer to Page 10.
Options available to a
higher expenses per day of service.
provider experiencing revenue decline include reducing
services, eliminating unnecessary expenses, and reducing
In the open market, a provider reducing
profit margins.
Reducing services
services would soon go out of business.
will not only jeopardize compliance with standards, but will
reduce the attractiveness of a particular facility to
Unnecessary expenses
private as well as Medicaid patients.
Merle L. Moden
February 13, 1981
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DHR POSITION
for non-essential items can be eliminated without an adverse
Profit margins can be
effect on the quality of care.
reduced in the short run while the provider's investment
becomes more viable through improved occupancy and/or
improved cost efficiency.

0o4
-to

o0.
m

.

Government providers should not be inflation-proofed. The
effect of inflation upon providers, their stockholders, and.
their employees should be no different from that experienced
by the average citizen.
Increases in real income have
There is
declined in recent months as showm on Page 11.
reason to believe, given continued inflationary
little
pressurea,that this trend will reerera itself for maflymonths
come.
For example, per capita disposable personal income
declined for five donsecutiva quarters during the 1974
recession.
Providdra should not look to the Department to
protect them from ihe inflation experienced by society as a
whole. There is a'point where rate increases do not simply
respond to inflation, but actually become forces which drive
inflation.

a
54

'.
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TEXAS DEPARTMENT
OFFICE OF PROCRAMSBUDGETAND RATE SETTING
TEXAS MEDICAID SNF/ICF PROGRAM
RESULTS OF THE HOURLYWAGERATE SURVEYFOR
LONG TERM CARE FACILITY NON-PROFESSIONAL EMPLOYEES
EARNING LESS THAN $4.50 PER HOUR
* GENERALINFORMATION

5% Random Sample

Method of Selecting Facilities ........................

53

Number of Facilities Surveyed ...............................

784
Number of Employees Surveyed ...............................
september 1979 through January 1981
Survey Period ......................
Survey Technique.....................

Hourly Wage Rates at the end of each
month in

the survey period were

recorded for up to 15 employees in
each facility.

* HOURLYWAGERATE AVERAGES

Average Hourly Wage Rate in Base Period (SFY 1980) ..............

3.160

Average Hourly Wage Rate in Projected Period (SFY 1981) .

3.408

* AVERAGEPERCENTAGE

INCREASE

Sum of Hourly Wage Rates in Base Period (SFY 1980) .2,477.68
Sum of Hourly Wage Rates in Projected Period (SFY 1981) .

2,671.93
7.84%

Average Percentage Increase ...

Many hourly wage rates were inserted at the ninimoum wage level since
high turnover rates result in a substantial number of employees with
less than a year on staff.
2

Hourly wage rates were projected at the sane level for the 8 month
Due to the significant turnperiod January 1980 through August 1981.
over in these personnel, it is inappropriate to attempt to project
increases.

Merle L. Moden
February 25, 1981
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TEXAS DEPARTMENTOF HUMANRESOURCES
OFFICE OF PROGRAMSBUDGETAND RATE SETTING
TEXAS MEDICAID SNF/ICF PROGRAM

a-

* 1979 SNFIICP AVERAGES*
ALL PROVIDERS
INCOMESTATEHENT

'(876)

ALL (758)

REVENUES
PATIENT GROSS REVENUE
.........................
$702,010
OTHER CROSSREVENUE
..............
...........
11,164
.
TOTAL GROSSREVENUE.
................
713.174
LESS: ALLOWANCES.............................
(4,256)
TOTAL NET REVENUE
..............
I
708,916

$692,942
5,904
698,927
(3,469)
695,458

EXPENSES
PATIENT CARECOST AREA........................
DIETARY CARE COST AREA ........................
FACILITY COST AREA ............................
ADMINISTRATION COST AREA ...... i ...............
TOTAL NET EXPENSE
...............
;.'......

