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Preface

American health care is in crisis; the system is broken and must be fixed —
words that are spoken so often that they have become part of the American
lexicon. Every day Americans hear about the high costs of prescription drugs;
that millions of Americans are uninsured; that without health insurance
coverage a stay in hospital can bankrupt the patient in a matter of days; that
health care costs are out of control; that the poor and disadvantaged have
trouble finding access into the health care system to receive care — the list of
problems appears endless.

Another word that has become part of the American language when speak-
ing about the American health care system is ‘reform.” We will cover the
uninsured through state or national health insurance programs; we will in-
clude more preventive care in insurance benefits to keep Americans healthy in
order to ward off more serious and costly illnesses at a later date; we will make
drugs affordable for the elderly by including such a benefit under Medicare; we
must control the cost of technology and not use it unnecessarily — the list of
reforms goes on.

It sounds so simple to describe the US health care problems and solutions.
Yet the complexity and causes of the US crisis today, especially in terms of
costs, may not be completely understood by the many who work outside the
health care system or even by those within it who are making these pro-
nouncements. That is the purpose of this book. This book is an introductory
discourse of health care in the USA today, especially its economics. This book
is not a discussion of health care economics in the theoretical sense but a
practical analysis of how our economic problems developed historically, the
magnitude of the economic problems, why they developed, and how health
care economics impacts the various segments which constitute the health care
field, like physicians, pharmacists, nursing homes, hospitals, prescription
drugs, health maintenance organizations, public programs like Medicare,
and other elements within the health care field, as well as the whole of
American society itself.

To understand health care economics it is necessary to understand each of
the fields themselves and the complexity of the financial mechanisms which



xiv | Preface to the Ninth Edition

are unique to each field. The financial mechanisms that affect physicians are
not necessarily the same mechanisms which affect hospitals or prescription
drugs. So this book serves a dual purpose. It presents an introductory discus-
sion of health care itself and of each relevant field, and then the economics of
that field in particular detail with all the socioeconomic and political ramifi-
cations both within and outside the health care system.

Health care financing and economics is not a monolith of a single financial
mechanism where a person buys private health insurance, or joins a health
maintenance organization, or signs up for Medicare or Medicaid; visits a
health care provider like a physician for a particular problem; the third-party
payer like the insurance company pays the provider’s bill, wholly or in part;
and the health care transaction between patient, provider of care, and third-
party payer is finished. That is all that most people know when viewing their
experiences within the health care system.

While these actions are true on the surface, they do not represent the
complexity and reality of the health care system as it actually functions.
That is why this book was written. It is the purpose of the book to explain
to the reader and give the reader an understanding in practical terms of the
economic complexity of each of the fields that constitute the US health care
system along with the major problems or issues with which each of these fields
must contend. While each field is part of the overall health care system, in
reality each of these fields occupies its own particular universe in and of itself,
apart from the rest of the health care system with its own particular econom-
ics. There is an old saying that ‘if you are not part of the solution, then you are
part of the problem.’ To be part of the solution in resolving the US health care
crisis requires some fundamental knowledge of this field. Any proposed solu-
tions will necessitate the input of many people both within and outside the
health care field. But no one can help resolve the US health care problem if
they do not basically understand the nature of the field itself. This book will
present readers with such a basic knowledge and understanding so that they
can contribute their own inputs, so that every American today and those who
are yet to be born can and will be able to live in as healthful a state as possible
and receive health services, when needed, at prices that are reasonable for all
Americans to afford.

Jordan Braverman
October, 2009
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Introduction

As the USA enters the 21st century, it confronts socioeconomic and political
challenges which it has never yet had to face since declaring independence as
a nation on July 4, 1776. Energy-challenged, it must now compete for the
same natural energy resources with countries such as India and China,
whose own growing economic powers are only at their initial stages.
American businesses are no longer insular to the USA but have become
global entities. Jobs are being transferred out of the USA to countries where
the wages are lower so that corporate profits can be higher. The USA finds
itself for the first time an aging society. As the baby boomers of the 1940s
and beyond reach retirement age, more and more must be supported by a
smaller American workforce under 65, whose taxable incomes must support
an increasing number of beneficiaries in public programs such as social
security and Medicare, and whose life expectancies are expanding, with
more chronic illnesses and the increasing costs attendant in treating those
illnesses. While the USA spends $2 trillion a year on health care services,
with no end in sight to its spending appetite, countries like Japan spend much
less and their populations live much longer and enjoy better health. At a time
when modern media like the internet, television, radio, newspapers, maga-
zines, and other sources have provided Americans with access to more
information about health care than ever before, Americans still find them-
selves uninformed about nutrition, the value of exercise, and health pro-
grams that have been in existence for decades that can help them maintain
their personal health in as healthful a state as possible.

How does a nation reach a point where more and more of its monies
constitute a greater percentage of its gross domestic product with no end in
sight, crowding out expenditures that are also required for other societal
needs? How does a nation that is constantly told about the value of exercise
and good nutrition face an epidemic of obesity not only among its adult
population but among its children as well? How does a nation find itself in
a situation where millions of people cannot afford to buy health insurance to
pay for the health services they need to maintain their own healthful status?
How is a nation in the forefront of technological progress unable to devise
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systems to prevent unscrupulous people from defrauding the American
public of billions of dollars from their public medical programs? These are
some of the issues that confront the USA in both the health and nonhealth
fields in the 21st century.

This book is about the economics of the health care field, not from a
theoretical perspective, but in the sense of economic problems that readers
confront on a practical everyday basis. Health care is one of the top problems
with which American society is concerned in the 21st century. A problem
cannot be solved unless it is understood. The purpose of the book is to
acquaint the reader with many of the economic issues within health care
today. Issues discussed embrace costs and affordability, how they developed
historically, the magnitude of the economic crisis, factors contributing to the
cost crisis such as medical technology, drugs, hospital care, and inefficient
planning, and the mechanisms that are available today in the USA to help
consumers combat, afford, and pay for the high costs of health care, in
addition to their successes, failures, and the reasons why. Each of the separate
health care payment systems has its own unique financial mechanisms and
these concepts will be explained.

Although health care is discussed as a monolithic entity — the health care
industry — readers must understand that it is not just a single monolithic
industry. It is many industries placed under the caption of the health care in-
dustry, and the financial worth of each of these industries is measured in many
billions of dollars. There is the drug industry, hospital industry, nursing home
industry, home health care industry, private health insurance industry, man-
aged care industry, and many professional groups like physicians, dentists,
pharmacists, podiatrists, physical therapists, and many others. Each has its
own payment mechanisms, problems, and particular issues, which makes it
difficult to grapple with these cost issues on a universal basis. Many books
propose solutions and explain health care problems in terms of strictly eco-
nomic theories and discussion, such as inelastic and elastic demand, micro-
economics, and macroeconomics. While economic terminology will be used
in this book, wherever relevant, this is not a book on theoretical economics,
nor an advice book on how to find, judge, and pay for health care services as
economically as possible, nor a book based solely on academic studies trying
to explain our current health care economic problems. Rather it is a plain
explanation of the economics of the health care industry so that readers will
understand why we have a cost crisis; how it came about; some of the con-
tributing reasons; the success or failure of today’s cost control mechanisms;
and what the future might hold. Hopefully, readers will have a more complete
understanding of the health care field and be able to make a contribution
to the national debate as the USA tries to bring about equitable solutions to
its various health system problems, not only for individual consumers who use
its services, but also for those who provide the services.



History of health care
financing in the USA

Introduction

During the US presidential election of 2008, US Senator Hillary Rodham
Clinton proposed the enactment of a universal mandated health insurance
plan as part of her campaign platform when contesting for the presidential
nomination of the Democratic Party. Her advocacy of such a position is not
new in American history. In fact, the very principle of compulsory participa-
tion can be traced as far back as 1798, when the US government established a
marine service hospital (forerunner of the US Public Health Service), and
required owners of merchant ships to contribute 20 cents a month into a
sickness fund for each seaman in their employ. In fact, the basic principle of
individuals pooling their resources in order to spread their economic risks can
be traced as far back as the so-called funeral societies of ancient Greece.
Originally established to pay members’ funeral costs, the societies ultimately
came to have a variety of social and relief functions. Similarly, medieval craft
guilds, forerunners of modern labor unions, often established welfare funds to
assist sick and/or needy members. As the industrial revolution gathered
momentum in the 19th century, a number of labor unions and individual
employees required that workers join relief funds, many of which eventually
came under government regulation.

In addition to the previous principle of pooling resources to spread eco-
nomic risks, the idea that government should share some of the responsibility
for health care can be traced as far back as Greece and its city states where
citizens enjoyed the services of tax-supported public physicians. Centuries
later, the first broad-gauged compulsory health insurance law was enacted
by the state of Prussia in 1854, 29 years before Germany was united under
Chancellor Otto von Bismarck. The Chancellor was thus able to draw upon
this precedent in 1883 when he persuaded the German Reichstag to extend
compulsory health insurance to workers throughout the German nation.
When Bismarck’s program proved highly successful, it soon spread to other
European countries, notably the UK, and eventually expanded into the
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comprehensive system of worker protection that is known today as ‘social
insurance.”’ In 1911 David Lloyd George, UK Chancellor of the Exchequer,
convinced parliament to pass the National Health Insurance Act, which
provided a cash payment in the event of maternity or disability and medical
services if a worker became ill. Other countries, including Austria, Hungary,
Norway, Russia, and the Netherlands, also took the same steps through 1912.
In addition, other European countries, including Sweden in 1891, Denmark in
1892, France in 1910, and Switzerland in 1912, subsidized mutual benefit
societies that workers had established among themselves. Meanwhile, during
this same period of time the USA did not take any action to subsidize volun-
tary funds or make sickness insurance mandatory, because the federal gov-
ernment thought this responsibility belonged to the states. The states, in turn,
thought this function was the responsibility of private and voluntary pro-
grams. Thus, the national debate in the USA as to how best to protect
American citizens against the costs of ill health has never concluded —a debate
that has now extended into the 21st century.

Today, all kinds of proposals are being offered to help Americans pay for
their health care services. Nationally, it is proposals for a national health
insurance program. Some want it to be mandated, others do not. In the
private sector, there are all kinds of plans like health savings accounts,
managed care, private health insurance policies, and other private programs
for those who are working. For senior citizens, whether they are still work-
ing or not, there is not only Medicare and Medicare supplementary health
insurance (known as Medigap), but also managed care plans under Medi-
care as well as Medicare’s new prescription drug program that began in
2006 for those who find drug costs a financial burden. So, how did America
reach this point in its history where so many different proposals, both public
and private, are being implemented or proposed to resolve its health care
cost crisis? It is the intent of this chapter to present a brief historical over-
view of how America reached the situation today where the receipt and
purchase of health care services have become more of a burden rather than a
relief for America’s citizenry, regardless of their socioeconomic and demo-
graphic status.

The 19th century

Private health insurance originated in the USA in the middle of the 19th
century when a few insurance companies responded to the public’s demand
for coverage against rail and steamboat accidents. Then, during the latter
half of the 20th century, the concept of the mutual aid society which had
originated in Europe, notably in Germany, was adopted in the USA. As
already noted, small contributions were collected from each member in
return for the promise to pay a cash benefit in the event of disability through
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accident or sickness. Early providers of health insurance, therefore, included
fraternal benefit societies. Also, a number of mutual benefit associations,
called ‘establishment funds,” began to be formed in 1875 within the USA.
Comprising the workers of a single organization, these funds, sometimes
partially financed by employers, provided small payments for death and
disability. Toward the end of the 19th century, with the entry of accident
insurance companies into the field, health insurance began to demonstrate
substantial growth. At about the same time, life insurance companies made
accident and health insurance available. Thus, between two eras — the mid
19th and the mid 20th century — the private health insurance industry dra-
matically evolved.

The Progressive Era

As the 19th century melded into the 20th century, the Progressive Era
emerged in the USA. Reformers sought to improve the social conditions of
the working class. In the early 1900s, patients either lived or died. Care was
largely confined to preventing disease, by keeping clean, recommending
good diets, providing good nursing, performing basic surgery, and praying
for rapid recovery. Unlike in Europe, there was no strong support emanat-
ing from the working class for social insurance, which is an insurance
program carried out or mandated by a government. Social insurance pro-
tects against various economic risks such as loss of income due to sickness,
old age, or unemployment, and is considered one kind of social security,
though both terms are used interchangeably. In addition, labor and socialist
parties were not united in their support for health insurance or sickness
funds and benefits, as they had been in Europe. Even though President
Theodore Roosevelt supported health insurance and the Progressive Party,
for which he was the presidential nominee and candidate, in 1912 included
in its party platform a national health insurance proposal for the USA,
the federal government did not act. However, there was support for such
a program outside government. One such progressive group was the
American Association of Labor Legislation (AALL). It was co-founded in
1905 by John R. Commons, an economist at the University of Wisconsin, to
lobby for health reform, and disbanded in 1943. The AALL sought to
reform capitalism rather than abolish it, and campaigned for health insur-
ance in 1906. In 1915 it drafted a model bill that limited coverage to the
working class and all others who earned less than $1200 a year, including
dependants. The bill included the services of physicians, nurses, and hospi-
tals as well as sick pay, maternity benefits, and a death benefit of $50 to pay
for funeral expenses. The model was a blend of health insurance and dis-
ability. It would have covered both health care costs and sick pay for 26
weeks. Costs were to be shared between workers, employers, and the state.
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Even the American Medical Association (AMA) at that time was in favor of
a compulsory health insurance plan and by 1916 was working with the
AALL on such a proposal. In 1917 the AMA’s House of Delegates favored
compulsory health insurance, which the AALL had proposed. However,
many state medical societies were not in favor of such a program and
because the manner in which physicians were to be paid could not be agreed
upon, the AMA leadership soon disavowed that it had ever favored such a
proposal.

In the meantime, the president of the American Federation of Labor (AFL)
denounced compulsory health insurance as an unnecessary paternalistic
reform. (This is in contrast to its advocacy as the American Federation of
Labor-Congress of Industrial Organizations (AFL-CIO) (now renamed) in
1955.) The reasons for the denunciation were that now the state would have
created a system to supervise people’s health and, by taking over the union’s
role in providing social benefits, the government would weaken the union’s
strength. Remember, at this time labor unions did not have the legal right to
engage in collective bargaining. Another group opposed to compulsory health
insurance at the time was the commercial insurance industry. The reformers’
health insurance plan contained benefits that paid for funeral expenses, which
was in direct conflict with the insurance industry that also sold policies to
working-class families which paid for death benefits and covered funeral
expenses. Thus, life insurance companies saw a compulsory health insurance
plan as a threat to their income. Then, in 1917, the USA entered World War I
and bad feelings against the Germans increased. The government even
commissioned articles that denounced ‘German socialist insurance’ and the
opponents of health insurance called it a ‘Prussian menace’ that was not in line
with American values. Also, in 1917 the War Risk Insurance Act was passed
and extended medical and hospital care to veterans, amending the War Risk
Insurance Act of 1914 that insured American shipping and cargo.

The 1920s

During the early 1920s the USA went through a period called the Red Scare,
when the nation sought to eliminate the remnants of radicalism from its midst.
Opponents of compulsory health insurance associated this idea with the
bolshevism of the Soviet Union and buried the concept under a torrent of
anticommunist rhetoric. This ended the debate over enacting a compulsory
health insurance plan in the USA until the 1930s.

Meanwhile, the costs of health care, especially those of hospitals, began to
rise slowly. From 1918 to 1929 hospital costs increased from 7.6% of total
family medical bills to 13%.> According to the Historical Statistics of the
United States,® average annual earnings in all industries and occupations in
1926, when farm labor was excluded, were $1473.* Surveys of medical
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expenditures from 1928 show that US urban families, with above-average
annual incomes of $2000-3000, and that had no expenses for hospitalization,
spent an average of $67 a year (2-3% of their income) on medical care. With
hospitalization, the average was $261 or 8-13% of annual income.* In spite
of price increases, most people still paid for medical care out of their own
pockets. Estimated health expenditures in 1929 were $3649 million. Of that
amount consumers paid $2937 million, public sources paid $495 million, and
philanthropy paid $217 million.* However, the year 1929 was also the begin-
ning of another great event in American history: the Great Depression, that
extended itself throughout the 1930s. As the Depression became worse and
unemployment rose, the public became increasingly aware that new methods
were required to help pay the costs of medical care. These conditions led a
number of teachers and the Baylor Hospital in Dallas, Texas, to develop an
arrangement whereby the teachers would receive 21 days of hospitalization
care on a prepayment basis for $6.00 per year.* This development had a
significant effect on the insurance industry, foreshadowing the arrival of
reimbursement policies for hospitals and surgical care. At the same time,
another form of prepayment services was beginning in Los Angeles,
California, where a group of health care providers assumed the responsibility
for organizing and integrating medical services on a prepaid basis, that is,
combining group practice with prepayment. This physician-sponsored orga-
nization, known as the Ross—Loos Medical Group, named after its founders
Donald Ross and H. Clifford Loos, contracted with the Los Angeles
Department of Water and Power to provide prepaid comprehensive health
care to its employees and their dependants. This group was the predecessor of
programs such as the Kaiser Foundation Health Plan of California and served
as the prototype of today’s emerging medical care foundations and health
maintenance organizations (HMOs).

The 1930s

Beginning in 1927 and ending in 1932, a committee appointed by President
Calvin Coolidge and composed of 50 economists, physicians, public health
specialists, and major interest groups, met as a group called the Committee on
the Costs of Medical Care (CCMC). Privately funded by philanthropic orga-
nizations such as the Rockefeller, Milbank, and Rosenwald Foundations and
established because of concerns over the costs of and distribution of medical
care, they published their findings over a period of 5 years in 26 research
volumes and 15 smaller reports. The CCMC documented the severe and
widespread problems Americans faced in obtaining and paying for medical
care and recommended that more national resources ought to be directed to
medical care. The CCMC saw voluntary, not compulsory, health insurance as
a means to cover these costs and the care, which is provided through groups,
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would be paid for by taxation or insurance. The AMA considered the report as
a radical document promoting socialized medicine.

Meanwhile, hospitals that were hit hard by the Great Depression wanted
to make sure they were paid and rushed to embrace plans for prepaid health
care. Bank failures began to mount and Americans were not going on spend-
ing sprees. By 1931, private hospitals had their occupancies reduced to 62 %,
while public hospitals that accepted charity care filled 89% of their beds.’
Whether their income was declining or not, and whether patients were using
the facilities or not, hospitals still had to support their physical plant and pay
their staff. Hospitals knew that prepaid health plans could help them greatly
by providing them with a steady source of income. Therefore, the American
Hospital Association began to market prepaid hospitalization plans as some-
thing that could be financially beneficial to hospitals and patients alike and
relieve patients, especially those on low income, of a financial burden when
they became sick. Since hospitals operated their own prepaid plans, they
began to compete with each other. To diminish this competition, community
hospitals began to organize with each other to offer network hospital cover-
age. These plans eventually came together under the auspices of the American
Hospital Association, which, in 1939, adopted the Blue Cross name and logo
as the national symbol of plans that met the American Hospital Association’s
requirements. Member hospitals began offering discounts to Blue Cross plans
in the 1930s. State legislatures were more than agreeable to permit the
American Hospital Association to establish the terms under which hospital
health insurance would operate. States did not consider Blue Cross plans as
insurance because hospitals owned the plans. Thus, states exempted the Blue
Cross plans from normal insurance company requirements. The Blue Cross
plans were permitted to operate as nonprofit corporations and did not have to
pay the taxes of 2-3% of premiums that most states levied upon and received
from private insurance companies. States also exempted the Blue Cross plans
from reserve requirements that were designed to make sure that regular
insurance companies were solvent. Since Blue Cross brought hospitals
together into a network that impeded competition from stand-alone institu-
tions, its structure made it very difficult for any kind of insurer to offer
benefits that were very different from the Blue Cross standard. When the
Blues began, in their early years, they used a method of establishing health
insurance premiums called community rating in which everyone, regardless of
age, sex, or preexisting condition, paid the same premiums. And when private
insurance companies entered the market they used a methodology to establish
premiums called experience rating which calculated relative risk and avoided
the riskiest potential customers altogether. Experience rating is computed on
the basis of past losses and expenses which are incurred by the insurance
company in the settlement of claims and other expenses involving a particular
group of risks. To survive as business entities, the Blues eventually adopted
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this method of establishing premiums, and for the most part, have lost their
tax advantages and are basically like other health insurers.

Meanwhile, as hospitals began operating their own prepaid health plans,
the idea of enacting a US national health insurance plan had not yet died. The
first attempt was made in 1935 when the social security legislation came up
for a vote in the US Congress. With millions of people out of work, unem-
ployment insurance became an administration priority, followed by old age
benefits. President Roosevelt’s Committee on Economic Security, which the
president established in 1934, was afraid that if national health insurance,
which the AMA opposed, was included in the social security bill, it would
threaten the passage of the entire social security legislation. Therefore,
national health insurance was omitted from the social security bill, which
did become law. The Social Security Act of 1935 (PL 74-241) established a
categorical assistance system in which the federal government shared with the
states the cost for providing maintenance to the aged who were needy, the
blind, families with dependent children, and, subsequently, the permanently
and totally disabled. The Social Security Act did not make any special provi-
sions for medical assistance, but it included the cost of medical care in the
individual’s monthly assistance payment, for which federal participation was
available. Without any restrictions on how to spend their payments, many
welfare recipients neglected their personal medical care — often because states
set the overall payments so low that it was not enough to pay even for basic
food and shelter. However, the Roosevelt administration made one more
attempt in the 1930s to enact national health insurance through the
Wagner National Health Insurance Act of 1939. While not totally supported
by President Roosevelt, the proposal emanated from the president’s Tactical
Committee on Medical Care, established in 1937. The national health plan
was to be supported by federal grants to states and administered by states and
localities. The essential elements of the technical committee’s reports were
included in the Wagner bill. However, the bill was never enacted into law
because of the declining fortunes of the New Deal as the 1930s neared its end
and World War II began.

While the debates over national health insurance continued at the national
level, and as hospitals during the Depression established their own prepaid
plans to buttress their own financial viability, physicians began to be con-
cerned that hospitals would expand the prepaid concept to embrace physician
services as well. In 1934 the AMA adopted 10 principles that were directed at
answering proponents of national health insurance and hindering hospitals
from underwriting physician services. Legislation exempting prepaid physi-
cian service plans from insurance regulations and establishing their nonprofit
status was passed, along with requirements that made sure that there was
physician representation on plans that provided prepaid physician services. In
1939, the first prepaid physician services began operations in California. The
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AMA encouraged state and local medical societies around the country to
establish similar plans, and in 1946 they affiliated and became known as
Blue Shield. By the end of the 20th century, the individual entities, the Blue
Cross Association and the Blue Shield Association, had merged under the
single banner of the Blue Cross and Blue Shield Association, representing the
political and economic interests of its members on a national level.

The 1940s

In 1939, private health insurance covered only 6% of the American popula-
tion for hospitalization. By 1941, the number had risen to 12.4%. Fifty-one
percent of those covered had a Blue Cross—Blue Shield policy, 33% had group
or individual polices from insurance companies, and almost 14% received
insurance coverage from community groups, individual practice plans,
unions, private group clinics, or similar arrangements.* Then, on December
7, 1941, the Japanese attacked Pearl Harbor, Hawaii, and the USA entered
World War II. During this time a major change took place in the health
insurance field. The 1942 Stabilization Act imposed price controls on employ-
ers by limiting employee wage increases. However, since price controls also
have problems, at the request of employers the Act included a loophole
permitting employers to compete for scarce workers by offering health insur-
ance to employees as a pre-tax fringe benefit. Fringe benefits then became a
significant part of collective bargaining, eventually including group health
insurance.

In the postwar years, three powerful forces came together to provide
modern health insurance with its strongest impetus to growth. First, in
1948 a decision by the US Supreme Court held that fringe benefits, including
health insurance, were a legitimate part of the collective bargaining process;
the second was the sharply increasing costs of medical care; and third was the
capability of the private health insurance industry to introduce new kinds of
coverage and broaden existing benefits. An important spur in the growth of
group health insurance, for example, was the favorable treatment that group
coverage received.