$328,135
118,243
140,298
76,234
662,910

$311,688
112,409
138..308
75,799
638,204

46,006

57,254

PROFIT .............................................
PROFIT MARGIN
BEFORE INCOMETAX.............................
AFTER INCOMETAX (ASSUME 352 TAX RATE)........

6.52
NA

8.22 '
5.42

FOR-PROFIT PROVIDERS
OWNINGlI's
LEASING ITS
FACILITY (105)
FACILITY (353)

$702,205

'684,868
5,904 .
690,772
(2,485)
688,287

6,079
708,284
(4,598)
703, 686

$317,360
* 114,362
126,150
74,968
632,840
'

55,447

,

8.12
5.22

'

$305,180
110,170
152,257
76, 752
644,359
'

59,327
8.42
5.52

BALANCESHEET
TOTAL ASSETS .......................................
TOTAL LIABILITIES ...................................
TOTAL CAPITAL ......................................
TOTAL LIABILITIES ANDCAPITAL ......................
ALLOWABLE
EQUITY ....................
RETURNON EQUITY
BEFORE INCOMETAX.............................
AFTER INCOMETAX (ASSUME 35E TAX RATE)....

$495,400
332,356
163,044
495,400
NA

....

NA
NA

* $417,005
292,872
124,183
417,005
110,179
52.02'
33.81

$592,419
* 441,456
150,963
' 592,419
137,925
40.22
26. 12

$215, 859
122.401
93,458
215,859
78,347
75. 72
49.22
Marle L. Moden
February 12, 1981

TEXAS DEPARTMENTOF HUMANRESOURCES
OFFICE OF PROGRAMSBUDGETANDRATE SETTING
TEXAS MEDICAID SNF/ICF PROGRAM
COMPARATIVE1979 FINANCIAL PERFORMANCE:
THE AVERAGEFOR-PROFIT TEXAS MEDICAID SNF/ICF
VERSUS
169 TOP PERFORNERS IN 6 INDUSTRIES.
INDUSTRY'
RETAIL
STORE3
Net Profit Margin

2

Return on Equity2

3.2%.
12.2C

PETROLEUM
(INTEGRATED)

NATURAL
GAS

TEXAS
NURSING HOMES

5.6%

7.5%

14.72

22.9%

C

TEXAS
BANKING

FAST9
FOOD

MEDICAL 8
SERVICES

5.4%

NA

5.72

4.4%

33.8%

15.3%

16.7%

14.4%

I

o.

IAll statistics except for Texas Medicaid SNFs/ICFs are from 1980 and 1981 issues of the Value Line survey of top performing
companies.
2After income tax.

'

c
>
o

,
5

a

3nThirty-nine entities including Allied Stores, Federated Department Stores, K Mart Corp., G. C. Murphy Co., J. C. Penney Co.,
Pier I Imports, and Sears, Roebuck and Co.
4
Forty-five entities including Atlantic Richfield, Conoco, Exxon, Gulf, Mobil, Phillips Petroleum, Shell, Standard Oil
(California), Standard Oil (Indiana), Standard Oil (Ohio), and Texaco.
5
5Fifty-three entities including El Paso Company, ENSEARCHiCorp., Houston Natural Gas, Tenneco Inc., Texas Eastern Corp.,
Texas Gas Transmission, and Valero Energy Corp.
758 Texas Medicaid SNF/ICF For-Profit providers.
7

8

9

The income tax rate assumption is 35%.

Four entities including Mercantile Texas Corp. (9 banks),
banks), and Texas Commerce Bancshares (39 banks).

Republic of Texas Corp.

Eleven entities including Beverly Enterprises with 314 no.rsineg homes (70 in Texas),
National Medical Enterprises with 114 nursing homes.
Seventeen entities including Church's Fried Chicken, Inc., Denny's, Inc., Dunkin'
Inn, Sambo's Restaurants, Victoria Station, Inc., and Wendy's International, Inc.

(26 banks),

Cenco,

Southwest Bancshares (20

Inc., with 55 nursing homes, and

Donuts, Inc.,

McDonald's Corp.,

Merle L. Moden
February 12, 1981
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TEXAS MEDICAID SNF/ICF PROGRAM
FULL-TIME EQUIVALENT TOTAL RECIPIENTS
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TEXAS DEPARTMENT
OF HUMANRESOURCES
OFFICE OF PROGRAMS
BUDGETAND RATE SETTING
TEXAS MEDICAID SNF/ICF PROGRAM
RECENT TRENDS IN U.S. PER CAPITA
2
DISPOSABLE PERSONAL INCOME IN 1972 DOLLARS

ANNUAL RAJE
OF CHANGE

1978
1st
2nd
3rd
4th

Quarter ......
Quarter ..
Quarter ..
Quarter ..

1st
2nd
3rd
4th

Quarter
Quarter
Quarter
Quarter

....
....

$4,434
$4,465
$4,502
$....
$4,547

+5.6%
+4.9%
+4 :4-%
+3. 9Z

$4,574
$4,570
$4,598
$....
4,596

+3. 2%
+2 .4%
+2. 1%
+1 .1%

$4,596
$4,528
$4,561

+0 .6%
-0. 9%
-0. 8X

1979
......
......
......
..