However, despite the development of Blue Cross and Blue Shield plans
at this time and the expansion of commercial health insurance, interest in
passing a national health insurance plan for the entire country had not waned.
The Wagner bill of 1939 (Senator Robert Wagner, Democrat — New York
(D-NY)) had changed from a proposal for federal grants-in-aid to a proposal
for national health insurance. First introduced in 1943, it became known as
the Wagner—Murray-Dingell bills for its sponsors in both the US Senate and
US House of Representatives and, subsequently, reintroduced into Congress
in 1945, 1947, and 1949, all to no avail in terms of its passage. The bill called
for compulsory national health insurance and a payroll tax. Opposition to
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the bill was immense. Although there was a great deal of debate, with very
great opposition to the bill, the US Congress never passed it, despite its
constant reintroductions. Had the bill passed, the law would have established
a national health insurance program, funded by payroll taxes.

After Harry S. Truman had succeeded Franklin D. Roosevelt as US
president upon the latter’s death on April 12, 1945, the president thoroughly
supported the enactment of a national health insurance program. However,
after the end of World War II the US Cold War with the former Soviet Union
ensued and the opponents of national health insurance began equating
it with ‘socialized medicine’ which, in turn, became a symbolic issue in
the enlarging crusade against communism in the USA. Unlike President
Roosevelt’s national health insurance plan of 1938, which was a separate
proposal for the medical care of the needy, President Truman’s plan was a
single universal comprehensive health insurance plan for all Americans,
regardless of class, rather than just for the working class. And the president
even eliminated the funeral benefit that contributed to the defeat of national
health insurance during the Progressive Era. But opposition to the plan was
intense and included opponents such as the American Hospital Association,
American Bar Association, and the AMA. When the Republican party took
control of the Congress in the 1946 elections, it had no interest in the
concept and viewed national health insurance as one part of a large socialist
scheme. When President Truman was reelected in 1948, again national
health insurance was linked with socialism and, as anticommunist feelings
rose in the USA, the Korean war began in 1950. Truman’s proposal died in
Congressional Committee — even compromises could not save it — and
proponents of national health insurance began to direct their attention to
a more modest goal: hospital insurance for the elderly and the beginnings of
Medicare. Rather than have a single system of national health insurance for
the entire population, the USA would have a system of private health
insurance for those who could afford to purchase it and public welfare
services for the poor.®

The 1950s

As already noted, the Social Security Act of 1935 allowed the cost of medi-
cal care to be included in the monthly assistance payments, but the rate for
such payments was so low recipients could barely afford food and shelter
and, therefore, neglected their personal medical care. Beginning in 1950,
Congress passed a series of amendments to the Social Security Act that
expanded the public definition of public assistance to include money for
‘vendor payments’ —that is, direct payments by the state to physicians, nurses,
and health care institutions, rather than to welfare recipients. This change
created an administrative framework for a welfare medical program. By
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1958 the federal government was sharing not only in cash payments but also
in a separate category of medical payments to those who met the state’s
definition of being ‘needy.” As of 1960, most of the states made vendor
payments in federally aided categorical assistance programs and many states,
in calculating their cash payments to welfare recipients, also allowed for the
purchase of some items of medical care.”

Meanwhile, by 1952 the Truman administration had turned away from
trying to enact a national health insurance program and in 1952 began advo-
cating for a medical care for the aged program — what would become
Medicare in the 1960s. The AMA opposed it. In 1957 the debate over Medi-
care reached new heights of discussion when Congressman Aime Forand
(D-RI) introduced a bill in the House Ways and Committee to cover hospital
costs for the aged on social security and, again, the AMA and other opponents
were able to prevent it from being reported out of the Committee for a
Congressional vote. The AMA portrayed a government insurance plan as a
threat to the patient—doctor relationship but the tenor of the debate had shifted.
Rather than seeking to cover the entire American population with a national
health insurance plan, its proponents were now seeking to cover only the
elderly. At this time organized labor united for the first time behind the idea
for Medicare. For nearly a decade with the AMA and its allies on one side and
some politicians and elements of the public on the other side, the debate over
Medicare resulted in a Congressional standoff with no Congressional action.
Finally, a compromise proposed by Senator Robert Kerr (D-OK) and Rep-
resentative Wilbur Mills (D-AR) sought to substitute, in place of a federal
Medicare program covering aged social security beneficiaries, a state-based
welfare program covering only the medically indigent, persons who did not
qualify for welfare but were still too poor to purchase medical care (the
‘medically needy’), and the aged state welfare rolls. This program was enacted
into law in September 1960. Kerr—Mills differed from Medicare in three ways:
(1) it was a welfare benefit in its scope for those able to demonstrate a lack of
financial means; (2) it was state-based rather than federal; and (3) the program
was entirely an option of the state. If a state chose not to contract a health care
program (Kerr-Mills), it did not have to do so. Initially even this program was
opposed by the AMA, but finally, giving in to political reality, the AMA
dropped its opposition to Kerr—-Mills. By November 1964, 39 states and the
District of Columbia had established programs providing medical assistance
for the aged. All covered hospital services, 30 covered nursing home care, 34
covered physician visits, and 25 covered prescription drugs.

While these activities were being pursued on a national level in the public
sector, in the private sector health insurance continued to be innovative in
terms of new products and expand in terms of beneficiaries who were covered.
In the early 1950s insuring organizations introduced the most comprehensive
insurance coverage yet developed — major medical expense coverage. This
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policy had been defined as insurance especially created to offset heavy medi-
cal expenses resulting from catastrophic or prolonged illness or injury. From
its beginning, major medical has grown rapidly as families responded to the
need to protect themselves against quickly rising hospital, medical, and sur-
gical costs. Benefit levels under comprehensive major medical expense poli-
cies increased from a range of $50 000 to that of several million dollars. The
rapidly developing economy in the years following World War II also led to
the emergence of protection in the form of long-term disability benefits,
stressing once again the idea of income replacement during times of disability
and other financial emergencies.*® In addition, the insurance industry began
selling other forms of insurance. Vision insurance was introduced in 1957 and
in 1959 extended-care facility benefits as well as insurance for dental care
became available to the public.

The 1960s

As the 1960s began, Kerr—Mills was the law of the land, but the debate was
still not over in terms of federal financing of medical costs. Those who were
still proposing a Medicare program for the elderly had not given up on trying
to enact such a program. After the Forand bill was defeated and John F.
Kennedy was elected president in November 1960, Medicare’s proponents
introduced a new version of the legislation, called the King—Anderson bill,
named after its sponsors Congressman Cecil King (D-CA) and Senator
Clifford Anderson (D-NM). The King-Anderson bill was the predecessor of
the Medicare program and would have paid for the hospitalization of the
elderly through the social security system, and covered 14 million recipients of
social security over the age of 65. The King—Anderson program was only half
of the Medicare program which itself came into existence in 19635, but it did
have President Kennedy’s support. It proposed to cover the costs of hospital
and nursing home care, as already noted, but not surgical costs and not
outpatient physician services. It was scaled back from the Forand bill, which,
in addition, offered coverage for surgical expenses. Between 1960 and 1965,
the King—Anderson bill never received Congressional approval. After the
assassination of President Kennedy on November 22, 1963, his successor,
President Lyndon B. Johnson, took up the cause to enact a Medicare program
and failed in his attempt to pass his hospitalization bill in 1964.

After the 1964 presidential election, when the Democrats took control of
the US Congress, the climate that eventually allowed for the passage of
Medicare and Medicaid had changed. However, before that had happened,
the AMA developed an alternative to the Medicare proposals which they
called Eldercare, an expansion of the Kerr—Mills program. It promised much
more generous benefits than Medicare but again was limited to the welfare
population rather than to all aged social security beneficiaries. The program,
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a voluntary insurance plan with broader benefits and physician services, was
to be operated by insurance carriers and states, with premiums for the low-
income elderly subsidized out of federal-state revenues. In response, the
government expanded its proposed legislation to cover physician services
and what came of it were Medicare and Medicaid. Finally, with debates over
Medicare still proceeding in July 1965, Wilbur Mills, Chairman of the House
and Ways Committee, substituted his own bill and King—Anderson was even-
tually voted out of Committee, the Senate approved the bill, and Medicare
became law on July 30, 1965 (the Social Security Amendments of 1965, PL
89-97).

The Act was developed in closed sessions of the Ways and Means Com-
mittee without any public hearings that would have stimulated public debate.
During the closed sessions the necessary political compromises and private
concessions were made to the doctors (reimbursements for customary, rea-
sonable, and prevailing fees), to the hospitals (cost plus reimbursement), and
to the Republicans was granted a three-part plan. This plan included the
Democratic proposal for comprehensive health insurance (Part A), the revised
Republican program of government-subsidized voluntary physician services
(Part B), and Medicaid, a federal means-tested program for the poor in which
federal and state governments shared the costs, half and half, and offered a
minimum set of benefits to those who were eligible, with other benefits being
made optional, allowing states to devise their own programs. Because the
federal government paid half of all charges it encouraged states to replace the
state programs that previously helped the poor and the ill and essentially
removed all financial responsibilities from consumers. Medicare at the time
was expected to help relatively few people aged 65 years and older since men
born in 1950 had a life expectancy of 66 years and women, 71.7 years.”

The 1970s

As the 1960s turned into the 1970s, rising health expenditure continued to be
a problem and a new administration was now in Washington, that of
President Richard M Nixon. From 1950 through 1965, when Medicare
became law, national health expenditures (NHE) rose from $12.7 billion to
$41.8 billion or an increase of about $29 billion in 15 years. From 1965, after
Medicare was enacted into law to 1970, NHE increased from $41.8 billion to
$73.1 billion or about $32 billion in just 5 years.® In other words, the amount
of NHE expended in just 5 years (from 1965 to 1970) was equivalent to the
amount spent in the 15 years before the enactment of Medicare and Medicaid.
Consequently, when health care costs began to rise dramatically in the period
following the implementation of Medicare and Medicaid, a reexamination of
the health system seemed urgent. The Nixon administration undertook such a
study. In the course of analyzing the system, the administration considered



History of health care financing in the USA | 13

health maintenance as one means of containing the runaway costs of health
care. After a thorough study of the concept, the government decided to
promote health maintenance organizations (HMOs) as a major federal ini-
tiative.'® Former President Nixon announced this undertaking in his 1971
message to Congress. The administration noted in a White Paper on health
care that HMOs emphasize prevention and early care; provide incentives for
holding down costs and for increasing the productivity of resources; offer
opportunities for improving the quality and distribution of care; and by
mobilizing private capital and managerial talent, HMOs reduce the need
for federal funds and direct control."!

But despite this prognosis, there were still various reasons why prepaid
group practice required federal assistance at this point in history. First, the
movement was growing at a very slow rate. While older plans such as the
Kaiser Foundation Health Plan and the Health Insurance Plan of Greater
New York were well established, there was not enough pressure or incentives
for their expansion or for the development of new plans in other locations.
Second, health care providers were not really convinced that HMOs should
grow in great number. Hospitals had little to gain from a system which
stressed outpatient care; and many medical professionals viewed any form
of organization, even if privately controlled, as a step toward socialized
medicine. Furthermore, the AMA, in strong opposition, had raised serious
questions about the ability of HMOs to deliver high-quality care. Even with-
out opposition from the health care establishment, HMOs’ growth faced an
uphill battle. Financial requirements for organizing even a modest HMO
system and covering its operational deficits were prohibitive to all but the
wealthiest of potential sponsors. Consumers were expected to support the
HMO movement once they understood its long-range promise of financial
savings and better care, but consumer education is an expensive effort.
Finally, the laws in many states were unfavorable to the operation and for-
mation of HMOs. The existence of these impediments made it clear that the
federal government had to give some kind of assistance if a substantial num-
ber of HMOs were to develop.'* Consequently, a series of bills were intro-
duced by the Nixon administration, another by Senator Edward M. Kennedy
(D-MA) and still another by Congressman William R. Roy (D-KS). Public
hearings were held on the bills and discussions took place with representa-
tives of various elements of the health care industry. Legislative language was
revised, compromises achieved, and, finally, in the late fall of 1973, Congress
passed the Health Maintenance Organization Act of 1973 (PL 93-222) and
President Richard M. Nixon signed it into law in December of that year.

But the federal government was not the only resource developing HMOs in
this period. The private sector also began to examine these prototype orga-
nizations as another way of lowering the costs of delivering health care.
Physician and consumer groups, Blue Cross—Blue Shield, and commercial
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insurance carriers, to name but a few sponsors, began to establish HMOs.
From February 1971 to December 1975 the number of HMO-like delivery
systems had increased from 33 to 178 organizations, serving almost 6 million
persons compared to 3.6 million in 1971."% In fact, by the mid-1970s 30 Blue
Cross plans were involved in 98 HMO-like organizations. During 1975
enrollment in Blue Cross-affiliated HMOs increased by 14% to 1168 900
people compared with estimated 8% nationally for all HMOs. Blue Cross
estimated at the time in the 1970s that by 1980 it would have invested $57
million in an effort to offer subscribers HMO programs as an alternative to
traditional health coverage.'® Thus, in the 1970s when the Blue Cross efforts
were coupled with that of other insurance carriers and groups, the HMO
movement looked promising in terms of future growth. To spur their growth
even further, in 1976 Congress passed the Health Maintenance Organization
Amendments, which relaxed requirements for HMOs to qualify for federal
assistance. Like the Blues, initially, HMOs were mainly nonprofit entities, but
once business saw an opportunity to make a profit, these profit-making
HMOs’ share of the market increased to about two-thirds by 1997.
Oriented to the bottom line, for-profit HMOs became more aggressive about
denying treatments. While HMOs were able to contain cost increases for a
while during the 1990s, they could not contain them forever and eventually
costs began rising again slowly, contributing to the current US crisis and the
renewed call for a national health insurance plan in the Democratic presiden-
tial campaigns of 2008.

But HMOs were not the only federal efforts being undertaken in terms of
health care financing during this decade. In 1972 Congress passed the Social
Security Amendments (PL 92-603), which expanded Medicare by extending
health insurance benefits to the disabled and to end-stage renal disease
patients, These 1972 amendments also established professional standard
review organizations (PSROs) whose purpose was to monitor the quality of
health care by determining, for example, whether the hospitalization of
Medicare, Medicaid, and Maternal and Child Health program recipients is
necessary, of appropriate duration, and met professional recognized stan-
dards of quality, in part to control costs. In October 1977 the Medicare
and Medicaid Anti-Fraud and Abuse Amendments (PL 95-142) broadened
the mandate of the PSROs to undertake ambulatory care review within
2 years of becoming designated as a PSRO. These PRSOs eventually evolved
into the professional review organizations (PROs) of the 1980s, which, in
turn, evolved into the quality improvement organizations (QIOs) of the early
21st century.

Then, in 1974, private health insurance received another form of expan-
sion when Congress passed the Employee Retirement Income Security Act (PL
93-222), also known by its acronym ERISA. As a result of this law, which
encouraged the growth of self-insurance and because of rising health care
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costs, various companies rapidly began to develop self-insurance plans in
which the companies themselves pay their employees’ doctor and hospital
bills, providing the company with significant cost advantages. The original
purpose of the law was to protect workers’ fringe benefits. Although the law
was primarily directed at pensions, the courts over the years have interpreted
ERISA as overriding state regulation of employee health insurance plans in
instances where the employer insures itself. In the 1970s before ERISA
became law such corporate self-insurance was rare. Today, as a result of
ERISA more than one-half of all US workers are employed by companies that
self-insure, compared to only 5% in the 1970s, because self-insurance is less
expensive than purchasing health insurance from a third party. The reason for
this is that self-insurance allows companies to cover only those ailments which
they choose and to exclude a wide variety of coverage that the state laws
require of conventional insurance. In addition, to lower their medical bills
further some large corporations have begun to combine their self-insurance
system with the provision of general medical services by in-house medical
clinics, staffed by their own doctors, or provided by contract medical firms.
Besides saving on drugs and tests, companies can save money by avoiding
unnecessary hospitalizations through careful case monitoring and negotiating
lower fees with hospitals —a possibility when a firm can guarantee a hospital a
lot of patients.

And once again, despite all these other financial developments in the
health care field during the 1970s, the issue of enacting national health
insurance as in previous decades was never far from a president’s agenda,
whether it be a Republican like Richard M. Nixon or a Democrat like Jimmy
Carter. A few days after what would turn out to be his final State of the Union
address on February 6, 1974, President Nixon introduced his Comprehensive
Health Insurance Act and called for universal access to health insurance. He
told the American public that his program with vastly improved protection
against catastrophic illnesses would assure comprehensive health insurance
protection to millions of Americans who, at the time, could not receive or
afford it. President Nixon stated that his plan would build on existing
employer-sponsored insurance plans and would provide government subsi-
dies to the self-employed and small businesses to ensure universal access to
health insurance without creating a new federal bureaucracy. His plan also
did not require all Americans to purchase health insurance. President Nixon’s
interest in national health insurance in 1974 was not new. In fact, as a
conservative Congressman in 1947 from California, he first proposed the
enactment of national health insurance because, after losing two brothers
to tuberculosis and then seeing the disease cured, the necessity for such a
private-public partnership was very personal to him. Despite his problems
with the widening Watergate break-in and cover-up scandal that eventually
led to his resignation, his proposal was wending its way through Congress
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but then, according to a political almanac published by the Congressional
Quarterly," a national leader in political journalism since 1945, the AFL-
CIO and United Automobile Workers Union lobbied successfully against its
passage, hoping to get a better deal after the 1976 presidential elections. In his
1992 book, Seize the Moment,'® President Nixon wrote, ‘we need to work out
a system that includes a greater emphasis on preventive care, sufficient public
funding for health insurance for those who cannot afford it in the private
sector, competitions among health care providers and health insurance to
keep down the costs of both, and decoupling the costs of health care from
the cost of adding workers to the payroll.”"”

Four days after President Nixon resigned on August 8, 1974, his successor
President Gerald Ford addressed Congress and asked for a bipartisan effort
to pass national health insurance. But the economy was deteriorating and
President Ford wanted to contain government spending and national health
insurance did not move out of Congress. However, the Ford administration
did create one program that impacts on the purchasing of prescription med-
icines by public programs. In August 1976, a new program called maximum
allowable cost (MAC) went into effect. The program places a price ceiling on
prescription drugs whose patents have expired, which are produced by more
than one company, and which are covered by Medicare, Medicaid, and
Maternal and Child Health Programs. At that time, Part D of Medicare
(Medicare’s new prescription drug benefit program) was still almost 30 years
away from becoming federal law. In 1975, the AMA, the Pharmaceutical
Manufacturers Association, and five physicians filed a suit against the US
Department of Health, Education, and Welfare (HEW), which developed the
MAC program, in the Chicago District Court. The AMA argued that the
MAC program would interfere with the traditional prerogatives of the phy-
sician. The Pharmaceutical Manufacturers Association argued that the pro-
gram would intrude on the professional prerogatives of the doctor and the
pharmacist, would disrupt pharmaceutical distribution patterns, and possibly
result in inferior drugs for Medicare and Medicaid patients. In March 1977,
the Chicago Federal District Court dismissed the suit against HEW with a
74-page opinion which concluded that all of the objections to the MAC
program were without merit. In establishing the MAC program, HEW
announced that it would send lists of drug price comparisons to physicians
and pharmacists alike to encourage them to reduce patient costs. HEW con-
sidered the MAC program as essential and one of the building blocks to
control health care costs in the event any national health insurance program
would be enacted.

While the Watergate scandal ruined the presidency of President Nixon, it
did help propel a Democrat named Jimmy Carter into the presidency in the
1976 elections. With his election the debate about national health insurance
continued. The Carter administration in 1979 put forth a plan — Health
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Security — that combined requirements for employers to offer health insurance
to their employees with tax credits for small business, together with an expan-
sion of the Medicare and Medicaid programs. Health costs were to be con-
trolled by employing high patient out-of-pocket spending requirements.
Senator Edward M. Kennedy (D-MA) and Representative Henry Waxman
(D-CA) also promoted their own bill — Healthcare for All Americans Act —
that combined a national health budget with insurance plans offered to all
employers and individuals through a consortium of companies. With a non-
unified Democratic party and the continued opposition, as in the past, of
organized medicine, business, the insurance industry, and conservative
Republicans, the possibility of legislative action was nonexistent. In the after-
math of this failure, Medicaid was modestly expanded to include coverage for
pregnant women and children, and in 1983 new reimbursement methods
under Medicare for hospitals were introduced in an effort to contain their
costs. The political atmosphere at the time of the Nixon and Carter admin-
istrations helped contribute to the defeat of national health insurance propo-
sals. One was the threat that any reform would certainly increase pressure on
the federal budget. Another was that the public seemed to prefer a smaller
government. The third was the inability to agree on just one single proposal.

The 1980s

In the administrations of Ronald W. Reagan as well as of George H.W. Bush
(1981-1993), the focus of health policy was principally on cost containment
rather than expanding coverage through programs such as national health
insurance. However, the private health insurance industry was not quiescent
during the 1980s in seeking to control health care costs and introduced new
insurance products. Managed care was beginning to attract more and more
subscribers such as businesses, for example, which sought to contain their
own health costs, but also the insurance industry began to introduce new
forms of health delivery systems. One such popular system by the mid-1980s
was called preferred provider organizations (PPOs). PPOs are a combination
of traditional fee-for-service and HMOs. When patients use doctors and
hospitals that are part of a PPO — these providers are called ‘preferred’ and
at other times, ‘network’ providers — patients can have a larger part of their
medical bill covered. Patients can use other doctors who are out-of-network
providers, but at a higher personal cost. Basically, a PPO is a group of doctors
and/or hospitals that negotiate a contract with a company, union, or insur-
ance firm to provide medical services for reduced fees. In return, that provider
(doctor or hospital) is promised increased patient volume and prompt pay-
ments. Evolving from the concept of PPOs and HMOs, other kinds of health
delivery plan developed, such as point of service (POS) plans and exclusive
provider organizations (EPOs). The POS plan contains the features of both
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PPOs and HMOs, sometimes called HMO-PPO hybrids or open-ended
HMOs. The health plans allow the covered person a choice to receive care
from a participating or nonparticipating provider, with a different set of
benefits associated with the use of participating providers. It is an HMO
option that permits the beneficiary to use doctors and hospitals outside the
plan for additional cost. On the other hand, an EPO is an organization that
allows provider coverage for services only from network providers.'® In this
arrangement health care providers deal directly with buyers of health care
services rather than deal with middlemen like insurers or HMOs, according to
a negotiated discount or fee schedule.

Meanwhile, while private health insurers were introducing new products
into the marketplace, the US Congress was passing new laws that altered the
health care delivery system while trying to control its costs. In 1982, Congress
passed the Tax Equity and Fiscal Responsibility Act (TEFRA), which made
Medicare the secondary payer, brought federal employees under Medicare,
and made changes in hospital reimbursement under Medicare. In 1983, in
response to TEFRA, Congress enacted a payment system for hospital care for
Medicare enrollees. The payment system is called a prospective payment
system (PPS) and is a method for reimbursement in which Medicare payment
is made, based upon a predetermined fixed amount. In other words, the
Centers for Medicare and Medicaid Services (CMS), then called the Health
Care Financing Administration, switched from a retrospective fee-for-service
system to PPS, under which hospitals receive a fixed amount for treating
inpatients diagnosed with a given illness, regardless of the length of stay or
type of care received. The payment amount for particular services is derived
based upon a classification system of that service (for example, diagnosis-
related groups for inpatient hospital services). CMS today uses separate PPS
for reimbursement for inpatient hospitals, home health agencies, hospice,
hospital outpatients, inpatient psychiatric services facilities, inpatient reha-
bilitation facilities, long-term care hospitals, and skilled nursing facilities.

The Omnibus Deficit Reduction Act (PL 98-369) in 1984 extended Medi-
care as a secondary payer for elderly spouses of workers under 65. Then,
on July 1, 1986 Congress passed the Consolidated Omnibus Budget Recon-
ciliation Act (PL 99-272), also known by the acronym COBRA, which re-
quired that employer group health plans offer continued coverage to workers
and their dependants upon termination of employment and to workers’
spouses and dependants who would lose such coverage because of the death
of the worker, divorce, or Medicare eligibility. The Act made the coverage of
private employers’ health care plans primary to Medicare coverage that was
now secondary for active workers and their spouses who also have Medicare
coverage, required that third-party payers reimburse for certain care rendered
in government-operated veterans and military hospitals, and established a
task force to study long-term care insurance policies.



History of health care financing in the USA | 19

Also, in 1986 Congress passed the Tax Reform Act (PL 99-514), which, in
part, removed the federal tax exemption for Blue Cross—Blue Shield organi-
zations providing commercial-type insurance. Then, in 1988, Congress
passed the Medicare Catastrophic Coverage Act (PL 100-360), which repre-
sented the largest expansion of the Medicare program since its establishment
in 1965. Benefit changes included the elimination of all cost sharing for
inpatient hospital care after meeting the hospital deductible, a cap of $1370
on out-of-pocket expenses for physicians’ services, and minor changes in
skilled nursing home, home health, and respite care benefits. A phased-in
outpatient drug benefit was to be added to Medicare in 1991. But the financ-
ing of the program by the elderly caused so much controversy that Congress
eventually repealed the law in 1989. The Medicare beneficiaries were to pay
for the added benefits through premium increases and an income surtax.

Thus, throughout the 1980s active debate over national insurance cover-
age lay rather dormant with both the private insurance industry and the
Congress concentrating on new insurance products, new reimbursement sys-
tems, altering the relationship between private and public insurance coverage
when a beneficiary has both kinds of coverage, protecting workers for a
period of time from losing health insurance coverage when they leave one
job for another, as well as other proposals for containing health care costs.

The 1990s

Then, in 1990, as part of the Omnibus Budget Reconciliation Act, Congress
passed reforms (Medigap Insurance Reforms) to help states regulate Medicare
supplementary insurance. Two of the most significant provisions were desig-
nating only 10 Medicare supplementary packages as marketable and requir-
ing that all policies be guaranteed renewable.®

In February 1992, President George H.W. Bush announced a health insur-
ance proposal which included vouchers for the poor to purchase private
health insurance and tax credits or deductions for families with incomes up
to $80 000, as well as the creation of small business pools and health insurance
networks. In November 1992, William J. Clinton was elected president and
national health insurance continued to be at the fore of national debate. After
his election the president designated the First Lady, Hillary Rodham Clinton,
to lead administration efforts to design and pass a national health insurance
bill. On September 22, 1998, Clinton addressed a joint session of Congress to
describe the plan, historically titled ‘Health Security.” The Clinton plan took
elements of previous plans with complex and new ideas for cost containment
and a management of insurance companies. The principal concept of the
Clinton plan would have mandated employer-purchased coverage through
‘accountable’ provider plans contracting with state-regulated consumer
alliances. Employers were required to pay 80% of the premium (up to a
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maximum of 7.9% of payroll), with the family share of premiums not to
exceed 3.9% of income. Low-wage employees, self-employed, and the near
poor would be subsidized by public funds. The alliance would manage com-
petition to make sure there was access to health care services and risk pooling.
The plan was to be financed by substantial Medicare and Medicaid savings, an
increase in the tobacco tax, and cross-subsidies among employers within risk
pools. But the plan’s complexity, the administration’s poor management of the
political process, and strong opposition by insurance company health plans
and organized medicine combined to defeat the Clinton plan. The after-effects
of the health care reform debacle helped elect the conservative Republican
Congress in 1994 and, once again through 2008, national health insurance in
terms of any kind of enactment went into Congressional hibernation.

While the attempt to establish a national health insurance plan was one of
the highlights and failures of the Clinton administration to reform the health
care delivery system, much smaller legislative steps were enacted by Congress
in the following years. In 1996, Congress passed the Health Insurance
Portability and Accountability Act of 1996 (also known as the Kennedy
(D-MA) and Kassebaum (R-KA) bill) and whose acronym is HIPAA. The
Act’s principal focus is to make health insurance coverage portable and
continuous for workers. Employees who change or lose jobs and meet eligi-
bility conditions must either be accepted into a group plan or offered an
individual policy. Also, under HIPAA Congress established as a test medical
savings accounts (MSAs) as a way to pay medical bills: policyholders and
employers were not taxed on their contributions. From 1997 through the year
2000 insurance companies could sell up to 750 000 high-deductible policies
for large medical expenses. Deductibles were established between $1600 and
$2400 for individuals and between $3200 and $4800 for families. Money in
the account can be withdrawn tax-free to pay for medical care expenses,
including premiums. After age 65 the money can be withdrawn for any rea-
son, but under age 65 any withdrawals, unless for medical expenses, are
subject to income tax, plus a 15% penalty. MSAs have now been sup-
planted by health savings accounts (established by the enactment of the
Medicare Prescription Drug, Improvement, and Modernization Act of
2003), into which they can be rolled over. While existing MSAs can
continue, new ones cannot be created.

In that same year of 1996, Congress also passed the Mental Health Parity
Act, which requires a group health insurance plan, if they choose to offer
mental health benefits, to provide the same level of coverage for such ben-
efits as they provide for medical and surgical benefits, including the same
aggregate lifetime limits and the same annual limits, if any. The Act does not
apply to groups of fewer than 50 persons, substance abuse or chemical
dependency treatment, or to groups whose health plan costs would increase
at least 1% because of such an offering. This Act was amended on October 3,
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2008 when Congress passed the Paul Wellstone and Peter Domenici
(US Senators) Mental Health Parity and Addiction Equity Act of 2008 which
closed loopholes that existed in the 1996 Mental Health Parity law. The law
does not require that health insurers cover mental health. However, if insurers
do offer this benefit, they must provide coverage and treat psychological and
addictive disorders just like any other physical medical condition. Thus, they
cannot limit the number of outpatient visits or allowable days in hospital or
charge higher deductibles or copayments. Mental health care must be equal to
the benefits an insured individual receives for any other disease, also including
day limits, dollar amounts, coinsurance, and out-of-pocket maximums. As
in the case of the 1996 Mental Health Parity Law, the 2008 law applies to
health plans covering more than 50 employees, preserves state mental health
parity laws which typically do not govern large corporate health plans as
covered by federal law and consumer protection laws, and extends protection
of mental health services to 82 million Americans not protected by state laws.
The law ensures coverage for both in-network and out-of network services.
According to the National Institutes of Mental Health, more than 57 million
Americans suffer from a mental health disorder. The nonprofit Mental
Health Association estimates that 67% of adults and 80% of children requir-
ing mental health services do not receive assistance, in large part because of
discriminatory insurance practices.'*!

Then, in 1997, Congress enacted the Balanced Budget Act, which intro-
duced several legislative initiatives that affected the health insurance industry,
from both a public and private perspective. The Act:

e expanded private plan alternatives to the original fee-for-service
program (Part B) of the Medicare program through Medicare + Choice
(Part C: managed care, now renamed Medicare Advantage)

e created a new state health insurance program for children: the
Children’s Health Insurance Program

e clarified the tax provisions contained in the HIPAA 1996 for
long-term care insurance.

Thus, the US Congress continued to deal with the problems of health insur-
ance coverage in a partial rather than comprehensive fashion.

The 21st century

In 2000, Congress passed the Long-Term Care Security Act, which provided
for the establishment of a program under which long-term care insurance
would be available to federal employees, members of the uniformed armed
services, and civilian and military retirees. Thus, after being defeated in its
enormous effort to redesign the US health care delivery system, the Clinton
administration and Congress chose smaller steps to expand, protect, and offer
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new choices for health insurance coverage for the elderly, children, and the
working population. As already noted, trying to resolve the problems of
containing health care costs was still being dealt with in piecemeal fashion
after efforts to control health care costs and improve its quality through a
wholly revamped systematic approach were defeated.

When President George W. Bush came into office, the concept of enacting
a national health insurance plan was not on the agenda of the Republican
Congress. Rather, Congress’s emphasis on controlling health care costs was
through consumer-driven plans in which consumers became responsible for
their own health expenses as well as protecting the elderly from the rising costs
of prescription drugs.

As the 21st century began, other new programs began emerging in the
private sector. In these programs providers like physicians are being reim-
bursed on the basis of their performance because in providing services they
attain goals of quality of care. This is in contrast to the system that reimburses
doctors, hospitals, or other providers regardless of whether they provide good
services or whether patients are satisfied with their care. In requiring high
quality, the programs are trying to eliminate from the health system expensive
mistakes as well as inefficiencies relating to various kinds of medical treat-
ments and the management of patient care. As a result, doctors are reimbursed
at higher fees, those in the middle are reimbursed with standard payments,
and the worst providers receive a reduction in fees. As pay-for-performance
develops over time, the next logical step would be to supply consumers with a
shopping guide that gives them information about their provider’s cost and
quality of care. As new challenges arise, the health insurance field continues to
demonstrate its innovation and flexibility to meet them.

Another major development occurred in 2003 when Congress enacted
the Medicare Prescription Drug, Improvement, and Modernization Act of
2003 (PL 108-173). Aside from covering the elderly for the costs of prescrip-
tion drugs under Medicare, this law created a new kind of mechanism for
consumers to pay for their health care costs. It is called a health savings
account. Basically, the health savings account is a combination of a type of
individual retirement account (IRA) with insurance policy directed at only
medical expenses. The health savings account can be used to pay for routine
medical bills and the insurance policy for larger medical expenses. Par-
ticipants can choose among an array of investment options within the
IRA-like account — that is, the money can be invested in a mutual fund,
brokerage, bank account, or the like. Each year consumers or their employ-
ers can fund the health savings account with an amount equal to the de-
ductible, subject to a limit, and the amount issued to pay for health expenses
or to be invested. The money going in would be pretax dollars and with-
drawals for medical expenses would be tax-free. If consumers use the money
for nonmedical expenses before age 65, they pay a penalty in addition to
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income tax. After age 65, consumers do not incur a penalty if they use the
money for nonmedical expenses, but would still have to pay income tax on
the money. As long as the high deductible health plan meets the requirements
of this federal program, it can be an HMO, PPO, or an indemnity plan. This
arrangement, sometimes called a ‘consumer-driven plan,’ is intended to
encourage workers to look for inexpensive treatment and to avoid unneces-
sary spending.

As noted, the creation of health savings accounts was just one program
in a law that essentially broadened the scope of Medicare itself by creating
a new prescription drug benefit known as Part D — the fourth element of
Medicare after the hospitalization insurance (Part A), voluntary medical
services insurance (Part B), and managed care plans or Medicare Ad-
vantage (Part C). This is a voluntary insurance program that everyone can
join if they are enrolled in the original Medicare program (with either Part A
or Part B coverage, no matter what their income may be), or in a Medicare
Cost plan, or in a Medicare Fee-for-Service plan that does not cover pre-
scription drugs. Consumers do not have to take any physical examination for
this coverage nor can the program turn consumers down for health reasons.
In addition, consumers do not have to sign up and enroll in this prescription
drug program if they do not wish to do so. For purpose of definition a
consumer cost plan is a kind of HMO. In a Medicare Cost plan, if a patient
receives services outside the plan’s network without a referral, the patient’s
Medicare-covered services will be paid under the original Parts A and B of
Medicare, except the cost plan does pay for emergency services or urgently
needed services outside the service area. A private fee-for-service plan is a
kind of Medicare Advantage plan (Part C) in which a patient may go to any
Medicare-approved physician or hospital that accepts the plan’s payment.
The insurance plan, rather than Medicare, decides how much it will pay and
what consumers will pay for the services they receive. Consumers pay more
or less for Medicare-covered benefits and may have extra benefits which
Medicare does not cover. Despite the establishment of Medicare Part D,
Medicare Part B will continue to cover drugs such as those administered in
a hospital or a doctor’s office as it has in the past.

As a final example, when the US Congress enacted the Deficit Reduction
Act of 2005 (PL 109-171) it also established elements of consumer-driven
plans called health opportunity accounts for Medicaid patients to use in these
state programs.

The year 2012

The year 2012 marks the 100th anniversary since Teddy Roosevelt ran as a
candidate of the Progressive Party for the presidency of the USA with the
enactment of national health insurance as a plank in his political party’s
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platform. Since that time, almost every administration since President
Roosevelt has proposed the enactment of such a program for the USA, yet
all have failed. Meanwhile, running almost in parallel with the health activ-
ities of the federal government, as in the enactment of Medicare and
Medicaid, HMOs, HIPAA, COBRA, prescription drug coverage, PROs,
ERISA, and TEFRA, and other programs which were enacted into law, the
private sector in the form of the insurance industry has developed all kind of
programs to protect consumers from the costs of ill health and to ensure they
receive quality care. These include programs such as major medical insurance,
disability income insurance, dental insurance, vision insurance, HMOs,
PPOs, POS, long-term care insurance, and other programs to insure against
the costs of medical care. Yet, nothing has stemmed the tide of rising costs.
Today, employers are placing more and more of the burden of paying for their
own health care services on employees by reducing or simply eliminating
health care benefit coverage; hospitals are merging and becoming less friendly
to low-income patients; and more and more of the population cannot afford
to buy health insurance at all and, thus, remain uninsured as the portion who
can afford it continues to decline in direct proportion to the increase in the
number of uninsured. In 1950 the USA spent $12.1 billion on health care and
in 2007 an estimated $2.2 trillion, and the costs keep rising. No one knows
what new proposals the next few years until 2012 and beyond will bring to
resolve America’s health care crises, not only for those who have insurance
and find they must pay more and more of the costs out of their own pocket,
but also for the 47 million Americans who cannot afford insurance at all. The
only reality that the country knows is that by October 2009, with just a few
years remaining until the arrival of the hundredth anniversary of the first
national health insurance proposal in this country, none had become law;
public and private programs have not worked to stem the tide of the rising
costs of health care as well as solve problems of access to quality health care;
shortages of health professionals in various parts of the country, rural and
urban, have not been eliminated; the US population is aging, living longer and
with longer lives come more illnesses that may be very costly to treat, yet the
costs of programs such as Medicare to pay for such illnesses are dependent
upon the payroll deduction contributions of a smaller workforce than in the
past as the baby boomers of the 1940s begin to join the ranks of senior citizens.

If the past is any prologue, the national debate over the enactment of a
national health insurance plan is not yet over and the private sector will
continue to develop programs as yet unknown to try and stem the tide of
rising health care expenses and improve the quality of care. Thus far, be they
public or private, programs in existence today have not enjoyed a permanent
success for the nation as a whole as more of the nation’s medical expenditure
becomes a larger part of gross national domestic product (the total market
value of all the goods and services produced in the USA), although, on an
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individual personal budget level for many, but not all, persons, the opposite
may be true. Somewhere in the future there is the answer, as yet to be discov-
ered, that is appropriate to the USA to resolve its health care crisis.
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The costs of American
health care

Introduction

Millions, billions, trillions — words beyond comprehension that describe the
costs of American health care today. The term encompassing those who pay
on behalf of others, such as insurers, produce the goods, such as manufac-
turers, and deliver the services, such as physicians and pharmacists, is called
the health care industry. Yet, this term is a misnomer. There is no single health
care industry in the USA but a number of distinct industries and fields, each of
whose individual revenues add up to many millions and billions of dollars
which are, in turn, summed into the trillions of dollars of US health expendi-
ture today. There is the hospital industry, the pharmaceutical industry, the
nursing home industry, the home care industry, the hospice care industry, the
private health insurance industry, the managed care industry, public pro-
grams like Medicare, Medicaid, the Veterans Administration health care
system, the military health care system, and myriad professional groups like
physicians, dentists, podiatrists, chiropractors, nurses, physical therapists,
occupational therapists, and speech therapists. Each of these singular groups
or industries can be further delineated into even more distinct subgroups
which comprise the specific industry. For example, the pharmaceutical field
is composed of brand-name pharmaceutical manufacturers and generic phar-
maceutical manufacturers or a combination of both, chain drug stores, inde-
pendent retail pharmacies, apothecaries, drug wholesalers, community-based
pharmacists, pharmacy benefit managers, hospital-based pharmacists, nurs-
ing home-based pharmacists, consulting pharmacists, and other classifica-
tions. When all the revenues of each of these classifications are aggregated
for the total revenue amount of that one industry and subsequently added to
each of the totals of the other individual health care industries, in addition to
the costs of public and private health programs, then the amount of monies
which the USA spends on health care services today is staggering.
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Some economic definitions

One tool that is in the forefront of trying to resolve America’s health care
problems is the discipline of economics. Economics is the social science that
studies human welfare: the production, distribution, and consumption of
resources which may be scarce or bountiful; how individuals, firms, govern-
ments, and other organizations make choices; and how these selections deter-
mine the manner in which wealth is produced and distributed. Scarcity means
that not enough resources are available to meet everyone’s wants and needs,
such as a shortage of physicians in rural and inner-city areas that makes it
difficult for patients to obtain needed medical care.

The meaning of economics may be found in the Greek language: oikos
(house) and nomos (custom or law), therefore ‘rules of the house(hold).” By
extension, economics also studies national economies. An economy is the
system of human activities relating to the production, distribution, exchange,
and consumption of goods and services of a nation or area. Economies, in
turn, can be further delineated, for example, by their ideological structure,
such as capitalist or socialist, and by their range, such as global or transitional.
In addition, economies can be described in terms of regulation, such as mar-
ket, mixed, or planned.

However, regardless of the kind of economy that is being discussed, econ-
omies can also be divided into two broad classifications, macro and micro,
within which there are many subdisciplines, such as energy, labor, and health,
to name but a few. In terms of definition, microeconomics is a branch of
economics that studies how individuals, families, and firms may decide how
to allocate resources, typically in markets where goods and services are
bought and sold. Resources are the factors of production and represent land,
labor, and capital. Land is the natural resources that people use like forests,
water, and other elements. Labor is a person’s ability to produce goods or
services such as his/her skills, physical labor, and other qualities. Capital is the
goods people employ to produce goods and services, such as equipment,
factories, and other factors.

In economics, a market exists when a buyer wishing to exchange money
for a good or a service is in contact with a seller wishing to exchange a good or
a service for money. Thus, a market is defined in terms of the fundamental
forces of supply and demand, and is not necessarily confined to any particular
geographical area. The law of demand states that when the price of an item
declines, the demand for the item increases, since people who could not afford
to purchase the item or were not willing previously to buy the item can or will
now purchase it. The law of supply states that when the sales price of an item
rises, more people will make the item. Since the higher price means more
profit for the producer of the item as the price rises, more people will be
willing to produce the item when they realize they can make money.
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The price of an item is said to be in equilibrium when there is a buyer for
each individual product that is produced. If the price of a product is set too
high, then more goods will be produced than sold and surplus will result. If the
price of the item is set too low, there will be a demand for a higher quantity of
the item than is being produced and a shortage will take place. If a change in
price does not affect the demand for the product, the demand is said to be
inelastic. For example, if people need a particular medication to survive and
there is no substitute for the medicine, the change in the price of the medica-
tion will not affect demand for the medicine; people will still need the med-
ication just as much, not less, even though the price has increased. If price
changes do affect the demand for an item, that is called elastic demand
because a cheaper substitute is available that a person can use. Rather than
drive an automobile more at high gasoline prices, people can use public
transportation, bicycles, and other transport means which are less expensive.

The concept of the market is basic to most contemporary economics since
in a free-market economy this is the mechanism by which resources are
allocated. A free-market economy is an economy in which the allocation of
resources is determined only by the supply and the demand for them. This is
mainly a theoretical concept as every country, even capitalist ones, places
some restrictions on the ownership and exchange of commodities. Microeco-
nomics examines how these decisions and behaviors affect the supply and
demand for goods and services, which, in turn, determines prices, and how
prices, in turn, affect the supply of goods and services. On the other hand,
macroeconomics looks at the performance of the economy as a whole and is
concerned with aggregates such as national income, consumption, and invest-
ment. Macroeconomics examines subjects such as economic growth, infla-
tion, changes in employment and unemployment, international trade with
other countries (i.e., a nation’s balance of payments) and the relative success
or failure of government policies. Economics also uses various kinds of meth-
odologies or tools in studying a particular subject. For example, one such tool
is econometrics, which is the application of mathematical and statistical
techniques to analyze data related to economic models that result in making
quantitative generalizations such as testing or refining a theory, describing the
relation of past variables, and forecasting future variables.

As already noted, the subject of this book is health economics. In order to
understand the concepts of this relatively new field, it should be noted, as the
discussions in the ensuing chapters demonstrate, that there are four factors
important to the field of health economics: government intervention, uncer-
tainty, asymmetric knowledge, and externalities. The health care industry
is heavily regulated by government such as the Food and Drug Admin-
istration’s oversight of the pharmaceutical industry while government pro-
grams such as Medicare and Medicaid not only tend to be the largest payers
within the market but also establish regulations for the providers who



30 | Health Economics

participate in these federal-state programs. Uncertainty is intrinsic to health,
in terms of both patient treatment outcomes and the financial concerns of the
consumer. The knowledge gap that exists between a health provider such as a
physician and a patient, for example, gives the physician a distinct advantage
relative to the patient, and this knowledge gap is called asymmetric knowl-
edge. Finally, within health care there are many effects that occur between
two parties that do not involve monetary compensation, called externalities,
such as catching someone’s illness and entering the health care system to
become well. The impact of all these factors can be found in the trillions of
dollars the USA spends on health care services today and within a system
which many authorities describe as ‘broken.’

What US health care spending has not solved

Health care spending in the USA is consuming an increasing share of the gross
domestic product (GDP) over time (Figure 2.1). For example, in 1970 total
health care spending was only $75 billion, or only $356 per person. In less
than 40 years these costs had grown to $2 trillion, or $6687 per person As a
result, the share of economic activity devoted to health care had risen from
7.2% in 1970 to 16.0% in 2005.

By the year 2015 the Centers for Medicare and Medicaid Services (CMS)
projects that health care spending will be nearly one-fifth of GDP (19.6%).
Between 1970 and 2005, the average growth in health spending had exceeded
the growth of the US economy as a whole by between 1.3% and 3.1%.

For example, in more specific terms, in 2005, of total national health
expenditures (NHE) of $1.987.7 trillion, the USA spent $611.6 billion in

50%

45% -
40% -
35% -
30% -
25%
20%

Share of GDP (%)

15% A
10%

5%

0% T T T T T T T T T T T
1970 1980 1990 2000 2010 2020 2030 2040 2050 2060 2070 2080
Year

Figure 2.1 National health expenditures as a percentage share of gross domestic product (GDP)
1970-2082. Note: historical data are used before 2007 and projections from 2007 forward.

Source: Centers for Medicare and Medicaid Services, Office of the Actuary, and as cited in Caldis TG
(2008) The Long-term Projection Assumptions for Medicare and Aggregate National Health
Expenditures. Baltimore, MD: Centers for Medicare and Medicaid Services, p. 15.
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hospital care (30.8%), $121.9 billion in nursing home care (6.1%), $421.2
billion in physician services (21.2%), $200.7 billion in prescription drugs
(10.1%, but contributing to the 14% growth in spending), as well as addi-
tional monies of other industries and professional groups. Health spending
was fairly evenly divided between the private and public sectors in 2005, with
private health spending accounting for about 55% of the total and public
spending the rest. Private spending includes private health insurance (64%),
out-of-pocket payments by individuals (23%), and the remainder (13%) was
expenditures by other private sources like philanthropy. CMS has projected
that by 2016 the private share of national health spending will decline to
51%. The growth in public spending (to 49%) is taking place primarily
because of the growth of Medicare’s share of health spending (to 21% in
2016). One important contributor to the growth in Medicare’s share of the
spending was implementation of the Medicare prescription drug benefit on
January 1, 2006, which reduced private out-of-pocket spending and increased
public spending for prescription drugs.'™

In terms of economics, by 2006 health expenditure again continued its rise
and exceeded $2.106 trillion a year (Figures 2.2 and 2.3).