1980
1st Quarter ............
2nd Quarter ............
3rd Quarter ............

~~~~~~~~~~~227.
Pa upb
Crud
-WR) it
65 0 7197 72
i
73d

\

1956 57

18

59

by

Ca

-8
615 _0 63

64

65

66

67

fit

64

65

66

67

62

63

68

69

70

71

72

73

74ti 5

7

d

74

76

-77

75

7t0

78

79

9

80 1sa1

December 1980 issue of Business Conditions Digest, a publication of the
Bureau of Economic Analysis, U.S. Department of Commerce.
2

Disposable income is the personal income available for spending or saving.
It consists of personal income less personal taxes and nontax payments to
government.
Measurement in 1972 dollars reflects the real purchasing
power of disposable personal income in recent years compared to 1972. The
deflator for this series is the Implicit Price Deflator--Personal Consumption Expenditures.
Measured quarter to quarter.
Merle L. lModen
February 16, 1981
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Duo nursing homes
mnaike enough money?
.-

Taylor said his actual profit was
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taxes.That's the moneythey madeafter
that Isrndered.
enpensesweresubtracted from revenues
andaftertlx es werepaId
on the netreve.
'The nursing-hom
e Industry
In Thxas
Is
nur.
fat," Mladersaid,pullingoutthick slacksof
Modencontrats tathwIth the profit mar.c
computer printorts.stat stical sludies and
ginsofolbcrtndustriesasreportedinValue
datatobackhiscontentiono
.
LIne, a inanclal-anatysis pubitcaaon.lThe
Taylor's tOE
150-bedn
Austi,
ursini & o natysisshowsthat the159toppertormero
Cenoaeacet
CeterItO . Lic Os 5 Inretalt stores
nationwide had023.2pecceut
doing fsr belier th.anthe average Texas
ritagsteae;futnoslc,
nursing home,
tto.en
said. Although Taylor saidhemadeonly a 1.1percent profit In
1979
, cst reports he
til ed with the
Uste
showedhe madea7.0percentpriot Proits
tt ode alsonoted thathc home's$104.1t12
prfit forl'h1979
latest year avaiahibl
1ousn't rcfscicthc
lotal amountof monry
Tayloromaec
from his business.In addition
to IIct prol, Tablforpid
wchis wife 2,114
as
nth
arsing
n
hime's adininisiraior andhimseit S
24,034
asasSnisaladmitastrator,
A.rciC.1.5a11-I. s1.11
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lood costs. Then, our investigators did on-site
reviews of menus and diets.
"The bottom line was therc was no reason to
conclude the Irod wasn't adequate. How above adequatc It was was a quention ol taste, but some of
thc homes that spent the, least to purchase and
prepare food had good food," Maoder said.

4.4 percent; and the natural-gas industry, 5.6 per-.
cent.
Industry loaders claim the state doesn't allow 1
cosis to be Included InIhe cost reports on
l1 tLheir
which the state paymenl rates are based. Mioden
said that is Irue. For example, he notid, luxury
vehicles are not allowed to be Inctoded as trans-,
portalion cOS.s Therefore,' Ihe state rejected
Austin Nursing &Conva!escent Center owner TomTaylor's effort to include three Mercedes lone was
traded In for another midyear), Ci radios and a
J
Lspced-radar detector on his cost report.
imoden said unallowable costs are ones that
don't directly affect patient care. Iie nqted that
while the state will not reimburse homes for some
costsa those costs are usually deductible on the
homes' Laxreturns.
Taylor said nursing-home operalors'-costs are
reduced by the state in several ways, Including Iimitson the salaries of owner-admrinistrators.
Moden said that Is done because owner-administrators' services are not "sold" in the marketplace.
The deparlment puts the maximum salary for
an ovsner-administrator at 9i percent of the highcst-pald hired adminisirator in the state.
"ifaving a limit that high." Moden said.
"doesn'l deal with the Issue that the highest pald
employed adminisnrator might be running a 30bcd facility while an owner-admtntstralor of a MObed facility could be paying himself the same
salary."
The stale Is planninr lo devise a more equitable
schedule on ohich to limit owner-administrators'
salaries, he said.
Taylor defends hnswife's fr52,1t4 solary-w hich
exceeds Lie salaries of Austin's hospital admintstralors- by roting that she has 24-hour responsibility for the home. And. he said, he and his wife
have "o.nersthip" respeasibilities, unlike the hospital administrators.
There is ore thing ' toden and Taylor agree on
and that Is that money alone cannot ensure quality
care.
Moden said that a coupie yearsnago when Industry leaders kept repeating their clatm that
"you can't get lirst-class care with third-class
payments." the department conducted some studtes.
"You would assume. that if moncy determines
the quality of care, then you'd expect the homes
with the most verttied complaints or citations Iby
the health department) would have the lowest
costs," Moden said.
Using that assumption as the basislor the study
thi v ellarC dtepartment culird out trom healih deparitmcnt records the homes with the most violations.
"Tha threry would be that at maxtnmum costs
there would beno complaints and at the other end
- the providers vshospend the least money there would be the maximum number ot complatnls," Moden said.
But salalsllcalty t didn't turn out that way. The
study showed no relallon:iip between costs a2.d
quality.
The departrnent d~d anothcr study, assuming
that tomes with the lowcst toed costs "wu.rld hn
stu''sing their patients ... W.Wc printed out (by
_vPPvn5rr1 thie Itrr.s irnthc tortmiO rcrcent o'

Dut Taylor, whosecenter Is coNnfdered by slate
otftcials to be one of tir bettcr Austin nursing
homes, said the profit Isn't adequate.
"A reasonable profit to a businessman Isn't a
dirty vword."he sald. "In my judgment, the normal return to any business should be 10to 12per.cent. I've never approached that and I don't expect I ever will."
Mloden said he thought that kind of profit expectation was unrealistic in light of the fact that most
Industries aren't making that kind oareturn.
He said that when the nonprofit homes are excluded from the calculations, nearly 90 percent of
the state's nursing homes are making a profit.
Some may not be making much at a profit, hut
then, he said, It's not the stale's role to guarantee
that every nursing home owner makes a profit.
e"W'hcn you talk about new businesscs - yout
I don't normally expect to make a profit ImmcdlI atcly. I think this industry ts extremely healthy
| and this Is with an S2percent occupancy level. I1
they can do that with that kind of occupancy Icvel,
e'repaying too much."
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