Total: $2.106 trillion

Program administration Physician and clinical
and net cost services

I:l Prescription drugs I:l Hospital care
- Nursing home care - Other spending

Figure 2.2 The nation's health dollar, calendar year 2006: where it went. Note: other spending
includes dentist services, other professional services, home health, durable medical products, over-
the-counter medicines and sundries, public health, other personal health care, research and
structures and equipment. Source: Centers for Medicare and Medicaid Services, Office of the Actuary,
National Health Statistics Group.
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Total: $2.106 trillion

- Other public*

- Medicaid and SCHIP

- Other privatet
- Private insurance
I:l Medicare I:l Out-of-pocket

Figure 2.3  The nation's health dollar, calendar year 2006: where it came from. *Other public

includes programs such as workers' compensation, public health activity, Department of Defense,
Department of Veterans Affairs, Indian Health Service, state and local hospital subsidies and school
health. TOther private includes industrial in-plant, privately funded construction, and nonpatient
revenues, including philanthropy. Note: numbers may not add up to 100% because of rounding.
Source: Centers for Medicare and Medicaid Services, Office of the Actuary, National Health Statistics
Group.

Yet, despite expenditures of $2.1 trillion, today in America about 18 000
people die prematurely because they lack health insurance. People file for
bankruptcy at a rate of one every 30 seconds because of medical bills. The
average employer-based family premium rose 87% from 2000 to 2006, to
$11 500. Fewer than 60% of people under age 65 have employer coverage, a
decrease from 70% in 1987. In 2006 CMS projected that health care expen-
ditures are expected to rise to over $4 trillion by 2015. In 2006, per-person
health spending in the USA was $7110 and is projected to increase to $12 320
by 2015. CMS estimates that health spending between 2006 and 2015 will
increase at an annual average growth rate of almost 7.2% (2.3 percentage
points faster than the average annual GDP), with total aggregated health
spending in the 2006-2015 period of about $30.3 trillion. As one example
of increasing costs, in 2008 New York State records showed that in New York
City between 2002 and 2008, the city health maintenance organizations
(HMOs) had raised their rates by double digits 49 times. All nine HMOs
serving New York City had raised their rates during the past year, two-thirds
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of them by at least 19%. For those buying their own insurance some pre-
miums had soared to $5000 a month. Data have also shown that 36 401 city
residents purchased their own coverage in 2005 and, by the end of 2007, that
figure decreased to 24000 or by more than one-third, according to state
records. “We’re beyond crisis,” said Troy Oechsner, the state deputy superin-
tendent for health insurance, “We’re in what economists call an adverse
selection death spiral. Only the sick people stay on because they need the
coverage, while healthy people flee because it’s too expensive, which just
drives the prices up and up and up,” he added. The HMO industry blames
the rapidly rising costs of premiums on a state law that establishes benefits and
copayments for those buying coverage individually — a law that has not
changed since 1996. But Oechsner argues that giving HMOs more flexibility
on the benefits they provide and copayments they charge will only place more
of the costs on patients.*™®

In a study supported by the US-based Commonwealth Fund, comparing
preventable deaths in 19 industrialized countries, researchers at the London
School of Hygiene and Tropical Medicine found that the USA ranked last in
terms of preventive care. While other countries improved dramatically
between the two study periods, 1997-1998 and 2002-2003, the USA
improved only slightly on the measure of international rates of ‘amenable
mortality’ — that is, deaths before age 75 from certain causes that are poten-
tially preventable with timely and effective health care. Diseases such as
diabetes, treatable cancers, and cardiovascular diseases are conditions consid-
ered amenable to health care treatment. According to the study’s authors,
if the USA had been able to reduce amenable mortality to the average
rate achieved by the three top performing countries, there would have been
75000-101 000 fewer deaths annually by the end of the study period.
Between 1997-1998 and 2002-2003, amenable mortality declined by an
average of 16% in all countries except the USA, where the decline was only
4%. By 2002-2003, the USA dropped to last place, with rates of death of
109.7 per 100000 people compared to the mortality rates per 100000
recorded in the three leading countries — 64.8 in France, 71.2 in Japan, and
71.3 in Australia. In 1997-1998, the USA on this measure ranked 15th out
of 19 countries with a rate of death of 114.7 per 100 000 people — ahead of
only Finland, Portugal, the UK, and Ireland. The study’s authors concluded
that the US health system underperforms in several key indicators compared
with other industrialized countries.”

In addition, a new Commonwealth Fund survey in 2007 of 12000
adults in seven countries — Australia, Canada, Germany, the Netherlands,
New Zealand, the UK, and the USA - found that among adults in these seven
countries, US adults reported the highest overall error rates, including labo-
ratory and medication errors. Well above the rates of the other six countries,
37% of all US adults surveyed (42% with chronic conditions) skipped
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Percent of adults ages 19-64 reporting the following problems
in past year because of cost:
M Insured all year O Insured now, time uninsured O Uninsured now
75 in past year
60 59
50 39 43 39 44 49
28
25 18
15
10 13
0
Did not fill a Did not see Skipped Had medical Any of the four
prescription specialist when medical test, problem, did access
needed treatment, or not see doctor problems
follow-up or clinic

Figure 2.4 Lacking health insurance for any period threatens access to care. Source: Cozens SR,
David K, Doly MM et al. (2006) Gaps in Health Insurance: An All-American Problem. New York: The
Commonwealth Fund. Reprinted with permission of The Commonwealth Fund, New York, NY, and
cited at: http://www.commonwealthfund.org/chartcartcharts/chartcartcharts_show.htm?
doc_id=526.

medications, did not see a doctor when sick, or did not obtain recommended
care in the past year because of cost (Figure 2.4).

With the USA the only country of the seven without universal health
insurance, half or more adults in Germany, the Netherlands, and
New Zealand reported having rapid access to physicians, while in the USA
only 30% of adults said that could get same-day appointments with their
doctors when sick. Nearly one-fifth (19%) of US adults have a serious prob-
lem paying medical bills, more than double the rate in the next highest
country, while nearly one-third (30%) of US survey respondents spent more
than $1000 in the past year (2006-2007) in out-of-pocket medical expenses
compared to only 19% in Australia and 12% in Canada, and the rates were
even lower in the other four countries.® Yet, according to the Common-
wealth Fund, all these problems were occurring despite the fact that the
USA spends twice what other countries spend on average. Per-capita spending
in the USA in 2004 was $6102, two to three times that of Germany’s $3005,
Canada’s $3165, New Zealand’s $2083, Australia’s $2876, and the UK’s
$2546 per person.” While health care spending reached 16% of GDP in
2005 in the USA or 4.3 times the amount spent on US national defense, the
International Organization for Economic Cooperation and Development
reported that health care spending accounted for only 10.9% of GDP in
Switzerland, 10.7% in Germany, 9.7% in Canada, and 9.5% in France
(Figure 2.5).19

In terms of societal demographics, the gap between medical care for
blacks and whites may be becoming smaller. Since the 1980s, many stu-
dies have documented racial gaps in health care standards, blaming
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Figure 2.5 Health care costs in USA markedly exceed those of other countries, and are increasing
more rapidly. Data from OECD Health Data 2005 and 2006. Source: Commonwealth Fund National
Scorecard on US Health System Performance, 2006. Reprinted with permission of the
Commonwealth Fund, New York, NY, and cited at: http://www.commonwealthfund.org/
chartcartcharts/chartcartcharts_show.htm?doc_id=472.

economic, cultural, and even biological differences between the races. Black
Americans have a much lower life expectancy and worse health outcome
than white Americans. Blacks have less access to better doctors, hospitals,
and health plans and the medical system treats whites and blacks dif-
ferently. In a study of the Medicare program for the elderly, published in
the New England Journal of Medicine in August 2005,"" evidence appeared
that racial disparities in US health care have become smaller, at least
for some patients and treatments, but have not totally disappeared. Re-
searchers looked at nine procedures, categorized according to the coding
of the International Classification of Diseases, Ninth Revision (ICD-9)
with exclusions and restrictions to certain coded diagnoses: abdominal
aneurysm repair, back surgery, coronary artery bypass grafting (CABG),
percutaneous transluminal coronary angioplasty, cardiac valve replace-
ment, carotid endarterectomy, total hip replacement, total knee replace-
ment, and appendectomy. The researchers found that racial differences in
the rates of use of the nine procedures among black and white persons
enrolled in Medicare between 1992 and 2001 did not narrow meaning-
fully during this decade. The rates of procedures performed were greater
among whites than among blacks for every procedure examined. Racial
differences in these rates widened for five procedures, narrowed for one
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(surgical repair of the abdominal aortic aneurysm, and that rate was due
to the disproportionate receipt among whites of a procedure involving new
endovascular techniques instead of the traditional surgery for repair of
an abdominal aortic aneurysm), and the rates remained statistically un-
changed for three. There were no hospital referral regions by 2001 (79 for
black men and white men and 79 for black women and white women, or a
total of 158 regions) where racial differences in care were completely
eliminated, especially in regard to hip replacement, CABG, and carotid
endarterectomy. (The rates for these three procedures changed signifi-
cantly in 22 hospital referral regions, widened significantly in 42, and
were not significantly changed in the remaining hospital referral regions.)
Numerous other studies have shown that gaps in care represent, in part,
both underuse among black persons and overuse by white persons.
Researchers concluded that new efforts toward a better understanding of
and closing of these gaps in care between black persons and white persons
are needed."!

However, disparities in health care are relevant not only to blacks and
whites but among all ethnicities and racial groups in the USA. In March
2008, a publication of the Commonwealth Fund, New York, listed a whole
series of disparities among racial and ethnic groups (blacks, whites, Asian,
Hispanics, and Native Americans/Alaska Natives), a few of which are listed
as follows:

e Black men and women are more likely to die from heart disease than all
other racial/ethnic groups.

e Almost 2.5 times as many Hispanics as whites report having no doctor.

e  American Indians/Alaska Natives are more likely to have diabetes than
other groups.

e Hispanics are most likely to lack health insurance coverage, with
more than one-third uninsured. Even at high income levels Hispanics
are more likely to be uninsured. Also, Hispanics are least likely of
all racial ethnic groups to use a private doctor and most likely to
use a federally qualified health center, an outgrowth of the
community health center established in the 1970s, as their usual
place of care.

e Life expectancy at birth is 5 years lower for blacks compared with whites.
Infant mortality rates are still twice as high for blacks than for whites,
despite a slight decline for all groups since about the year 2000.

e  Asians/Pacific Islanders and Hispanics are more likely to die from
complications in hospital care than whites and blacks.

e  Blacks are more likely than whites or Hispanics to visit the emergency
department for conditions that could have been treated by a primary care
provider; blacks are more likely than whites to leave the emergency
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department without being seen. Also, blacks are two to four times
more likely than whites and Hispanics to be hospitalized for
potentially preventable conditions.

e  Asians and Hispanics are more likely than whites and blacks to go
without needed care.

e Blacks are more likely to forgo dental care and prescription drugs than
whites; American Indians/Alaska Natives are most likely to go without
prescription drugs.

e Disparities in blood pressure control are smaller at Veterans
Administration hospitals compared with other hospitals.

e  Minorities with depression are less likely than whites to receive
treatment for their condition.

In view of the fact that minorities constituted one-third of the US population
during the first decade of the 21st century, with Hispanics composing the
largest minority, followed by blacks, the impact of the $2 trillion being spent
on health care services in the USA appears to be bypassing to some degree a
large segment of the US population in terms of improving their health care
status relative to other groups such as whites. By 2050 minority groups will
compose almost half of the US population; the biggest increase will occur
within the Hispanic population, which is younger on average than other
demographic groups in the USA.'?

In terms of demographics, a nationwide survey conducted by Erickson
Health in 2007 showed that retirees are feeling especially vulnerable about
health care costs affecting their financial stability. Almost one-half of retirees
(49%) were concerned most about health care costs, followed by loss of their
independence (41%), future changes in Medicare (38%), and their wellness
(36%)."3 According to the US Centers for Disease Control and Prevention
(CDC), most health care dollars are spent on adults aged 65 years or older.
And, out of every Medicare dollar spent in 2005, 96 cents went toward the
treatment of chronic disease, like heart disease and arthritis. Approximately
80% of older adults have at least one chronic disease and 50% have at least
two. To pay for these various illnesses, government programs pay for about
45% of health care costs. Unfortunately, Medicare is spending more money
than it receives, according to the Urban Institute. Most of Medicare’s money
(revenues) comes from the payroll tax, which has remained at the same rate of
2.9% since 1986. More than half the payment of health care costs come from
private funds — the largest portion from private health insurance. In the case of
Medicare, private health insurance policies like Medigap supplement the
benefits and costs which Medicare does not cover. And these health insurance
premiums are rising faster than inflation. In addition to the previous pay-
ments, out-of-pocket health care expenditures by Medicare beneficiaries are
high and are expected to keep rising. Older Americans spend two-thirds of
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their cash incomes on health care — including 44.5% of their social security
incomes — according to a 2007 report by the National Center for Policy
Analysis."?

The previous examples are cited to illustrate the fact that, although the
USA now spends slightly more than $2 trillion a year on health care, these
huge expenditures have not resolved many of the problems that beset the
American health system, whether they be in terms of economics, differences
in the receipt of care by different ethnic groups within American society, or in
the provision of services that could prevent more serious illnesses at a later
stage in a person’s life. According to Helen Darling, president of the National
Business Group on Health, which represents large employers in the USA, “We
get so little for what we put in, compared to well-off European countries [that]
deliver quality health care for half what we pay.”'* In 2007 Darling stated that
large companies say that the price of providing health care — an average of
$8400 for each employee — makes them less competitive abroad. But there is
also a cost for not providing health care coverage. When uninsured people
receive care in an emergency room — the most expensive kind of care — and
can’t pay the hospital bills, these bills are often paid by tax-funded state
programs. But in many cases, according to Paul Fronstin of the Employee
Benefit Research Institute in Washington, ‘the hospital raises its rates for
people with insurance coverage in order to recoup the costs.”'* So, in many
ways, Darling says, ‘everybody is negatively affected by rising costs.”'* This is
true whether the consumer does not have the ability to pay for health care or
whether the consumer can do so at higher personal costs, whether it be out-
of-pocket or through health insurance coverage with higher and higher
premiums.

Background of rising costs

The problem of rising health costs has reemerged as a national issue as some
candidates in the US presidential campaign of 2008 called for universal health
insurance as a panacea for resolving America’s health care systematic pro-
blems. Unfortunately, by 2008, as the costs were rising, the American econ-
omy headed into a recession, the nation’s budget showed a deficit rather than
a surplus, and the nation was focused on the worldwide war against terrorism.
Rather than allocating the monies to resolve the problems confronting the US
health care system, education, transportation, and other aspects of its societal
infrastructure, these funds were instead being diverted into national security
and defense.

Since the enactment of Medicare and Medicaid in the mid-1950s, no
approach that the USA has attempted to control rising health care costs has
worked out, nor has had a lasting impact — perhaps they may have in the short
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term, but certainly not over the long term. When Medicare and Medicaid
became law, the new public programs relieved the private sector of some of
the burden of health spending, but only temporarily. By the late 1960s the
rate of increase in private health spending began to rise. In the early 1970s
wage and price controls during the Nixon administration had a dampening
effect on health care costs. But again, the impact did not last a long time and
the rate of increase in private health spending again rose dramatically after a
few years. When President Jimmy Carter threatened stringent cost contain-
ment regulations in the 1970s, the health care industry organized what it
called the “Voluntary Effort.” The rate of increase in per-capita private-sector
health spending decreased rapidly but then bounced back within a few years.
Managed care and the threat of the Clinton health reform plan appeared to
have had a dramatic effect on the rate of increase in private health spending
in the mid-1990s, but by the late 1990s it was increasing again, reaching
double-digit rates of increase by 2001. In summary, regulation, voluntary
action by the health care industry, and managed care and market competition
have not had a lasting impact on our nation’s rising health care costs."”

Some believe that the rationing of medical care is the possible solution
for controlling health care costs. Others state that the obvious failure to
control health care costs is really a reflection of the American people who
want to have the very best and latest innovations in health care treatment,
but try small corrections at the edges of the system, complain about rising
costs, and ultimately will do nothing but pay the bill, perhaps feeling
helpless in not knowing what they can do as lay consumers to control these
spiraling expenses. Some believe that the federal government is the answer
to resolving our health cost problems through universal health insurance.
Others believe that solutions lie in the initiatives of the private sector such
as paying physicians based on their performance because in providing
services they attain goals of quality, in contrast to the system that reim-
burses doctors, hospitals, and other providers regardless of whether they
provide good services or whether patients are satisfied with their care.
Whatever the answers are, as of 2009 no definitive ones have been found.
As already noted, by the beginning of 2006 health care spending repre-
sented about 16% of the economy and is projected to rise to about 20% by
2015, that is, $1 out of every $5 will be devoted to this economic sector.
Medicare spending is projected to more than double from $309 billion in
2004 to $792 billion in 2015. Medicaid spending is projected to increase
from $293 billion to $670 billion during this same period. By 2015 the
nation’s total health care bill is expected to exceed $4 trillion. In February
2008 economists at the CMS predicted that by 2017 health care spending
will reach about $4.3 billion, almost double that of 2007, accounting for
almost 20% of the national GDP.'¢!”
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Table 2.1 Percentage of adults aged 19-64 with medical bill problems or accrued

medical debt

Percentage of Total Insured all year Insured now, Uninsured now
adults reporting: time uninsured

during year
Unable to pay for 26 19 28 40

basic necessities
(food, heat, or
rent) because of
medical bills

Used up all of 39 33 42 49
savings

Took out a 1 10 12 1
mortgage against

your home or took

out a loan

Took on credit 26 27 31 23
card debt

Source: The Commonwealth Fund Biennial Health Insurance Survey (2005). Reprinted with permission of
The Commonwealth Fund, New York, NY and cited at: http://www.commonwealthfund.org/chartcartcharts/
chartcartcharts_show.htm?doc_id=405.

Societal impact of health care costs

The rising costs of health care pervade and affect the entire fabric of American
society. In 2004 about 10% of people accounted for over 60% of spending on
health services; over 20% of health spending was for only 1% of the popu-
lation. At the other end of the spectrum, the one-half of the population who
had the lowest spending accounted for just over 3% of spending (Table 2.1).
Both within and outside the health care field rising health care costs affect
wages, employment, a company’s competitiveness with others in its field,
domestically and internationally, family life, housing, and the economy itself.
Let us look at some examples.

First, in regard to family life a study at Harvard University published in
February 2005 noted that the average out-of-pocket medical debt for those
who filed for bankruptcy was $12 000. The study noted that 68% of those
who filed for bankruptcy had the protection of health insurance. In addition,
the study found that 50% of all bankruptcy filings were partly the result of
medical expenses. As already noted, every 30seconds in the USA someone
files for bankruptcy as a result of a serious health problem.*'®

If one member of a family does not have health insurance coverage and
has an accident, a stay in hospital or an expensive medical treatment with its
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resulting medical bills can impact on the financial security and stability of
the entire family. This, in turn, can affect a person’s housing situation.
Twenty-five percent of those who were in a survey said that medical debt
affected their ability to pay their rent or make mortgage payments, with
the resulting development of bad credit ratings.'” The inability of a family
to have money to pay rent or their mortgage or maintain their well-being
physically was demonstrated by an Iowa survey in 2005 that revealed that
86% of Iowa consumers had to cut back on how much they could save in
order to cope with rising health insurance costs and 44 % said that they had
to cut back on food and heating expenses.?’ Thus, if a family does not have
the ability to save very much or must cut back on food or heating, not only
might their bills like rent or mortgage be unpaid but the absence of heating
or reduced food intake can affect their physical health detrimentally as
well. This situation, in turn, might increase the amount of the medical bills
owed if they seek medical attention for their illness and if they do not seek
medical attention their physical condition might become worse, if not
possibly fatal, perhaps costing them even more monies than if they had
initially sought medical attention.

But it is not only families who feel the impact of health care costs: so do the
businesses which employ their members. The public not only experiences the
costs of health care through increased state and local taxes to pay for
Medicaid but also more of its federal tax dollars are going to the federal share
of Medicare and Medicaid costs, for example. The public also experiences
health care costs through the premiums it pays for health insurance and
through health insurance cost sharing, that is, the deductibles and copayments
that it must pay at the time it receives care.

First, health insurance premiums have consistently increased faster than
inflation or the earnings of workers in recent years (Figure 2.6). Between 2002
and 2007 the cumulative growth in health insurance was 76 % compared with
a cumulative inflation of 17% and a cumulative wage growth of 19%.

Second, although the share of total premiums that workers pay had stayed
fairly stable (16 % for single coverage, 28 % for family coverage in 2007) over
the recent past, the rapid increase in overall premium levels means that work-
ers are paying much higher amounts than they did a few years ago.

Third, the amounts people pay out-of-pocket for health care services are
affected by several factors, including the quality of their health insurance (if
any) and the kind and amount of services they use. For people with health
care expenses, the average share of total health costs that are paid out-of-
pocket was 34% in 2004 (Figure 2.7). Because many insurance plans have
limits on out-of-pocket expenses, people who experience high total spending
have relatively low out-of-pocket shares. For example, in 2004 the 1% of the
people with the highest health spending (total costs of $39 688) on average
paid 6% of their costs out-of-pocket.
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Figure 2.6 Increases in health insurance premiums compared with other indicators, 1988-2007.
AEstimate is statistically different from the previous year, shown at P < 0.05. *Estimate is statistically
different from the previous year, shown at P> 0.1. Data on premium increases reflect the cost of
health insurance premiums for a family of four. Historical estimates of workers' earnings have been
updated to reflect new industry classifications (NAICs). Data: Claxton G, Gabel J et al. Health benefits
in 2007: premium increases fall to an eight-year low while offer rates and enrollment remain stable.
Health Aff 2007; 26: 1407-1416; Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 2007,
and Commonwealth Fund analysis of National Health Expenditure data. Source: Commonwealth
Fund National Scorecard on US Health System Performance, 2008. Reprinted with permission of The
Commonwealth Fund, New York, NY, and cited at: http://www.commonwealthfund.org/doc_img/
694011.gif.

Fourth, almost one in five nonelderly individuals were in families where
health care spending for premiums and cost sharing exceeded 10% of
family income in 2003. This includes a third of individuals in families with
incomes below poverty: that is, while about 26% of the poor spent more
than 10% of their income on health in 1996, the number increased to 33%
by 2003.%3

It is not only the workers who are affected by the high costs of health
care — so are their employers. The more employers have to pay for health
insurance, the less profit they may make; the fewer employees they may be
able to hire to increase the company’s growth; the less they may be able to
expand coverage for their workers; the more they may require workers to
share more and more of the health insurance costs out of their own pocket by
paying higher deductibles which, in turn. could cause employees to put off
seeking necessary care and risk long-term problems later on; the less money
that may be available to employers for wage increases and bonuses; the
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Figure 2.7  Americans are spending more out of pocket for health care. Source: Smith C et al.
National health spending in 2004: recent slowdown led by prescription drug spending. Health Aff 25,
no. 1. Centers for Medicare and Medicaid Services, National Health Expenditures Data: http://www.
cms.hhs.gov/NationalHealthExpendData/downloads/tables/pdf. Reprinted with permission of The
Commonwealth Fund, New York, NY and cited at: http://www.commonwealthfund.org/
chartcartcharts/chartcartcharts_show.htm?doc_id=405.

higher the costs of goods employers must charge consumers to recoup the
higher cost of health insurance premiums, perhaps making the company less
competitive with others in its field which, again, affects the company’s profit
margin as well as other factors. As examples of the latter statement, the
following statistics may be of interest:

e Premiums for employer-based health insurance rose by 7.7% in 2006.
Small employers saw their premiums rise 8.8% on average. Firms with
fewer than 24 workers experienced an increase of 10.5%.%!

e  The annual premium that a health insurer charges an employer for a
health plan covering a family of four averaged $11 500 in 2006. Workers
contributed nearly $3000 or 10% more than they did in 2005.%> The
annual premiums for family coverage significantly eclipsed the gross
earnings for a full-time, minimum-age worker ($10712).

e  Workers are now paying $1094 more in premiums annually for family
coverage than they did in 2000.%

e The percentage of Americans under age 65 whose family-level, out-of-
pocket spending for health care, including health insurance, that exceeds
$2000 a year, increased from 37.3% in 1996 to 43.1% in 2003 — a
16% increase. The percentage of nonelderly individuals whose family
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out-of-pocket expenses for health care exceeded 10% of their income
increased from 16% in 1996 to 19% in 2003.%°

e The average employee contribution to company-provided health
insurance has increased more than 143% since 2000. Average out-of-
pocket costs of deductible, copayments for medications, and coinsurance
for physician and hospital visits rose 115% during the same period.**

e  Health insurance premium growth has outpaced the growth in workers’
earnings almost every year except for a short period of time in the mid-
1990s. While premium increases have registered between 8% and 14%
per year since 2000, inflation and changes in worker’s earnings are
generally in the 3-4% range. This generally means that workers have
to spend more of their income each year on health care to maintain
coverage. Again, these effects may be direct, through increased worker
contributions for premiums or reduced benefits, or indirect, such as
when employers reduce or limit wage increases to offset increases in
premiums.”

However, as difficult as bearing health care costs may be for those who are
working and their employers, a study published in 2008 by the Boston Center
for Retirement Research at Boston College revealed that many baby boomers
may have a great deal of difficulty in maintaining their standard of living in
retirement, not only because they are not saving enough but also because they
are confronting skyrocketing health care costs. Baby boomers are those born
between 1946 and 1964, while Americans who were born between 1965 and
1974 are called the generation X’rs. As of 2008, the government estimated an
individual’s cost for Medicare premiums, copayments and other cost sharing
at about $3800 a year for a single person and about double that ($7600) for a
couple. To these figures may be added another $500 per person for dental
care, eye glasses, hearing aids, and other items Medicare does not cover. To
cover such costs in the ensuing decades in which most baby boomers and
generation X’rs will live after leaving their jobs, the Center estimated that an
individual must go into retirement with some $102 000 earmarked for health
care coverage alone, with a couple requiring about $206 000. The Center
estimated that 44% of baby boomers and generation X’rs are at risk of being
unable to keep their standard of living in retirement and when health care
costs are included that percentage rises to 61% being at risk for a lower
standard of living. The Center is concerned that most Americans have savings
far below the level required for health and nonhealth expenses, with the
median retirement savings balance for households approaching retirement
being $60000. The Center recommends that, to improve their retirement
years, people should plan on working a few years longer, increase their sav-
ings, watch their weight, and exercise more because good health reduces
health care expenses.?*
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Why health care costs outpace general economy

As already noted, health care spending continues to rise more quickly than the
overall economy (i.e., GDP). Since 1970 health care spending has risen at an
average annual rate of 9.9% or about 2.5 percentage points faster than the
GDP. In recent decades the growth rate for health spending and the GDP has
slowed, but health care spending has risen from 7.2% of GDP in 1965 when
Medicare and Medicaid became law to over 16% by 2006 and is projected to
be 20% of GDP by 2015-2016.% The following are some of the reasons why
the rise of health care costs outpaces the rise in GDP:

The US population is getting older and living longer and with aging comes
more health problems and the use of more health care services than young
generations. Changes in disease prevalence such as increasing levels of
diabetes due to obesity and the treatment of diseases such as Alzheimer’s
can influence cost growth as well.

Americans pay a declining share of health expenses than they used to, that
is, a smaller share of health care expenditures come out of their own
pocket. Between 1975 and 20085, the portion of personal health
expenditures paid directly out-of-pocket by consumers declined from
40% to 15%. Although consumers confronted increasing health
insurance premiums over the period, which had an impact on their own
budgets, lower cost sharing at the point where services were provided
probably encouraged consumers to use more health care, leading to an
increase in expenditures.

Insurance coverage has spread. When government subsidizes health
coverage, this action also has an impact on cost levels and potentially cost
growth. Tax subsidies for health insurance and public coverage for
certain groups such as the poor, disabled, and elderly reduces the cost of
health care, encouraging consumers to use it more frequently. Some also
argue that the expansion of health insurance encourages the development
of health technology because those developing new technologies know
that insurance will pay for a substantial share of new costs.

The development and adoption of new medical technology (e.g., drugs,
devices, treatment, and techniques) are said to be responsible for a
substantial portion of the increase in health expenditures. As a nation
becomes more successful and wealthier, its population wants more health
care and health care suppliers, providers, and institutions have
successfully provided an increasing variety of new products and services
that meets society’s demand. This steady improvement in medical capacity
means that the nation has an increasing amount of medical interventions
to treat disease that can potentially deal with a growing list of health care
issues and conditions as the health care community continues to learn
more about human health and health care conditions. Health care experts
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point to the development and diffusion of medical technology as a
principal factor in explaining the continuous difference between health
spending and overall economic growth, with some arguing that new
medical technology may account for about one-half or more of real
long-term spending growth.?

Addressing rising costs

The amount of monies that the USA spends on health care per person is large,
especially when compared to the smaller amounts other nations spend per
person on their own health care services. In addition, the rate of increase in
health care expenditures in the USA relative to other fields like education and
transportation has shown rapid growth and has done so for decades. So how
does the USA reduce the rate of growth in costs and spending levels or costs at
a point in time, both at the same time?

Some approaches may lessen the level of health care spending but not the
rate of its growth. Many policies under discussion for payers of health care
services include initiatives such as increasing the use of electronic medical
records and improving medical information technology; better identification
and management of high cost and chronically ill patients; the introduction of
wellness programs and incentives; provider pay based upon performance
whereby providers are rewarded for appropriate and high quality of care;
reducing payment rates to providers; instituting high cost sharing in health
policies; consumer-directed health care like health savings accounts which use
increased out-of-pocket responsibility, with tax incentives; more information
on health care alternatives to encourage consumers to be more cost-conscious
and better informed when making health care decisions; or disease manage-
ment. The purpose of all of these policies is to improve the efficiency with
which care is delivered.®® Disease management is a system that coordinates
preventive, diagnostic, and therapeutic efforts and whose purpose is to deliver
cost-efficient, quality health care for a patient group that is at a risk for a
specific chronic illness or medical condition.

In addition, many states have enacted laws to reduce medical malpractice
judgments to reduce premium burdens on providers and lower overall costs.
While these policies may reduce on average what consumers may pay for care,
they are not likely to reduce in the longer term the rate at which costs are
growing as a share of the economy. Assuming medical errors can be reduced
to more optimal levels and may reduce the amount consumers pay for medical
care, costs are likely to increase, although from a lower level, at previously
observed rates. Increasing the use of medical records or reducing the differ-
ences in health practices across regions and providers may have similar effects.
On the other hand, concentrating on new and expanding technologies may be
successful in reducing the rate of growth and would likely require finding
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ways to slow the development and spread of new health care technologies and
practices. Developing ways to assess and weigh the costs and benefits of new
technologies is a promising approach, although such actions present serious
and philosophical challenges. One example would be a policy that provides
payment through insurance (public and private) only for new medical inter-
ventions that demonstrate benefits that exceed costs. On a practical basis, the
very steep volume and pace of medical advances would present difficulties to
judge many important challenges before they were made a part of medical
practice. On a philosophical basis, medical assessment requires people to
make difficult decisions about whether a medical benefit is worth the cost.
As one example, the National Institute for Health and Clinical Excellence
(NICE), the UK authority that is responsible for approving medical treat-
ments, was widely criticized when it did not include beta-interferon to treat
multiple sclerosis in the list of publicly covered treatments.>> All these chal-
lenges in reducing the costs of medical care while reducing its rate of growth
are perplexing, yet important problems to resolve. Thus far, finding even a
small amount of savings in either public or private programs has been very
difficult for those who work in both the public and private sectors. Steps that
would lessen health expenditures by hundreds of billions or even a trillion
dollars over the foreseeable future would require a fundamental change in
how the USA thinks about the way health care ought to be paid for. Our
length of life and the improvements in treating illnesses which were absent
from the medical armamentarium decades ago cannot be overlooked as very
great achievements. But developing the philosophical, ethical, and political
apparatus that is necessary to weigh the benefits of future medical advances
with the consumer’s ability to pay for them is no less important or daunting a
task if the health status of the consumer-patient, and that of the collective
consumer called a nation, is to be continually improved.
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The high costs of health care:
the reasons why

Introduction

American health care is in crisis — a statement that has been made for so long
and repeated so often it has almost become a saying. Yet, what is health?
Essentially, it is the most valuable possession we have. It is with us every
moment of our lives. We enact laws to protect it. We cannot buy it. We cannot
sell it. But we can inherit and pass it on. We spend billions to keep it, billions to
improve it, and billions to find it when it is lost. It is valued and accepted; it
is ignored and abused. As science it is glamorized; as art it is criticized; as
an issue it is politicized. It affects the private purse of each of us; it affects
the public purse of an entire nation. Some enrich themselves from it. Some are
impoverished by it. It is the core of our soul, our essence, our well-being — it’s
our health.

American health care is almost a dichotomy. On the one hand, America’s
capacity for the cure and prevention of disease and illness has never been
greater. In the past century, even though the USA still lags behind 30 other
nations, the life expectancy of Americans has been lengthened from 50 years
to more than 78 years, women to almost 81 compared to about 75 for men,
according to the National Center for Health Statistics.' In cardiovascular
diseases more progress has been made in the past 50 years than in all recorded
history. Cancer research has allowed millions of Americans who had a major
form of cancer to lead happy productive lives. Significant declines have
occurred in infant mortality, disease of early infancy, maternal mortality,
and mortality rates for heart disease, accidents, and diabetes. There has also
been a decline in the number of mental patients and new drugs have been
developed that allow them to lead happy productive lives. At the same time
new laboratory techniques, organ transplants, stem cell research, as well as
new immunological techniques have been developed. As further examples of
progress in the health care field, programs have been established to help the
elderly and aged finance their health care services such as purchasing pre-
scription drugs, continuation of health insurance coverage after being laid off
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from work or between jobs or changing jobs, and for those who prefer
managed care, a variety of other managed care programs to suit the needs
of those who do not wish to join a health maintenance organization.

Yet, something has gone wrong. Our ability to deliver needed health
services at reasonable costs and to provide for the basic physical needs of
our society is in doubt. Anxiety over providing quality care to every American
is now prevalent and is termed ‘the health care crisis.” It is the purpose of this
chapter to examine the crisis and to explore how this nation arrived at so
paradoxical a stage. Despite all its great technology and resources and its
capacity to spend more than $2.1 trillion a year on health care in 2006, or
$7026 per person, the USA now find itself in a position where the collapse of
the health care system is predicted because of societal demands of receiving
quality services at reasonable costs, unless immediate and concerted action is
taken by government and the private sector of society.”

Evolution of health care services

The crisis in health care today besets a nation whose public and private
spending in this area approximated $2.1 trillion in 2006, as already noted,
and the health care portion of the gross domestic product (GDP) was 16.0%,
and is projected to reach $3.6 trillion by 2014 or 18.7% of the GDP (the
total market value of all the goods and services produced in the USA) in
that year.>> It vexes a nation which employs millions of people in this field.
The institutions and organizations that constitute the health care industry
include hospitals, nursing homes, clinical laboratories, home care agencies,
hospices, an insurance and pharmaceutical industry, academic health institu-
tions, health maintenance organizations, preferred provider organizations,
and other forms of managed care, pharmacy benefit managers, in-store
convenience care clinics, and government agencies on the local, state, and
federal levels. The health problems appear in many guises: a breakdown
in the delivery of health care services; the environmental implications of
global warming; smog enveloping our cities; chemical and sewage polluting
our rivers; remnants of prescription drugs found in sources of drinking
water supply; high mortality from lung disease and chronic respiratory
disease; nutritional habits that lead to an obesity epidemic among our
population, especially children; severe discrepancies in health between differ-
ent social classes living in the same cities; and deteriorating physical environ-
ment as reflected by housing which is substandard in many areas of the
country.

The question is: how did we reach such an unfortunate position when logic
indicates that the reverse should be true, especially in view of the long history
of federal commitment to health progress? In fact, the involvement of the
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federal government can be traced as far back as 1798, when the Public Health
Service was created to ensure that the health needs of merchant seamen,
moving from port to port throughout the world, were being met. During
the 19th century, the federal government assumed responsibility in the control
of communicable disease, first through quarantine and then through the
application of the newly developed science of microbiology at the turn of
the 20th century. The federal health efforts changed in the 1930s, when the
Public Health Service launched its programs of grants to states to assist them
in attacking specific disease problems.

While spectacular federal support for research was undertaken to develop
weapons to combat disease, a controversy developed over another social
demand — high-quality health care as a right for all citizens. Today, federal
activities direct health care to veterans, servicemen and their dependants,
retired military personnel, and other beneficiaries. We award grants to health
services and hospitals for rehabilitation, vaccination, technical assistance and
research, as well as for specific diseases. We support programs for mental
health, child health, migrant health, and Indian health. We now have major
health service payment programs such as Medicare and Medicaid as well
as physician peer review programs called quality improvement organizations
and new health delivery systems such as health maintenance organizations,
preferred provider organizations, point-of-service plans, and others.

Between 1960 and 1977, federal health expenditures increased from $3.5
billion to about $46.5 billion.* The reason for this enormous growth in federal
spending can be found in the activities of the 88th, 89th, and 90th sessions of
Congress, which passed more significant health legislation than all other
Congresses combined until that time, and, perhaps, since then. During the
Johnson administration, the US Department of Health, Education, and
Welfare enumerated 102 pieces of legislation, many health-related, which
were enacted into law. Some of the legislation has radically altered, if not
revolutionized, existing concepts of health care. The programs these laws
created included Medicare, Medicaid, health planning, regional medical cen-
ters to counter the risks of heart disease, cancer, and stroke, and neighbor-
hood health centers. The implications of programs such as Medicare and
Medicaid are so far-reaching that their impact on society is still being mea-
sured. For example, between 1965 and 1975 federal health spending as a
proportion of our total health expenditures increased from 12 % to 28 % while
national health expenditures (NHE) rose from $38.9 million to $122.2 billion
during this same period.’ Hence, one issue is quite clear. Health care is a basic
human right. By setting up special mechanisms to support this tenet, the
Johnson administration sparked a social revolution. These health reforms
today are taxing to the severest limits the ability of our system to deliver
quality services at reasonable costs and fulfill the purpose for which these
laws were enacted.
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Origins and elements in health care crisis

The crisis in health care is only one aspect of the complex problems of
American life which embrace issues such as the environment, economy,
energy, welfare, foreign wars on terrorism, and poverty. As health is inextri-
cably linked with all these issues, fundamental progress in health care depends
upon solving these other national problems as well.

Dr. Lester Breslow, a past president of the American Public Health
Association, commented on the origins of the health care crisis as follows:

One element in its origin was the failure to comprehend that long-term
adverse health effects can result from the application of certain
technological innovations. An outstanding example is cigarette smok-
ing. Machine production of a novel, attractive form of tobacco early in
this century [20th century] led to the expansion of an industry that has
been highly profitable but has taken its toll in the lives of millions of
consumers. We did not even recognize the consequences until four
decades had passed, and it has taken us another three decades to
reach the point of taking action.

A second element in the health crisis is the continuing reliance on
industry to find simple technological solutions to problems that are
identified. If cigarette smoking is harmful, so the argument runs, simply
find the harmful ingredient and remove it. If automobile exhaust
results in smog, find the specific chemical responsible and remove it
by changing gasoline composition or the engine.

The other and unspoken side of the argument is the dangerous one:
namely, while searching for the technological solution, do not interfere
with the industry. Production and its profits must continue, whatever
the cost in health. Just let industry alone to find the technological
solution ... This blind faith in industrial technology as the only path
to solution is increasingly unjustified, especially when damage to
health and life as a whole lies in the balance.

A third and, perhaps, more pervasive factor in the health crisis is that
we have not yet developed adequate social mechanisms for the control
of current health problems. This failure is manifest with respect to the
environment; it is also evident in medical care.®

However, these comments on the origins of the problem do not effectively
convey the urgency which exists in resolving it. Its consequences include long
hours incurred in the ‘waiting room,’ hurried and impersonal attention once
assistance is received, difficulty in obtaining night and weekend care, reduc-
tion of services because staff is not available, and gaps in insurance coverage
or higher taxes by government to pay for the increasing cost of health services.
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More specifically, the following are some of the outstanding reasons for our
nation’s inability to control health care costs in areas such as institutional
care.

e There is a duplication of some high-cost hospital services in various
geographic areas, with consequent idle capacity, as a result of improper
community planning of health facilities.

e  There are shortages and maldistribution in less costly alternatives to
hospital care such as home health services, outpatient care, nursing
homes, and extended care facilities.

e Although the nation has made many advances in medical science, it is
only in the recent past that it has begun to focus its attention on improving
the system through which the benefits of these scientific achievements are
delivered.

e Health manpower is in short supply in various parts of the nation, due in
part to the maldistribition of health personnel.

e  The administration of many public medical programs is weak, and their
services are fragmented with lack of coordination.

These are but a few of the problems which plague our nation in terms of health
care. As examples, they dramatically illustrate the multifaceted aspects of the
crisis this country must solve. If we do not solve the problem, the country may
face a situation which forever denies access of adequate health care to growing
numbers of Americans.

Health care costs

When the health care crisis is examined in detail, one issue surfaces more
quickly than that of any other: costs. This factor becomes relevant whether
these costs are incurred in the training of health manpower; the funding of
public programs which pay for the health care of particular groups; the
funding of research for curing disease; the costs involved in the purchasing
of health insurance; or the funding of public programs such as Medicare’s
prescriptions drug benefit that was added to the program in 2003 when
the US Congress enacted the Medicare Prescription, Improvement, and
Modernization Act of 2003, and which took effect on January 1, 2006. In
fact, the American Association of Retired Persons (AARP) announced on
March 4, 2008 that the drug manufacturers increased their prices in 2007
by an average of 7.4% for brand-name medicines most commonly prescribed
to the elderly, about 2.5 times the overall inflation rate, continuing a long-
time trend.” The advocacy organization for the elderly noted that price
increases have been slightly greater since the Medicare drug benefit began
on January 1, 2006 because in the 4 years before the benefit began, wholesale
prices rose between 5.3% and 6.5% a year. The issue of cost, therefore,
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underlies many of the problems that beset the health care field. Consequently,
it is necessary to examine the issue as well as the ancillary ones which emanate
from it.

Rising medical care costs are not a new dilemma. Medical care costs have
generally outpaced other cost-of-living components. The roots of the problem
are complex and intertwined. For example, the multitrillion-dollar-a-year
health care industry has been slow in adjusting to the increasing demand by
the public for its services. This demand increased suddenly and immensely, by
the establishment of Medicare and Medicaid in 1965. But these programs are
not the only explanation for rising costs. The industry’s scientific advances
have outpaced its management capability. Physicians and hospitals can
accomplish much more than they once could, but they continue to be impeded
by a lack of adequate space, personnel, and equipment. Additionally, rising
incomes and the prevalence of private health insurance increase the ability of
the public to pay for the health care they desire. Thus, the demand for health
care services far exceeds the nation’s capability to provide them. The avail-
ability of more expensive, state-of-the art drugs and technological services
spurs health care spending not only because the development costs of these
products must be recouped by industry but also because they generate con-
sumer demand for more intense, costly services, even if they not necessarily
cost-effective.

Nation's health bill

The fact that the demand for health care services has grown far more rapidly
than the source of supply is clearly reflected in our nation’s health bills. In
1950 the nation spent only $12 billion for health care services or 4% of its
GDP. By 1960 this amount almost doubled ($25.9 billion or 5.2% GDP). By
1970 the total expenditures almost tripled the figure of 1960 ($69.2 billion or
7.2% GDP), by 1980 the amount was 20 times that of 1950 ($245.8 billion or
8.7% GDP), by 1990 it was 58 times that of 1950 ($696 billion or 12% GDP)
and by 2000 the country had spent 108 times the amount of 1950 ($1299.5
billion or 12.5% GDP). In other words, the amount of money the USA has
been spending on health services has been escalating with each passing
decade: it was 108 times larger in 2000 than 50 years earlier in 1950. The
USA now spends more of its GDP for this single service than any other
country in the world. In fact, in 2006 the USA spent $2.1 trillion (16.0% of
the GDP) or $7026 per person, as already noted — 10 times as much as the
$737 spent for every man, woman, and child almost 30 years earlier in 1977.
By 2008 the estimate was $8160 for every man, woman, and child, according
to a February 2009 report of the US Department of Health and Human
Services.>** According to the US Department of Health and Human
Services, this amount is expected to rise even more in the future. Senator
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Edward M. Kennedy (D-MA) stated if health care was not so expensive,
workers could take home higher wages and have better pensions. '’

Hospital costs

Hospital care is the greatest contributing component in health care. In the
financial year 2005, of NHE of $1987.7 billion, hospital care accounted for
$611.1 billion or about 31%. In 1960, as a point of comparison, the USA
expended $27.5 billion on NHE, of which hospital care was only $9.2 billion
or still one-third."!

Thus, the question arises: why is there such a financial explosion in hos-
pital care? A variety of factors have contributed to the significant rise in
hospital charges and costs, but two of these determinants are unique. The
first is that 90% of all hospital costs are paid by someone other than the
patient — otherwise known as a ‘third party’ — such as Blue Cross, Medicare,
Medicaid, other insurance carriers or public programs. In fact, some patients
may not even know the cost of their own hospital stay because of this situa-
tion. The second reason is that, for example, until 1983 when the Congress
enacted a payment system under Medicare called a prospective payment
system (PPS) in response to the requirement of the Tax Equity and Fiscal
Responsibility Act of 1982, hospitals under Medicare were reimbursed on
the basis of the costs of the services which they provided. The budget was
open-ended and there was no incentive to hold down expenses.

This reimbursement system tended to encourage hospitals to add expen-
sive facilities and technologies like a computed tomography (CT) scanner, a
technological miracle which combines a computer with an X-ray machine to
produce superdetailed, three-dimensional views of any cross-section of the
human body. The problem with the machine is that it costs hundreds of
thousands of dollars to purchase as well as to operate. But under the prevailing
reimbursement system at the time these costs were included in the hospital’s
charges to the third party after the costs were incurred. The third parties paid
these bills from revenues which come mainly from the premiums which the
American public pays at ever-increasing rates. The hospital may attempt to
add equipment such as a CT scanner, even if it is not needed or underutilized,
or already present in other hospitals in the community. The hospital will do so
because technologies such as CT scanners not only may yield large opera-
tional profits to the medical institution but also the availability of such
advanced technology will enable the hospital to compete with other institu-
tions, attract doctors to its staff, patients to its beds, and thus stay or advance
in business. But faced with sharply escalating Medicare costs in the early
1980s, the federal government completely revised the way Medicare pays
hospitals for treating elderly patients. The governing agency at the time, the
Health Care Financing Administration (HCFA), renamed the Centers for
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Medicare and Medicaid Services in 2001, changed the way it paid hospitals
from a retrospective fee-for-service system to a PPS, as already noted. Under
the PPS, hospitals receive a fixed amount for treating patients who are diag-
nosed with a given illness, regardless of their length of stay or the type of care
received. The PPS proved effective at curbing the increase in costs in hospitals
and in selecting the least expensive methods of care, without sacrificing the
quality being delivered.

However, the elderly are not the only patients to enter hospitals. Because
most hospitals depend on government payments for about 50% of their rev-
enues and private insurers which negotiate discounts for much of the rest,
raising charges is one avenue hospitals use to bring in additional money from
individuals and insurers not covered by discounts. Even increasing charges may
not help much because not many insurers pay full charges. Still hospitals raise
their charges to collect as many dollars as they can. Some insurers, though, pay
less than Medicare, which also may not meet overall hospital costs. There is no
single formula for calculating hospital charges. Hospitals take into account
factors such as labor costs, the number of uninsured patients the hospital
treats, and whether the hospitals contract with a lot of low-paying insurers.

Hospital charges are like any consumer good in which the person does not
pay the full price that is listed on the sticker. Few pay the total amount because
insurers negotiate discounts, and, as already noted, Medicare under the PPS
tells hospitals what the program will pay. Still, there are instances when
insurers do pay the full charges such as when a policyholder receives care
from an out-of-network hospital such as in managed care, and with whom the
insurer does not have a negotiated discount. Hospitals can also bill insurers
for additional payments when the charges for treating a patient exceed a
specified amount, which occurs more often in hospitals with higher charges.
In recent years charges have risen quickly and often have little relationship to
the actual cost of services. Hospitals can increase charges to any amount that
the market will bear, but it is a strange market because most hospital custo-
mers negotiate discounts off the charges, as already noted. One of the reasons
prices had increased in the not too distant past is that hospitals tried to
increase the amount they receive from insurers, which had often used charges
as the starting point for negotiations. But in recent years, as charges have
risen, insurers began negotiating in other ways, basing payments on estab-
lished amounts for a day of care or the treatment of a particular condition. In
2003, the national average charge was 211% higher than cost and in some
states the ratio is even higher, in the low three digits.'?

Keeping up with the latest technologies is not the only factor leading to
increases in hospital expenses. Others include:

e  The price of goods and services purchased by hospitals has been subject to
inflation.
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e Although payroll costs have lagged behind other industries, they have
been catching up.

e The demand for hospital services has necessitated the hiring of additional
staff.

e New approaches to less expensive health care methods have been tried on
too limited a scale and are not yet commonplace.

e  Health insurance coverage has been tied too closely to the requirement
that the patient be hospitalized rather than an emphasis of coverage on
preventive care benefits. The benefits for preventive care would pay for
treating patients outside hospital in order to ward off or detect any illness
in its incipient stages before it becomes worse.

In an effort to control their hospital expenses, hospitals have employed var-
ious management techniques, including more ambulatory surgery, closing
down beds, reduction of personnel, better money management, more efficient
use of energy, more preadmission testing, and tighter utilization review.
However, hospital costs, despite their rapid rise, are not the sole factor which
is contributing to the inflationary spiral besetting medical care services in
the USA.

Physician services

Prices for services of physicians have behaved similarly to those of hospital
care. In 1960, 5 years before Medicare became law, the USA spent $5.4 billion
on physician and clinical services, which constituted almost 20% of the
nation’s NHE ($27.5 billion). By 1970, 5 years after Medicare was enacted,
the nation spent almost three times as much as 1960 or $14.0 billion or about
19% of the NHE ($74.9 billion). By 2005, the amount spent on physician and
clinical services was 30 times ($421.2 billion) that of 1970 and constituted
about 21% of the NHE ($1987.7 billion), which was not much different from
the 22% in 1990 ($157.5 billion in physician services versus $714.0 billion
NHE) or the 21% in year 2000 ($337.9 billion in physician services versus
$1602.8 billion NHE).'! While the actual dollar amount for medical services
has increased dramatically, its proportion of the NHE has been fairly uniform
over the past decades. Meanwhile, during this time the creation of a new PPS
for physicians who treat Medicare patients was put into place.

In 1992 Medicare implemented the Medicare physician fee schedule
(MPFES) that replaced reimbursing a physician based on prevailing charges
to using a resource-based relative value scale (RBRVS), which established
physician service payments based on relative costs, which is adjusted by
geographic region (so a procedure performed in New York City is worth more
than a procedure performed in Omaha, Nebraska). When President George
H.W. Bush signed into law the Omnibus Budget Reconciliation Act of 1989,
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Medicare changed to the RBRVS system. It used a current procedure termi-
nology (CPT) code for services. Not only does Medicare employ this system
but almost all health maintenance organizations do as well. The goal of the
MPFS was to correct distortions produced by charge-based payments and to
encourage efficiencies in medical practice. Under the new system, payments
to physicians are based on the number of relative value units (RVUs) assigned
to each service. Total RVUs reflect three cost components: (1) physician work
(or time and effort); (2) practice expenses; and (3) professional liability insur-
ance. Costs associated with each component are given a weight, or index
value, and are adjusted to take into consideration area price differences.
The three index values for a service are summed and multiplied by a standard
dollar amount (a conversion factor, which changes annually) to arrive at a
payment amount. On average, in regard to an RVU, work represents 52% of
total physician payments, practice expenses represent 44%, and liability
insurance represents 4%.

There are a variety of reasons for the rapid rise in physician fees. Before
Medicare and Medicaid became operational in 1966, many physicians
reduced their customary fees for persons with low incomes. But now physi-
cians can, with good conscience, charge the same amount they ordinarily
charge Medicare and Medicaid patients. In addition, population increases,
more widespread insurance, and increasing awareness of the benefits of med-
icine have contributed to the growing demand for physician services by all
segments of society without a corresponding supply in physicians.

The reason why an average of 19-22 cents of each dollar was spent for
physician care versus an average of about 30 cents of each dollar for hospital
care during the latter part of the 20th century and the beginning of the 21st
century relates to the changing character of the US population. As the number
of older people in our society increases, more monies are being spent on
institutional services provided by a hospital or a nursing home. The monies
which are being spent by or on behalf of the elderly have had a profound effect
on the rise of health expenditures within recent years.

The elderly

Today, the elderly, numbering more than 35 million people, represent almost
13% of the American population. It is predicted that by 2030 this number will
double to 70 million persons and one in five Americans, or 20%, will be 65
years or older. In fact, the American population is growing older and the
group over age 85 is now the fastest-growing segment.'*'® Over the years
the government has established many programs to help the elderly through
the financial trauma of what should be their ‘golden years.” But, unfortu-
nately, for many of the aged their ‘golden years’ are a time when low incomes
must be budgeted to meet high personal expenses because of circumstances
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such as ill health. In 1965, the government established two programs,
Medicare and Medicaid, which have brought financial relief to the elderly
in at least one area — their personal health expenses. The necessity for such
programs is underscored by the following facts. Medicare and Medicaid
together serve about one in four Americans and spend about one in three of
the nation’s health dollars. Both programs have grown substantially in terms
of the percentage of the populations served and the dollars spent. For exam-
ple, Medicare alone accounts for one in five (20%) of the nation’s health
dollars, about twice the share of the nation’s health spending, which was one
in 10 (10%) in 1970. Medicaid is now the larger of the two programs, both in
terms of persons enrolled and dollars spent; something that was not foreseen
at its enactment or in most of the decades since. In fiscal year 2003, Medicaid
had 41.4 million persons enrolled, compared to Medicare’s 41.3 million and,
in fiscal 2002, Medicaid spending by both federal and state governments was
$259 billion, which was greater than Medicare’s spending of $256 billion."” It
should also be noted that Medicare protection does not apply to just those
who are 65 years or older. In 1973 Medicare protection was also extended to
certain people under 65: those who have permanent kidney failure (renal
disease) or who have been entitled to social security disability benefits for
at least 24 consecutive months or Railroad Retirement disability benefits for
at least 29 consecutive months. Included are disabled workers and disabled
widows and widowers between age 50 and 65, and people aged 18 and over
who draw social security benefits because they became disabled before reach-
ing 22 years of age. In addition, the Medicare, Medicaid, and the SCHIP
Benefits Improvement and Protection Act of 2000 (PL 106-554) allowed
persons with amyotrophic lateral sclerosis (Lou Gehrig’s disease) to waive
the 24-month waiting period. SCHIP is the State Children’s Health Insurance
Program which Congress created as Title XXI of the Social Security Act to
address the increasing problem of children who lacked health insurance pro-
tection when Congress enacted the Balanced Budget Act of 1997.

The reasons for the large medical expenses of the elderly are varied.
Compared to those under 65 years of age, the average elderly person has
more costlier illnesses, is more limited by chronic health conditions, is hospi-
talized more often and remains longer in hospital, visits a physician more
often, and as more and more of the elderly reach their 80s, 90s, and even their
100s, develops illnesses like Alzheimer’s that, as of the first decade of the
21st century, have no cure and are extremely costly to treat.

The financial relief that Medicare has brought to the elderly has not been
without cost to the rest of society in that Congress has had to increase the
wage base and tax rate of the social security program to prevent the program
from becoming bankrupt. As a result, Medicare, together with other social
security programs, passes on its respective cost increases to the taxpayer,
whose annual social security taxable income limit may be higher now, in
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some instances, than actual yearly income. These increasing costs not only
affect those under 65 years of age, but also the elderly who must assume a
greater share of their own medical expenses under Medicare than when the
program began operations in 1966.

A number of external factors affect the costs of Medicare as well as the
other programs within the social security system. Since Medicare was enacted
in 1965, the nation has gone through periods of high inflation: at one time
during the Carter administration, for example, interest rates were in the low
double digits, approaching 21%. The country has also gone through periods
of high unemployment such as during the early 1980s of the Reagan admin-
istration, when fewer persons than expected had contributed monies into
social security trust funds, and had retired or claimed disability insurance.
These cycles are factors which also affect the flow of monies into the social
security trust funds and cause them to suffer financial shortfalls. Another
major cause stems from 1972 when Congress enacted a cost-of-living adjust-
ment to raise social security benefits automatically as the consumer price
index increases. Thus, when inflation is high, social security benefits have
been automatically increased to a greater extent than had been projected at
the time when Medicare was enacted. In the past, changing economic and
demographic assumptions that were made in forecasting the long-term pro-
jections of the social security program turned out to be wrong in regard to
fertility and mortality rates in our society as well as the annual percentage
increases both in the consumer price index and in average wages.'®
Consequently, because of external economic forces beyond the capability of
our government to manage or foresee, the American public has had to assume
a greater financial burden to protect itself and its future generations from the
financial ravages accompanying aging. These can be expressed, for example,
in an individual’s need for disability income or the need for financial assis-
tance under the Medicare program.

Health insurance

Today, the costs of health care have jumped so high that other groups are
beginning to demand the kind of protection which programs such as Medicare
provide the elderly. For example, by 2004 some New Jersey hospitals had
daily room charges exceeding $5000. An appendectomy in California, includ-
ing about 2 days in hospital, had an average list of charges of $18000.
Nationally, federal data showed that the median charge for treating a heart
attack was more than $20 000.'* With hospital charges this high, even the
relatively affluent can have their savings and other assets wiped out by a single
catastrophic or chronic illness. As the costs of health care soar, large gaps still
exist in health insurance coverage. Private insurers have difficulty in keeping
up with rising service charges as they attempt to cover needed services. As
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additional benefits are provided, the costs of insurance are inflated even more.
Increasingly, requests by health insurers from state insurance commissions for
rate increases are meeting more and more resistance. In fact, some decisions as
to the relevancy of such increases are being brought into courts of law for
review. As a result, health insurance prepayment plans, commercial insurance
companies, and some state governments are beginning to support the concept
of a federal national health insurance mechanism to replace, wholly or par-
tially, private health insurance programs.

Today, the working population is not only confronted by escalating pri-
vate health insurance rates, but is also faced with:

e Increased state and local taxes to pay for Medicaid

e More and more of employees’ federal tax dollar going to the federal
share of Medicaid and Medicare costs

e More out-of-pocket costs to cover employees’ coinsurance portion of
higher and higher medical charges

e More out-of pocket costs for rapidly rising charges for largely
uninsured health services such as dental care when the dentist is not
a member of the plan and does not accept its reimbursement schedule
as payment in full.

Besieged with all these demands and with so many separate health insurance
plans, how can individuals determine which plans offer adequate coverage,
which is commensurate with their earnings, and which meets their particular
needs? This is especially true since private health insurance does not provide
complete coverage. Although private health insurers often cite the extensive-
ness of their coverage and the fact that the number of insured persons is
constantly growing, it is important to bear in mind the limitations of the
coverage. Large categories of medical expenses such as out-of-hospital phy-
sician office visits or out-of-hospital prescription drugs and dental care are
still excluded from many basic health insurance policies, unlike their inclu-
sion, for example, in major medical insurance.

As an example, let us illustrate why a physician’s out-of-hospital office
visit is not usually covered by private health insurance policies. If nonhos-
pital visits to a physician’s office were to be covered by private health
insurance, insurers believe this might encourage patients to see their doctor
for all kinds of ailments and complaints for which the patient would not
ordinarily make an appointment. Such a result is feared because another
party, the private health insurer, would be paying the bill. It would mean that
the health insurer would have to process even more claims than at present.
These administrative costs, in addition to physician payments, would cause
an increase in the costs of health insurance premiums. Thus, by not providing
out-of-hospital coverage for physician office visits, the insurers believe a
deterrent is created. Patients will only visit a doctor’s office when they feel
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it is medically necessary since the patients themselves must pay for the visit.
Unfortunately, if a doctor must perform a procedure which can easily be
carried out in the doctor’s office, but is only covered by the patient’s health
insurance policy when it is performed in a hospital, then the physician may
admit the patient to the hospital so that the patient will not have to pay for
the cost of the procedure. This situation adds to the cost of hospital care
which is reflected in the increasing cost of health insurance which the insurer
charges the consumer. So the question arises, can these hospital costs be
reduced by providing coverage for nonhospital ‘ambulatory’ visits to a
physician’s office? There is no definitive answer. Tentative evidence from
health maintenance organizations seems to indicate that such a benefit would
reduce the cost of hospitalization. However, the private insurance industry
has not introduced such coverage on a broad population basis. Thus, no one
knows whether patients will visit their physicians for minor ailments and
thereby overburden the physician’s office, consequently increasing the cost
of health care.

Meanwhile, the costs of hospital care continue to rise and efforts to
control their increases seem difficult. Needless to say, this kind of policy
exclusion becomes even more critical at a time of inflationary medical care
prices. And the situation is many times worse for the poor, minorities, the
itinerant, and the self-employed. These groups are in the outer fringes of the
health care system, not only in terms of health insurance protection, but
also in terms of their accessibility to and availability of health care services
(Figure 3.1).

Percent of adults ages 19-64 reporting the following problems
in past year because of cost:
M@ Insured all year O Insured now, time uninsured in past year O Uninsured now
75
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>0 39 43 39 44
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Did notfill a Did not see Skipped Had medical Any of the four
prescription  specialist when  medical test, problem, did access
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follow-up or clinic

Figure 3.1 Lacking health insurance for any period threatens access to care. Source: Collins
SR, Davis K, Doty MM et al. Gaps in Health Insurance: An All-American Problem. The Commonwealth
Fund, April 2006. Reprinted with permission of the Commonwealth Fund, New York, NY and as cited
at: http://www.commonwealthfund.org/chartcartcharts/chartcartcharts_show.htm?doc_id=526.
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In fact, it is estimated that in 2007 at least 47 million persons in the USA
did not have any health insurance coverage. And these socioeconomic condi-
tions do have consequences, as the following case illustrates. In February
1978 a jury in Florida, which was urged by the plaintiff’s attorney to return
a judgment that would serve as a warning to the medical field, awarded
$950 000 to the heir of a meningitis victim. The prospective patient died after
she was turned away from one hospital and sent to another because of her
poverty. An extreme example, perhaps, but the event did take place within the
US health care system.

Medicaid and Medicare

Although the government, principally through Medicare and Medicaid, has
ventured into paying some of the medical bills of those least able to pay — the
elderly and the poor — many problems remain for those groups in terms of
obtaining the quality of care they seek. The Centers for Medicare and Medicaid
Services administers Medicare, Medicaid, and SCHIP. Together, these three
public programs financed $567 billion in health care services in 2003 — one-
third of the nation’s total health care bill and almost three-quarters of public
spending in health care.® Since their enactment, both Medicare and Medicaid
have been subject to numerous legislative and administrative changes that are
designed to improve the provision of health care services to our nation’s aged,
disabled, and disadvantaged. One effect of the increasing expenditures that are
seen in Medicare is reflected in its monthly premium costs. In 1966, the first
year of its operation, beneficiaries paid about $3.00 per month. By January
2009, the cost was almost $100 per month as total Medicare spending
increased to $401.3 billion. Its acceleration of 18.7% compared to 9.3% in
2005 was due, in large part, to the introduction of Part D, which provides
beneficiaries with coverage for prescription drugs. On the other hand,
Medicaid spending in 2006 declined for the first time since Medicaid began,
falling 0.9% to $308.6 billion, partly because Part D shifted drug coverage for
dual eligibles (persons eligible for both Medicaid and Medicare programs) from
Medicaid into Medicare as well as because of continued cost containment
efforts by the states and slower Medicaid enrollment growth, due to more
restrictive eligibility criteria and a stronger economy at the time.>!'”!”
Medicare has traditionally consisted of two parts: hospital insurance (Part
A) and supplementary insurance (Part B). A third part of Medicare, sometimes
known as Part C, is the Medicare Advantage program (managed care) and
was originally established as the Medicare + Choice program by the Balanced
Budget Act of 1997 (PL 105-330), and subsequently renamed and modified by
the Medicare Prescription Drug, Improvement, and Modernization Act of
2003 (PL 108-173). The Medicare Advantage program expands beneficiaries’
options for participation in private-sector health care plans. When Medicare



64 | Health Economics

began on July 1, 1966, about 19 million people enrolled. In 2005, more than
42 million were enrolled in one or both of Parts A and B of the Medicare
program and about 5 million of them had chosen to participate in the
Medicare Advantage plans.® In 1965, when Medicare became law, Con-
gress built Medicare on the foundation of private health insurance plans’
payment methods. As Medicare costs escalated faster than had been pre-
dicted, the search began for ways to control its payments to providers. Over
the years, the Medicare Part A providers — hospitals, skilled nursing homes,
and home health agencies — were all moved from reimbursement based on the
provider’s costs to costs subject to PPS. Part B payments for ambulatory
services also moved from a system based on a provider’s charges to fee
schedules for certain providers, a relative value scale for physicians, as al-
ready noted, and an outpatient PPS for hospitals.

While Medicare (Title XVIII of the Social Security law) received most of
the congressional attention at its enactment and for much of the ensuing
decades, Medicaid (Title XIX of the Social Security law) was not created
out of whimsy as a complement to Medicare in 1965. It was built on the
foundation of two earlier pieces of legislation in 1950: a state-based vendor
payment program which was established to cover people on welfare, and in
1960 the extension of this program to cover indigent elderly who were not on
welfare, but couldn’t afford to pay their medical bills (the ‘medical needy’).
While some may consider that Medicaid was just an afterthought at the time
of its establishment, as already noted, the program has become even larger
than Medicare, which no one in 1965 could have foreseen. Medicaid is now
the nation’s largest health program. By 2003, it covered one in four children,
one in three pregnant women, and nearly one in five Medicare beneficiaries
who, without this program, could very well join the ranks of the nation’s
uninsured population.'”

Since its enactment, Medicaid has expanded in scope, as has its expendi-
tures. As examples, in 1967, an early and periodic screening, diagnosis, and
treatment (EPSDT) comprehensive health services benefit for all Medicaid
children under 21 was established. In 1972 Medicaid eligibility for elderly,
blind, and disabled residents of a state could be linked to eligibility for the
newly enacted federal supplemental security income (SSI) program. SSI is a
federally funded needs-based disability program for adults and children; it
provides monthly cash benefits, and, in most states, automatic Medicaid
eligibility. In 1981, states were required to provide additional payments
to hospitals treating a disproportionate share of low-income patients
(i.e., disproportionate-share hospitals or DSH). In 1986 Medicaid’s coverage
for pregnant women and infants (up to 1 year of age) to 100% of the federal
poverty level (FPL) was established as a state option. In 1988 Medicaid
coverage for pregnant women and infants to 100% FPL was mandated,
expanded again, and mandated in 1989 to pregnant women and children
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under age 6 to 133% FPL; and in 1990 phased-in Medicaid coverage for ages
6-18 under 100% FPL was established. In 1988, special eligibility rules were
established for institutionalized persons whose spouses remained in the com-
munity to prevent ‘spousal impoverishment.” In 1997 new Medicaid man-
aged care options and requirements were established. In 2000, the Benefits
Improvement and Protection Act (BIPA) created a new Medicaid PPS for
federally qualified health centers and rural health clinics. Since 2003, under
the Medicare Prescription Drug Improvement and Modernization Act,
Medicare beneficiaries who also receive Medicaid benefits receive their drug
benefits through Medicare.

The escalation of costs in Medicare and Medicaid is quite a serious prob-
lem (Figure 3.2). Unless solutions are forthcoming, whether the costs are
considered on an individual beneficiary basis or in the aggregate for the nation
as a whole, even programs as publicly spirited and publicly minded as
Medicare and Medicaid may become too expensive for those in our society
who need it the most and can afford to do without it the least.

While the federal government and the states share proportionately in
Medicaid funding, the more monies a state spends on Medicaid, the less
monies a state has to fund other public services such as education, transpor-
tation, and other services that are vital for all its residents. This is one way in
which inflationary health care costs eat away at the very fabric of our well-
being and standard of living. This is especially true for those who, like the
elderly, must live mostly on fixed incomes and cannot cope with inflationary
pressures which affect the quality and status of their personal health.
Regardless of age, people become sick in good times and bad. An unemployed
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Figure 3.2 Growth in Medicare expenditures, 1970-2015. Note: Figures for 2010 and 2015
are projected. Source: The Commonwealth Fund. Data from 2006 Medicare Trustees Report.
Reprinted with permission of The Commonwealth Fund, New York, NY and as cited at:
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worker can defer the purchase of a digital camera, but he cannot defer an
appendectomy if his appendix bursts. Moreover, many Americans have come
to regard health care as a necessity, not as an optional expense. As more and
more of post World War II baby boomers become eligible to be covered by
Medicare, for example, the program’s costs will continue to increase, putting
pressure on the federal government to increase its spending and require more
and more out-of-pocket costs by the program’s beneficiaries at a time in their
lives when their personal income is not as great as in the preretirement or
working years (Figure 3.3) unless, like the state of Oregon and its health plan
in 1994, the federal and state government devise plans to ration medical care
in order to try and control program expenditures.

Some kind of resolution to this problem is needed that is equitable not only
to those who expend the program’s monies but also to those who require the
care and health service those expenditures purchase.

Manpower

Today, the demand for health services, which far exceeds the supply of
manpower, is another of the factors influencing the rising costs of health
care. Yet, there is a debate as to whether there is an oversupply of physicians
in the USA. Some policy experts believe that when the number of physicians
is increased, for example, this situation is potentially cost-enhancing. In
fact, in 1977 Robert Derzon, then administrator of the HCFA that was
responsible for the Medicare and Medicaid programs and now renamed the
Centers for Medicare and Medicaid Services, stated that ‘over a lifetime a
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Figure 3.3  Average out-of-pocket health care spending, for all Medicare beneficiaries aged 65
and up. *Projected costs assume an annual 5.1% inflation rate. Source: Fishman E, Tamang S, Shea D
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doctor will add more than $9 million to health care spending.’*® This is
because great numbers of physicians can generate higher rates of utilization
and higher total expenditures for health. By tradition, the physician is the
centerpiece of the health care system. The physician has the principal role in
the delivery of medical care, whether it is delivered in the hospital or in an
office or community-based setting. The physician has the ultimate respon-
sibility for the accurate diagnosis and treatment for diseases. When a
patient visits a physician, it is the doctor who decides when the patient
returns, what medical services or medical specialties the patient requires,
what drugs the patient needs, and whether hospitalization or another kind
of institutionalization is necessary and for how long. In addition, the phy-
sician often supervises other health care personnel, frequently is the focus of
reimbursement under health insurance plans, and contributes to the formu-
lation of our national health policies. All these factors influence the rising
costs of health care.

Yet, while there is a debate whether there is an oversupply of physicians
nationally, a shortage of physicians continues to persist in rural areas of the
USA. In fact, as of 2005, about 20% of the US population —about 60 million
people — lived in rural areas spread over 80% of the country. In counties
with a population of less than 10 000 there are far fewer doctors per capita
than in urban/suburban areas.*""** According to the National Health Service
Corps, the shortage of doctors in rural America has led the federal govern-
ment to designate such areas as health professional shortage areas (HPSAs)
and, according to the US Office of Rural Health Policy, 10% of doctors live
in rural areas.”® Aging rural physicians, declining interest among recent
medical graduates to practice in primary care (internal medicine, general
and family practice, pediatrics) and in rural areas, and increases in the
number of women in medicine (who are less likely to practice in rural areas)
all contribute to a bleak outlook for the rural physician workforce. The
Bureau of Health Professions estimates that annually 3400 physicians are
needed to eliminate the most desperate needs in nonmetropolitan HPSAs
and 7000 physicians annually to meet reasonable workforce targets.”* But,
overall, as of 1999 the USA had 29.1 active physicians (doctors of medicine
and doctors of osteopathy) for each of its 10 000 population. By 2004 the US
National Center for Health Statistics stated there were only 24 active,
nonfederal patient care physicians per 10000 population. According to
the American Medical Association, as of 2000, there were an estimated
813770 physicians in the USA. Of this number about 473431 were in
office-based practice and 157032 in hospital-based patient care. Almost
one-third practiced as either primary care generalists (33.7%) or a much
smaller number as primary care specialists (6.4%). Again, according to the
US National Center for Health Statistics, in 2004 there were 707 380 active
nonfederal, patient care physicians in the USA.'"*°
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The reason for the debate about the supply of physicians in the USA is that
since the 1980s the American Medical Association and other industry orga-
nizations have predicted a surplus of physicians and worked to limit the
number of new doctors. In 1994, the Journal of the American Medical
Association predicted that there would be a surplus of 165000 physicians
by 2000.%® Then, in 2005 and 2006 two national reports altered these pre-
dictions. In January 2005, the Council on Graduate Medical Education
(COGME), a group Congress created to recommend how many doctors the
country needs, released its 186th report, Physician Workforce Policy Guide-
lines for the United States, 2000-2020, recommending an annual increase
of 3000 medical school graduates by 2015 in order to meet rising demand and
need. Only under the most optimistic of various supply-and-demand scenar-
ios outlined in the report would the nation have an adequate supply to meet
demand in the year 2020. While the midpoint of projected scenarios outlined
in the report is used, the net result is a projected shortage of 85 000 physicians
by 2020 or almost 10% of the number of physicians that the American
Medical Association enumerated in 2000.%” In 2006, the US Department of
Health and Human Services, through its agency, the Health Resources and
Services Administration (HRSA), released a report projecting a shortfall of
approximately 55 000 physicians in 2020 if current trends continue to persist.
The full-time equivalent of physician supply is projected to increase to
866400 by 2020, while demand for physicians will increase to 921 500 due
to the growth and aging of the US population.*®

According to Richard Cooper, director of the Health Policy Institute at the
Medical College of Wisconsin, there was a dramatic expansion in the number
of new physicians being trained in the 1960s and 1970s, with two new
physicians being created for every one who retired, and the graduation of
new physicians has changed little since 1985. By 20135, the physicians licensed
in the 1960s, 1970s, and 1980s will retire in large numbers and that will
outstrip in large numbers the 25 000 physicians produced each year.?® Unlike
many professions like engineers, the marketplace does not determine how
many physicians the nation has. This number is heavily influenced by the
physicians themselves as well as others. For example, Congress controls the
supply of physicians by how much federal funding it provides for medical
residencies — the graduate training all physicians require. Medicare has an
influence on physician supply because it reimburses hospitals for the cost of
training physicians. By 2005 Medicare was already spending about 3% of its
budget training physicians and may not have the resources to spend more,
given the financial pressures it faces in future years to pay for the care of its
beneficiaries. And very worrisome is the fact that the retirement of baby boom
doctors means the number of doctors will be declining just as the first of the
baby boomers become 70 in 2016. To make matters worse the USA stopped
opening medical schools in the 1980s because of the predicted surplus of
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doctors. In February 2005 the Association of American Medical Colleges
reversed this policy by recommending the number of medical schools be
increased by 15%. Some worry that more doctors will drive up the costs of
medical care, not make it cheaper and more accessible, because physicians can
order more tests, more procedures, and more drugs, without improving the
nation’s health. They say doctors can create their own demand and an abun-
dance of doctors does not necessarily mean the system is more efficient.
Others believe that it is sickness, not doctors, that drives medical costs.?®

But, as another example of manpower problems, it is not only physicians
who are in short supply but also other health professionals like nurses and
pharmacists who dispense the medications the physician prescribes and whose
need will also rise. In regard to nurses, experts state that an estimated 116 000
registered nurse positions were unfilled in US hospitals in 2009 and nearly
100 000 jobs go vacant in nursing homes. One of the major reasons for the US
nursing shortage is that there isn’t a large enough pool of faculty at nursing
colleges to expand nursing enrollment since nurses with a graduate degree,
which is needed to teach, can earn more as a practicing nurse. Insofar as
pharmacists are concerned, according to the US Department of Labor,
employment of pharmacists is expected to increase by 22% between 2006
and 2016, from 243 000 to 296 000, which is much faster than the average for
all occupations which the Department measures.

The increasing numbers of middle-aged and elderly people who use more
prescription drugs than younger people will continue to increase the demand
for pharmacists throughout the projection period, as already noted. Other
factors likely to increase the demand for pharmacists include scientific
advances that will make more drug products available as well as the coverage
of prescription drugs by a greater number of health insurance plans and
Medicare. As the use of prescription drugs increases, the demand for phar-
macists will increase in most practice settings, such as community pharmacies,
hospital pharmacies, and mail-order pharmacies. As the population becomes
older, assisted-living facilities and home care organizations should witness
especially rapid growth. Demand will also increase as cost-conscious insurers,
in an attempt to improve preventive care, use pharmacists in areas such as
patient education and vaccination administration. Demand is also increasing
in managed care organizations where pharmacists analyze trends and patterns
in the use of medication use, and in pharmacoeconomics, the cost and benefit
analysis of different drug therapies. New jobs are being created in disease
management — the development of new methods for curing and controlling
disease — and in sales and marketing. Rapid growth is also expected in phar-
macy economics — the use of technology to improve patient care.?”°

Whatever the answers are in terms of manpower problems, perhaps they
were answered in 1969 by a distinguished Presidential Commission, the
National Advisory Commission on Health Manpower. It found that the
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inadequacies in health manpower could not be successfully tackled outside
reform of the institutional framework within which the manpower is utilized.
The Commission reported:

There is a crisis in American health care . .. the crisis, however, is not
simply one of numbers. It is that substantially increased numbers of
health manpower will be needed over time. But, if additional personnel
are employed in the present manner and within the present patterns
and systems of care, they will not avert or even perhaps alleviate the
crisis. Unless we improve the system through which health care is
provided, care will continue to become less satisfactory, even though
there are massive increases in costs and numbers of personnel ...
Medicine has participated in the general explosion of science and
technology, and processes cures and preventives that could not have
been predicted even a decade ago. But the organization of health
sciences has not kept pace with advances in medical science or with
changes in society itself. Medical care in the United States is more a
collection of bits and pieces (with over-lapping, duplication, great
gaps, high costs, and wasted effort) than an integrated system in
which needs and efforts are closely related.®!

Similarly, Walter McNerney, former president of the Blue Cross and Blue
Shield Association, stated: ‘we would get more bang for the buck if we put
relatively more emphasis on organization, financing, and design of the health
system than simply producing professional manpower. In short, we are faced
with an economic problem of organization.”!

Resolving the health care crisis

Recognizing the need for resolving the many health care problems which beset
the nation, the federal government since the 1970s has enacted many laws to
protect individuals against, and curb, the rising costs of health care. In the
1970s these included professional standards review organizations in 1972,
health maintenance organizations in 1973, and health planning agencies in
1974; the Consolidated Omnibus Budget Reconciliation Act of 1986, the
Health Insurance Portability and Accountability Act of 1996, part of which
dealt with combating fraud and abuse in health care, and by the beginning of
the 21st century there were health savings accounts for individuals and health
reimbursement accounts (HRAs) for employers. Even on the state level, com-
missions have been established by law to control hospital costs and to have
rate-making authority for various public programs within their jurisdiction.
Some of the states include Massachusetts and Maryland. According to some
critics, the establishment of rate-setting commissions reaches the heart of the
health care cost issue — the basic philosophy of maintaining the traditional
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free-enterprise system of American health care versus total government reg-
ulation, whether this control emanates from federal or state governments.
This issue underlies today’s health problems because some groups feel the
conditions which led to the regulation of other industries now exist in the
health care field. It is their contention that America’s medical system is not
competitive; not all hospitals are operated for profit and have little incentive
to keep prices down; and that there is little price competition among physi-
cians. In fact Joseph A. Califano, former Secretary of Health, Education, and
Welfare during the presidency of Jimmy Carter, in 1977 was quite specific in
his analysis of the noncompetitiveness of the health care field:

e The patient may select his family doctor ... but he does not select the
services he is told he needs.

e The physician is the central decision-maker for more than 70% of health
care services.

e Ninety Percent of the hospital bills are paid by third parties.

e  Most public and private benefit packages are heavily biased toward
expensive in-patient care.

e The availability of price and quality information keeps patients
dependent on the decisions of the health care provider whose financial
well-being is determined by the prices charged.

e The ability to restrict access to competitors — hospital credential
committees that can deny or delay privileges to health maintenance

organizations, for example — provides special layers of market control.**

Secretary Califano concluded that ‘doctors, hospitals, pharmaceutical com-
panies — all inhabitants of this noncompetitive, free-spending, third-party
world —act exactly as the incentives motivate them to act: conscious of quality
but insensitive to cost. As a result, health care resources are neither well
distributed nor efficiently organized.’>>

Reinforcing Secretary Califano’s view of the lack of competition in health
care industry is Senator Edward M. Kennedy (D-MA), who has said:

I start from the belief that health care is not like most other industries
where free market competition operates. The consumer is not, and
cannot be, fully informed. Risk of illness is randomly distributed,
and risk of the cost of health care is not uniformly borne by the
population. The economic injunction that more is better does not
work well in health care; more may be detrimental to health. Too
many surgeons in an area, competing with each other, produce more
and more surgery and higher and higher fees, not lower ones. Too
many hospital beds in a community mean too much hospitalization,
not lower rates. Too many insurance companies in an area mean not
better competition with premium prices, but higher premiums because
no one insurer can control the costs of the system. >’
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In other words, the present character of the health care system fosters the
direct opposite of competition.

In order to avoid a direct confrontation on this issue, many groups are
seeking alternatives. One such approach is increasing consumer involvement
in purchasing protection against the costs of health care. Proponents of new
‘consumer-driven’ health plans believe that greater price transparency would
make consumers more sensitive to the costs of health care and wiser buyers
and thus save consumers and employers money. One of the major forms
currently available is the tax-favored HRA, to which employers contribute
funds that are managed by the employee to spend on primary care as the
employee wishes. Once the account is used up, a catastrophic health insurance
plan begins paying for at least a portion of the expenses beyond a high annual
deductible (a part of which an employee may have to pay out of his/her own
pocket, depending upon how much money is in the employee’s HRA). Those
who criticize such plans are concerned about the potential impact that the
higher cost sharing would have on lower-income people and about the poten-
tial for these new arrangements to be used far more by healthy people, shifting
sicker groups to more expensive forms of insurance, and the risk that patients
will not obtain important health services, especially preventive and primary
care services, in order to keep money in their accounts. While mostly prevalent
in the private sector, elements of consumer-directed plans, called health
opportunity accounts and established by the Deficit Reduction Act of 2005
(PL 109-171), have been entering various state Medicaid programs as well.

Another solution has been government regulation. Some health experts
have proposed more government regulation of the health care field, using
Medicare as an example of a government program that in their opinion has
been successful in controlling per-capita spending over its history. They warn
that market-based approaches combined with individual financial responsi-
bility as in consumer-driven plans can be disadvantageous to those whose
financial resources are limited and, thus, present barriers to their receiving
needed health care services. Promoters of a single-payer system administered
by the federal government, similar to Medicare, cite significantly lower
administrative costs in other such systems and argue that industry profits
would have less of a role in rising prices. Critics of such government regula-
tion state that such regulation stifles innovation and that market-based
approaches are most cost-effective and will give consumers a broader range
of choices.

Another approach is improving quality and efficiency. A number of initia-
tives are being undertaken in the USA that seek to make the health care system
more efficient and higher-quality, and, thus, more cost-effective. Disease
management seeks to improve and streamline the treatment regimen for
certain common, chronic health conditions. Bulk purchasing of medications,
like the Veterans Administration system, has been proposed for the State



The high costs of health care: the reasons why | 73

Pharmaceutical Assistance Programs. Greater use of technology, such as
electronic medical records, is also being researched in several demonstration
projects around the country to determine its potential to share information
more efficiently and reduce overhead costs.>*

Consequently, what is seen today is a variety of proposals and experi-
ments, advanced by public and private groups to resolve the problems which
have brought the present system to its current state. Some of these actions
embrace concepts of control by the private sector, quasi-public controls, while
others imply total government controls. The question arises as to what kind of
future lies ahead for American society with respect to a system which must
continue to meet the health care needs of an ever-growing population.

The future

Despite the many problems which beset this nation today, the future resolu-
tion of these issues can be considered optimistically. Society is aware of the
problems, is debating the most feasible solutions for them, and realizes that in
health care, whether in the medical or environmental sense, what is at stake is
the survival of society itself. Polls in 2008 indicated that health care ranks as
one of the foremost concerns of the American people along with the state of
the general economy, energy, and foreign conflicts. Thus, looking into the
future, it may not be too long until this nation will have a national health
insurance program in which all of its population, generally, will be protected
against the costs and incidence of ill health. More states may follow the model
of Massachusetts which, on April 4, 2006, became the first state in the nation
to pass a comprehensive law that requires every resident of Massachusetts to
have health insurance, and to be insured by July 1, 2007, either by purchasing
insurance premiums directly or by obtaining it through their employers, with
the poor being offered free or heavily subsidized health insurance coverage.
Managed care will continue to expand, being stimulated by both public
financing and the support of the private insurance industry, as ways are
sought to reduce costs and bring a greater efficiency and coordination into
the health care system.

Alternatives to hospital care, such as home care services, will continue to
increase. Emphasis will be on the continuing development of institutions such
as extended care facilities, assisted-living facilities and outpatient or ambula-
tory clinics, with walk-in clinics in retail stores gaining in popularity.
Community health centers and community mental health centers will still
serve and reach those who require but cannot find health services. These
are not all the changes which will occur, nor will this system suddenly be
developed. As some examples of the many problems this nation confronts
today in the health care arena, the maldistribution or physician shortage in
rural and inner-city areas must be corrected; Medicare financing in the next
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several decades and beyond of an increasing elderly population whose life
expectancy is increasing must be resolved; and many millions of uninsured
Americans must be covered against the costs of ill health. Health care, both in
concept and practice, is an evolutionary process. But the public conscience
that health care is a right and not a privilege has been awakened. An enlarging
society demands that this basic right be applied in fact rather than in theory.
Individuals now find themselves affected by health care problems, whether it
be in requiring assistance in the payment of bills or the purchase of insurance
they cannot afford, or the elimination of deteriorating environmental condi-
tions which lead to ill health, or obtaining medical assistance when needed
rather than when the first opportunity is available to receive it. If the present
battle for maintaining this society in as good a state of health as possible is
lost, either in the physical or environmental sense, then society will have lost
the basic element for its future existence, namely, that of a healthful life itself.
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Physician care

Introduction

By tradition, the medical profession is the centerpiece of the health care
system. It has a principal role in the delivery of medical care, whether it is
delivered in a hospital, an office, or a community-based setting. It has the final
responsibility for accurate diagnosis and treatment of disease. When a patient
visits a physician, it is the doctor who decides when the patient returns, what
other medical services or medical specialists the patient requires, what drugs
the patient needs, whether hospitalization or another kind of institutional-
ization is necessary, and for how long. In addition, the physician often super-
vises other health care personnel, frequently is the focus of reimbursement
under health insurance plans, and contributes to the formulation of our
national health policies.

As of 1999, the USA had 29.1 active physicians (doctors of medicine and
doctors of osteopathy) for each 10 000 population. According to the American
Medical Association, as of 2000 there were an estimated 813 770 physicians
in the USA.! Of this number there were about 473 431 in office-based practice
and 157032 in hospital-based patient care. Almost one-third practiced as a
primary care generalist (33.7%) and a much smaller number as a primary care
specialist (6.4%). By 2004, according to the US National Center for Health
Statistics there were 24 active, nonfederal patient care physicians per 10 000
population, whose numbers totaled 707 380.

The largest number of physicians practiced internal medicine, followed by
family practice.® Yet, millions of Americans live in communities that still lack
a doctor. In fact, as of 20035, one-fifth of the US population — about 60 million
persons — lived in rural areas spread over 80% of the country. In counties with
a population of less than 10 000 there were far fewer doctors per capita than in
urban and rural areas.*® According to the National Health Service Corps, the
shortage of doctors in rural America has led the federal government to des-
ignate such areas as health professional shortage areas and, according to the
US Office of Rural Health Policy, 10% of doctors live in rural areas.’*®

The American physician in today’s ever-changing health care system faces
a variety of problems that affect the economics of health care as well as the
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quality of care Americans receive. Some of these include medical malpractice
insurance, methods of physician reimbursement, shortages of physician man-
power, managed care, and other issues. So let us look at some of these issues
that the medical profession currently confronts and how they affect the cost of
care throughout the health care system.

Manpower

The American health care system faces a potential shortage of physicians at a
time when millions of baby boomers are about to reach retirement age and
seek more medical care for illnesses that the aging process brings on. Some
experts state that the country needs to train 3000, others say 7000, and still
others state up to 10 000 more physicians each year — an increase from the
present 25 000 — to meet the increasing needs of an aging, wealthy nation.
Because the training of a physician can take 10 years, the USA is expected to
have a shortage of 85000 and some authorities claim up to 200 000 physi-
cians in 2020 unless action is taken in the near future.” This situation is in
direct contrast to predictions that were being made at the end of the 20th
century. In 1994, the Journal of the American Medical Association predicted a
surplus of 165 000 doctors by 2000.” It is predicted that unless the USA begins
to train more medical students soon, the supply of physicians will begin to
decrease around 2015, when doctors from the baby boom generation begin to
retire from active practice. The Council on Graduate Medical Education, a
group Congress created to recommend the number of physicians the nation
needs, and its predecessor organization have been very important since the
1980s in efforts to restrict, rather than increase, the supply of physicians. Now
the Council has altered its policy and recommends that 3000 more doctors a
year be trained in US medical schools by 2015. In the 1960s and 1970s the
USA dramatically expanded the number of doctors being trained, creating
two new physicians for every doctor who retired, but the production of new
doctors has not varied greatly since 1985. Today, new physicians approxi-
mately equal the number of physicians who are retiring. However, by 2015 or
2016 the baby boom physicians who were licensed in the 1960s, 1970s, and
1980s will begin retiring in numbers that will exceed the 25 000 new doctors
presently produced every year, as already noted. In addition, because doctors
work shorter hours today, the effective number of doctors who are available
to provide care will decline even more.

The number of physicians a nation produces is not like the workforce
marketplace that produces other kinds of professionals. The number of doc-
tors available to the nation is a political decision in which doctors have a very
great influence in terms of the ultimate decision. It is the US Congress that
controls the supply of physicians by how much federal funding it provides for
medical residencies — the graduate training that is required of doctors. To
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become a physician, students attend medical school for 4 years, do an intern-
ship, and then for those who wish more training, up to 7 years training as
residents, treating patients under supervision at a hospital. Residents worked
long hours for $35 000-$50 000 a year in 2005. Even doctors trained in other
countries must serve medical residencies in the USA to practice here.

Medicare, which pays for the health care services of the elderly, also has an
influence in controlling the supply of physicians because it reimburses hospi-
tals for the cost of training doctors. In 1997, to save money and prevent an
oversupply of physicians, Congress placed a limit on the number of residents
for which Medicare will pay and set the limit at 80 000 residents a year. But,
Medicare is going to face tremendous economic pressures in the future as baby
boomers are added to its current rolls and the number of those in the work-
force under age 65 who will be supporting an ever-increasing number of the
elderly declines. By 2005, Medicare was already spending 3% of its budget
training physicians and may not have the resources to spend more. Another
20 000 residents are financed by the US Veterans Administration and Medi-
caid, the state—federal health care program for the poor. Teaching hospitals
also pay for a small number of residents without government assistance. The
US government spends about $11 billion annually on 100 000 medical resi-
dents or about $110 000 per resident. According to estimates of the Medicare
program, the portion of US income that is spent on health care has increased
from 8.8% in 1980 to 15.4% in 2004 and will reach 18.7% in 2014."

Even the demographic characteristics of the US medical profession have
contributed to the need for more physicians. Almost one-half of new physi-
cians are women and studies show they work an average of 25% fewer hours
than their male counterparts, according to Richard Cooper, director of the
Health Policy Institute at the Medical College of Wisconsin.” In addition,
physicians who are older than age 55 work about 15% less than younger
doctors, and medical residents have been limited to 80-hour weeks since
2003, ending decades of 100-plus-hour weeks. Even more of a concern is
the fact that the retirement of baby boom physicians means that the number of
doctors will begin declining just as the first baby boomers turns 70 in 2016,
according to Ed Salsberg, a workforce specialist at the Association of
American Medical Colleges.” Again, all these scenarios affect the availability
of health care services to the general population and the quality of services
they may be receiving. Worsening the shortage of physicians is the fact that the
USA stopped opening new medical schools in the 1980s because of the pre-
dicted surplus of physicians. However, in 2005 the Association of American
Medical Colleges recommended increasing the number of American medical
schools by 15%.

Because physicians are in short supply, they tend to locate where they wish
to live rather than where the greatest number of patients are. Especially in
short supply are the traditional old-fashioned specialists like general surgeons,
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radiologists, and anesthesiologists because the newer physicians prefer
cutting-edge medicine as in radiology where catheters are used to treat cancer
rather than traditional radiology. But not everyone agrees that there is a
physician shortage. Some medical policy specialists argue that the USA has
enough doctors but their distribution, as already noted, is poor. Some attri-
bute the poor distribution to the fact that doctors seek out higher-paying
practices — such as sports medicine — that serve the wealthy and the insured
at the expense of Medicare and others. Still others worry that if the nation acts
upon the belief that there is a shortage of doctors, the addition of more doctors
means that the costs of medical care will also rise, not make it less expensive
and more accessible.

Medical care does not follow the traditional rules of the economic mar-
ketplace. When the price of an airline ticket reaches an exorbitant amount for
what the consumer wishes to pay consumers have alternative substitutes such
as railroads, buses, and other modes of transportation if they do not wish to
pay that amount to fly. But in medicine, there really is no substitute for
medical treatment. The choice is to receive it or not receive it, accepting
whatever consequences may result from the latter choice. Thus, some believe
that additional physicians mean that the overall costs of medical care will
be greater because additional physicians will result in the ordering of more
medical tests, more procedures, and more drugs — without necessarily result-
ing in any improvement in the nation’s health. One of the reasons for higher
medical costs is that some experts state that doctors can create their own
demand and too many doctors may mean a less efficient system. Medicine has
been described as the only business where consumers visit a physician, do not
know before they visit or, perhaps, even understand the services they need to
buy when in the doctor’s presence, do not select the services they are purchas-
ing, and when they leave the physician’s office do not pay the whole cost of the
purchase, if any, but have someone else — a third party — pay the bill for thim.
This latter description is not unique to the profession of medicine. Similarly, in
the business model of the law clients also have the same lack of knowledge in
regard to that of the lawyer, the services needed, and bear the risk of a negative
outcome with no assurances guaranteed.

As examples, let us examine two important specialties, geriatricians and
primary care physicians. The USA has a shortage of geriatric care physicians.
One of the reasons is that salaries are lower in this field than for other
specialties. As of 2007, there were fewer than 7000 geriatricians in the coun-
try —one for about every 5000 people age 65 years or older — but, according to
experts, about 14 000 are needed to meet the demands of the elderly. And the
shortages are expected to worsen as baby boomers age and require the care of
these specialists. In addition, many medical schools have inadequate training
in geriatrics because they often have assumed that students will learn about
geriatrics by treating older patients on hospital rounds. As a result, some
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physicians do not understand the different needs of an elderly patient. With
the shortage expected to worsen, geriatricians may have to be reserved for
elderly persons with very complicated problems, while internists and family
practice physicians will continue to serve the rest of the elderly. Geriatricians
specialize in managing chronic medical conditions rather than in curing them.
For example, one of the keys to taking care of the elderly is a thorough
knowledge of drugs. Many older people take medications prescribed by dif-
ferent doctors, so geriatricians generally look for possibilities of what they can
do with fewer medications rather than constantly adding more. Sometimes
the best solution to a problem is no medicine at all. Most geriatric clinics
affiliated with hospital centers accept Medicare payments, while some geria-
tricians in private practice do not. According to some geriatricians, since
Medicare does not have a reimbursement code for geriatric assessments, most
payments to doctors represent a portion of their costs. Basically, what this
means is that, unlike many services that Medicare does cover, the program
does not have a specific amount of money that will pay a physician who
provides a geriatric assessment of the patient. Therefore, the payment the
physician receives from Medicare may not cover the costs the physician
assumes in providing this service. If the payment is less than the physician’s
expenses for such a service, a physician conceivably could decide not to
provide the service any more, to the detriment of a patient’s health.

As another example, according to the American Academy of Family
Physicians, the number of medical students selecting to practice internal
medicine is declining and more must be done to generate their interest. In
the winter of 2007, the New York chapter of the American College of
Physicians released a report that stated that 20% of third-year internal med-
icine residents in the USA planned to pursue careers in general internal med-
icine in 2005, compared with 54% in 1998.% In fact, by 2006, only 13% of
first-year residents in internal medicine stated that they intended to pursue a
career in general practice. Internal medicine, along with pediatrics and gen-
eral and family practice, constitutes primary care. By 2008 at least 56 million
Americans, almost one in five of the population, were ‘medically disen-
franchised,” having inadequate access to primary care physicians because of
a shortage in their areas — according to Access Denied, a county-by-county
study by the National Association of Community Health Centers and the
Robert Graham Center,” a research group that focuses on primary care.
Among Medicare beneficiaries, about 3% — more than 1.3 million people —
have difficulty in finding a new primary care physician, a government survey
found in 2007. One of the factors that distinguishes primary care physicians
from others is the fact that they are the first contact for the patient. They make
the initial health assessment and attempt to solve as many of the patient’s
health problems as possible. Moreover, they are responsible for coordinating
the remainder of the health care team who serve the patient (including
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consultants, when necessary) and provide continued contact with the patient
in acting as an adviser, confidant, and advocate. Yet, the stresses under which
primary care physicians practice in the USA are very great. They earn, on
average, about one-half or one-third of those doctors who practice in other
specialties, yet their work days are longer and the overhead of their medical
practice is higher. They must spend many hours on paperwork and telephone
calls to receive prior treatment authorization which insurance companies
demand - all of which reduces the amount of time they can spend with
individual patients, accepting as many patients as possible to remain in prac-
tice. All these factors make the practice of primary care medicine less attrac-
tive than other medical specialties which may be less demanding of a
physician’s time and effort, in addition to the fact that the costs of medical
education are so expensive that students feel they must specialize to pay back
their loans more quickly.

As a consequence of the previous factors, despite the large number of
physicians in this country, whether they are primary care physicians or other
specialists, access to medical care services, which varies among different
segments of our population, continues to be a basic problem. The shortage
of physicians in primary care as well as other specialties in a community, as
already noted, is not the only reason that affects access to medical care but
also there are other factors such as the distances patients must sometimes
travel to receive medical treatment and the lengthy time patients must wait
before receiving a medical appointment. In addition, many patients have little
or no access to the more specialized medical services they require because
accurate diagnoses and timely referrals do not always occur readily or soon
enough at the primary care levels. This situation may worsen in the future. In
November 2008, the Physicians Foundation, founded in 2003 as part of a
settlement in an antiracketeering lawsuit against physicians, medical socie-
ties, and the insurer Aetna, surveyed 270 000 primary care physicians and
50000 practicing specialists, of whom 12000 answered, which the group
felt was representative of doctors as a whole, with the survey having a 1%
margin of error. Eleven percent of the respondents said they plan to retire and
13% stated they plan to seek a job that removes them from active patient
care. Twenty percent said they will cut back on patients seen and 10% plan to
move to part-time work, a total percentage representing nearly one-half of
the physicians surveyed.'®!! All these access problems result from a physi-
cian shortage, whether it is due to actual numbers, a maldistribution of those
numbers, or a lack of student interest in a particular medical specialty.

More than two decades of accumulated evidence reveals that having a
primary care-based health system is important. People and countries with
adequate access to primary care realize a number of health and economic
benefits. These include reduced all-cause mortality as well as mortality caused
by cardiovascular and pulmonary diseases; less use of emergency departments
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and hospitals; better preventive care; better detection of breast cancer; and
reduced incidence and mortality caused by colon and cervical cancer. In
addition, there is evidence of efficiency in having a primary care system
including fewer tests, higher patient satisfaction, less medication use, and
lower care-related costs. There is also evidence of equity including reduced
health disparities, particularly for areas with the highest income inequality,
including improved vision, more complete immunization, better blood pres-
sure control, and better oral health.'* All these reasons and more are why the
decline in the number of primary care physicians must be reversed if the health
of the US population is to be maintained and improved.

Physician reimbursement

Now whether a physician practices as a solo practitioner, in a group prac-
tice, in a health maintenance organization (HMO), preferred provider orga-
nization (PPO), or accepts the formula by which Medicare calculates his/her
practice reimbursement, the manner in which the physician accepts payment
can affect the quality of health care the physician delivers and whether the
physician will accept someone as a patient at all. A good example is the Medi-
care program. As already noted, there is a shortage of primary care physicians
in the USA. One of the major reasons claimed is that Medicare’s payment
structure has made subspecialty practices much more financially lucrative for
physicians, which is one of the reasons why there is a decline in the number of
students who are deciding to practice as primary care physicians. As of 2007,
under Medicare, primary care physicians were paid far less than subspecialties
—about $82 per half-hour for evaluation and management services compared
to $683 per half-hour for cataract surgery by eye physician. According to
Dr. Kevin Grumbach,'?® professor and chair of the department of family and
community medicine at the University of California, San Francisco, the USA,
still suffers from a maldistribution of physicians and these shortages affect
rural areas and inner cities. Dr. Grumbach has noted that the supply of
subspecialties has not brought about lower costs and better outcomes —rather
the reverse has happened, in that higher costs have resulted and health out-
comes have fallen short of what primary care physicians achieve in the geo-
graphic areas. In contrast to subspecialties, authorities state that primary care
physicians contribute to a high quality of care and better health outcomes.
However, despite this fact of the benefits of primary care, in September 2008
the Journal of the American Medical Association published the results of a
2007 survey of almost 1200 fourth-year medical students which found that
only 2% planned to work in primary care internal medicine.'* The salary gap
between primary care physicians and other medical subspecialties such as
cardiology or gastroenterology may be one reason, given the huge amount
of debt medical students incur and must pay back (an average of about
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$140 000 in 2007 according to the Association of American Colleges) but the
paperwork, the demands of the chronically ill, and the need to bring work
home are among the other factors that are causing young physicians to spurn
careers in primary care.'>!?

For 25 years after Medicare became operational in 1966, the physician’s
payment under Medicare was based on a system of customary, prevailing,
and reasonable (CPR) charges. Between the mid-1970s and the mid-1980s,
the US government implemented a series of CPR cost controls. A few exam-
ples include price freezes, annual price increase limits, and price incentives
for primary care services and for improving beneficiary access to care.
More specifically, in 1975 these efforts included the institution of the Medi-
care Economic Index as a limit on increases in prevailing charges; in 1984 the
participating physician program began, providing incentives for physicians
to accept Medicare assignment; in 1987 the maximum allowable actual
charge limits began and restricted the amount nonparticipating program
physicians could charge Medicare (that is, physician who did not accept
Medicare fee assignment as payment in full); on April 1, 1988 the US
Congress instituted the reduction in prevailing charges for a group of over-
priced procedures such as hip replacement, coronary artery bypass graft,
cataract extraction, knee arthroscopy, pacemaker insertion, and carpal tun-
nel release; and in 1989 fee schedules were instituted for radiology and in
1990 for anesthesiology. More specifically, the major effect of the price
controls was to make permanent the basic pattern of Medicare prevailing
charges that existed in the early 1970s.

In the mid-1980s, physicians became increasingly dissatisfied with the
CPR concept. As a result, government policymakers considered several pay-
ment reform proposals, including replacing the CPR with a payment schedule
which is based on relative value scale. This scale is resource-based and is also
known as resource-based relative value scale (RBRVS). Prior to the passage of
the Omnibus Budget Reconciliation Act of 1989 and the effective date of
January 1, 1992, when Medicare’s Part B fee schedule became a reality,
physician payments under the Medicare program were made through a pay-
ment methodology based on the historical charges of physicians. Simply
stated, Medicare’s payment methodology until that date specified that the
allowed charge for a physician’s service is the lowest of the billed (submitted)
charge, the customary charge of the physician, or the prevailing charge in the
pricing locality. Customary-charge pricing screens were a major determinant
in Medicare’s establishment of reasonable prices for physician services.
According to the Omnibus Budget Reconciliation Act of 1980 (PL 96-499),
reasonable charges were determined by a fee schedule in effect on the date the
service was rendered rather than the date the Medicare claim for that service
was processed.
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When President George H. W. Bush signed into law the Omnibus Budget
Reconciliation Act of 1989, Medicare changed from the CPR to a RBRVS
schedule. Medicare and almost all HMOs presently use this system. The
RBRYVS is a system that determines how much money medical providers
should receive. RBRVS assigns to procedures which a physician or other
medical providers perform a relative value which is adjusted by geographic
region (so a procedure performed in Boston, Massachusetts is worth more
than a procedure performed in Raleigh, North Carolina). This value is then
multiplied by a fixed conversion factor, which changes annually, to determine
the payment amount. The new payment system separates into three parts the
resources that are required to produce physician services: physician work,
practice expenses, and malpractice insurance. A distinct relative value is
estimated for each of the components and the combined relative value is used
to calculate the fee schedule amount. Medicare pays the lesser of the actual
billed charge or the fee schedule amount. As an illustration, let us make up an
example. Let us say in the year 2007 that a generic 10 000 current procedural
terminology (CPT) code was worth 2.0 relative value units or RVUs. Adjusted
for a geographic area of Massachusetts, let us say it was worth slightly higher,
3.0 RVUs. Using a fictitious 2007 conversion of $40.00, Medicare paid
3 x $40.00 for each procedure performed or $120. Actually, most specialties
charge 200-400% of Medicare rates for their procedures and collected
between 50% and 80% of those charges, after contractual and other write-offs.

Beginning in 1991, the American Medical Association constantly updates
the RBRVS. Since the American Medical Association owns the copyright to
the CPT codes, a CPT editorial committee develops the procedure codes by
which physicians charge for their services. Another committee, the Relative
Value Update Committee (the RUC), determines the resource-based relative
value for each new code and revalues all existing codes once every 5 years.
Again, three distinct elements determine the RBRVS for each CPT code.
These include physician work (including physician’s time, mental effort,
technical skill, judgment, stress, and an amortization of the physician’s edu-
cation), the practice expense, and malpractice expenses. The RUC analyzes
each new code to determine a relative value by comparing the physician
work of the new code to the physician work involved in existing codes. The
practice expense, determined by the Practice Expense Review Committee, is
made up of the direct expenses related to supplies and nonphysician labor
used in providing the service, and the pro rata cost of equipment used. In
addition, there is an amount included for the indirect expense. In the devel-
opment of RBRVS the physician’s work, practice expense, and malpractice
expenses are included in the result. As noted, the calculation of the fee is
adjusted by geography but does not include adjustments for outcomes, qua-
lity of service, severity, or demand.
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In 1997 the Balanced Budget Act established the sustainable growth rate
(SGR) system to control Medicare physician spending. The SGR system limits
the amount by which total physician spending is permitted to grow each year
by establishing annual spending targets."® For fee-for-service physician pay-
ment Medicare assigns each type of service an RVU, and multiplies this RVU
by a monetary conversion factor to arrive at the Medicare-approved fee for
each type of service. By adjusting the conversion factor, Congress can manip-
ulate total Medicare physician expenditures on an annual basis. The SGR
policy requires Congress to keep the increase in total physician expenditures
within the target range of spending. Each year, if the total amount of money
that a physician bills to Medicare exceeds the SGR target, Congress is sup-
posed to reduce the conversion factor for the following year to keep the
Medicare physician spending at the target amount. However, pressured by
the physician lobby, Congress has repeatedly overridden the SGR targets and
has not permitted the conversion factor to decrease as much as the SGR
formula has stipulated. Between 1997 and 2006, annual Medicare expendi-
tures for physician services nearly doubled, increasing from $49.2 billion to
$93.7 billion. If Congress had held Medicare physician expenditures to the
SGR targets, Medicare physician spending from 1997 to 2006 would have
increased by 66 % rather than 90%. Instead, the actual 2006 Medicare spend-
ing of $93.7 billion far surpasses the $81.1 billion specified by the SGR
approach.

The SGR approach has contributed to the widening gap in earnings
between specialist and primary care physicians, an income gap that is a major
contributor to the number of physicians not entering primary care, at the
expense of the patients who need their care and treatment.'® While all these
laws may seem technical, they are true everyday concerns to the practicing
physician because they have an impact on the physician’s financial ability to
provide medical care services to the patients who need them. Between 2006
and 2013 reductions in Medicare payments were to total 31%, although such
cuts have been forestalled. But if the reductions are adjusted to practice cost
inflation, the American Medical Association says Medicare payments to phy-
sician in 2013 would be less than half of what they were in 1991. ‘If we can’t
fix this, the impact on physicians and physician practices is going to be
devastating,” said Alan C. Woodward, MD, president of the Massachusetts
Medical Society. Many practices are barely surviving now.’

When taken together with the ongoing problem of increasing medical
liability costs, Medicare reimbursement is a very important issue for the
viability of physician medical practices. Failure to solve the Medicare reim-
bursement and cost problem will only endanger older patients’ access to
needed health care services, according to Dr. Woodward.'® This is relevant
not only because low payments are one of the principal reasons for the
decreasing numbers of primary care physicians but also they are enhancing
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the shortage of geriatricians and spurring on the refusal of some physicians
to accept additional Medicare patients because of the low payment rates.
This scenario is occurring at a time when there is about to be an explosion
of baby boomers joining the Medicare program, as already noted, and the
elderly are living longer with more costly illnesses that shorter life spans did
not engender. In fact, on June 12, 2008, the US government announced that
life expectancy in the USA surpassed 78 years, although the USA continues
to lag behind about 30 other countries in estimated life span. The numbers
refer to 2006 and are mainly due to declining mortality rates for nine of the
15 leading causes of death, including heart disease, cancer, accident, and
diabetes.

But in view of the problems that the current Medicare payment system
engenders, Michael Leavitt, Secretary of Health and Human Services under
President George W. Bush, envisioned another kind of medical practice and
payment system in the future. He saw a medical marketplace in which
families are able to obtain specific information about treatment success and
prices of hospitals and doctors and can shop at will for the best quality and
most affordable care. Under his tenure the groundwork was laid. A legisla-
tive mandate for the following demonstrations was included in the 2000
Medicare, Medicaid, and State Child Health Insurance Program Benefits
Improvement and Protection Act. Ten group practices — multispecialty clinics
and hospitals — around the USA have begun to measure the outcomes of
alternative treatment models for common diseases and Medicare is paying
them not by volume of patients or office visits but for outcomes. Medicare is
linking its own evaluation results to those of the 10 groups, building a data-
base from which national standards could be derived. Secretary Leavitt sees
a system in which the best practices would be defined by national groups of
physicians and business economists but it would be local committees which
would perform the ratings of doctors and hospitals.

Groups of business, labor, physicians, hospitals, and other key players are
beginning to be established in various communities. When there are enough
of them, linked electronically in a network of networks, the USA will have,
in effect, national standards for measuring the delivery of care. Secretary
Leavitt’s view was that the government should not own health care, but rather
organize the health care marketplace and then let competition based on
complete information follow."”

This concept of pay for performance in the 21st century has slowly begun
to supersede the policy tool of choice to control rising health costs, namely
managed care with capitation payments. An explicit emphasis on health
care quality was basically absent, as the administrative focus was on cost
per member/per month and provider organizations that competed with each
other to capture market share. In the 21st century, capitation has to some
extent receded as the payment tool of preference as new concepts have
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appeared throughout the health care marketplace. Health care is seen as
entering an age in which both quality and efficiency are paramount in the
purchase and delivery of this service. Taken together, the dual goals of quality
and efficiency lead to a key concept, pay for performance, otherwise known as
value-based purchasing.'®

Now, as already noted, the cost control concept that pay for performance
hopes to replace one day in the 21st century is managed care. Under managed
care, which includes HMOs, preferred provider plans, exclusive provider
organizations and others, physicians are paid by various methods. In a staff
HMO physicians receive a salary. In a group HMO, the plan pays the phy-
sician group a negotiated per-capita rate that is distributed by the group
among its physicians. In independent practice associations physicians main-
tain their own independent offices or come together as an association of
independent practitioners and contract with the plan to provide services on
either a fee-for-service basis or a negotiated rate per capita. In a network
model, the plan contracts with two or more independent group practices and
pays a fixed monthly fee per enrollee to the group, which disburses the
payment among physicians.

Unlike HMOs, PPOs operate on a fee-for-service basis and patients are not
locked into using the PPO physician or hospital. There is also a private fee-for-
service plan (PFSP) that was authorized by the Balanced Budget Act of 1997
for physicians as an alternative to HMOs. The PFSP pays providers directly
without a network. Services received under the PFSP are independent of the
services received under Medicare. Patients receive services from other provi-
ders who accept Medicare. The plan reimburses doctors, hospitals, and other
providers on a fee-for-service basis at a rate determined by the plan, not at the
Medicare rate. Providers are also free to charge patients more than 115% of
Medicare-approved charges. Again, one of the chief criticisms of HMOs
relates to their method of reimbursement. Critics state that HMOs may skimp
on care and encourage physicians to see patients as little as possible because
physicians are paid an established annual fee no matter how many appoint-
ments the patient makes. Therefore, the fewer tests the physician orders and
the fewer appointments the physician makes to see a patient, the less he/she
works on the patient’s behalf, is able to keep his/her expenses to a minimum,
and when the payment the physician receives for the patient exceeds the costs
of treatment, the health plan makes a profit. Despite such savings by a plan, of
course, there are many who like HMOs because with the removal of the
burden to pay for each physician office visit, people tend to seek treatment
earlier, often allowing a disease to be detected at its most curable stage before
it worsens and possibly requires hospitalization.

As can be noted from the previous discussion, physician reimbursement
rates and their formats, whether they are public like Medicare or private like
HMOs, can have a dramatic effect on the health care field. Reimbursement
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rates represent more than just personal income to a physician. They affect
the training of new physicians to meet a possible national shortage; they
influence physicians in their choice of specialty; they affect the distribution
of physicians as to where they wish to practice in the country, causing a
maldistribution of physicians in inner-city and rural areas; and they also
create the possibility that physicians may turn away new Medicare patients
because the rates are too low for the physician to maintain the economic
viability of the practice in treating Medicare patients who are at stage in life
where they may require medical care services the most.

Medical malpractice

As already noted, one element in the calculation of the fees a physician
receives under the Medicare RBRVS system is the expense of the physician’s
medical malpractice insurance. This issue continues to be a festering problem
for the medical profession, again affecting patient care because when physi-
cians feels they can no longer afford the insurance, they may move to another
state where the costs are lower or even in some cases close up their practice,
both of which are detrimental to patients’ well-being. In 1999 insurers paid
out $4 billion for malpractice in the USA. An estimated 25% of practicing
physicians are sued annually for medical malpractice and about 50-65% are
sued at least once during their career. The majority of the cases involve
misdiagnoses, diagnostic errors, or delayed diagnoses and only 10-20%
of malpractice claims ever reach the trial phase.'” According to the US
Department of Justice, in 2001 nearly 50% of malpractice trials were against
surgeons and 33% against nonsurgeons in 75 of the largest counties in the
USA, with plaintiffs winning 27% of medical malpractice cases.*® As of 2008,
the top five diseases that receive monetary awards for malpractice, in terms of
dollar value, include breast cancer, lung cancer, colorectal cancer (including
colon and rectal cancer), heart attack, and appendicitis.

In order to understand the conditions that lead to malpractice litiga-
tion, it is first necessary to define it. The 1971-appointed HEW Secretary’s
Commission on Medical Malpractice (US Department of Health, Education,
and Welfare) has offered one definition. This body stated that medical mal-
practice is an injury to a patient which is caused by the negligence of the
health care provider. The malpractice ‘claim’ itself is an allegation, with or
without foundation, that an injury was caused by negligence. ‘Injury’ implies
either physical or mental harm which occurs in the course of medical care,
whether or not it is caused by negligence. Consequently, compensation to
patients for malpractice claims requires proof of both injury and profes-
sional negligence.

The environment in which the physician practices today is conducive to
medical malpractice suits. In fact, 191 804 medical malpractice reports were
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made to the National Practitioner Data Bank (NPDB) regarding physicians in
the USA between 1990 and 2004.>! The NPDB is a very restricted electronic
federal government file which was established by Congress as part of the
Health Care Quality Improvement Act of 1986 (42 USC 11101, et seq.). In
addition to the names of other professional health practitioners like dentists,
the NPDB contains the names of thousands of physicians who, for example,
have been involved in medical malpractice suit payments, were disciplined by
state medical boards, or had professional society membership actions taken
against them based on reasons relating to professional competency and con-
duct as well as certain actions restricting clinical privileges, Medicare and
Medicaid exclusions, and US Drug Enforcement Administration actions.
Only hospital medical boards and similar health providers can check on
information in the data bank. While doctors can check on themselves, they
cannot check on other doctors.

As more and more people obtain the means to finance health care, whether
it is through public programs like Medicare or Medicaid or through the
expansion of private heath insurance plans, a larger number of people are
able to pay for their physician’s medical services. The more they are able to
pay for their medical care, the more they can afford to visit their physician. In
fact, there were an estimated 944.1 million ambulatory care visits made in
1999. Of these visits, 756.7 million were to physicians’ office, 102.8 million to
hospital emergency rooms, and 84.6 million to hospital outpatient depart-
ments. Most visits were to office-based physicians, accounting for 80.2% of
all ambulatory care. Visits to the emergency room represented 10.9%, fol-
lowed by hospital outpatient departments at 9.0%.>* The more patients visit
their doctor, the greater is the number of patient—physician contacts. The
greater the number of patient—physician contacts, the more hurried and more
impersonal may be the physician’s attention to each patent. In fact, physicians
averaged in the USA 19.3 minutes of contact time per person during each
office encounter in visits in 2000.>* The more hurried the doctor’s attention,
the greater is the risk that he/she may make mistakes in diagnosis and treat-
ment, especially given the complexity of medical technologies and the nature
of the new miracle drugs. The greater these risks, the greater the chances of a
malpractice suit. With the increased chances of a malpractice suit, the pre-
mium rates will be higher, or the rates the insurance carrier will charge the
physician to cover the costs of the insurance will rise. Regardless of whether
the physician wins or loses a malpractice lawsuit, he/she still has to pay the
lawyer’s fees and other expenses directly or more usually through his/her
insurance carrier, which will either demand higher malpractice insurance
premiums or else cancel the physician’s coverage. And the higher the pre-
miums, the more the physician has to charge the patient to cover the cost of the
insurance. The higher the medical bills (of which malpractice insurance is but
one of many cost items), the more the public complains that health insurance
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has become a service which it no longer can afford. With increased public
complaint, there is more of a cry for additional government intervention into
the health field. And the more the government intervenes, the more it under-
takes measures such as expanding existing programs, creating new plans for
those who have difficulty purchasing medical care, or increasing public reg-
ulation over health care providers in an attempt to reduce their own service
costs. The more the government undertakes such measures, the more health
costs increase as health care providers comply with additional government
regulations and as more people are able to pay for their medical care, the
more often they can visit their doctor to receive treatment and we are back to
the very first step of this dilemma relating to medical malpractice suits which
are factored into the payment rates physicians receive under Medicare.

On the other hand, if a physician tries to reduce the cost of medical practice
by dropping malpractice insurance (also known as ‘going bare’), the physician
may administer medical tests for his/her own legal protection which a patient
does not need. This kind of practice is known as ‘defensive medicine.’ In this
fashion, the physician drives up the cost of the medical bill, in particular, and
health care, in general. On the other hand, the physician may become more
cautious in treating patients and cut back on ordering procedures, which may
result in a malpractice suit being filed against him/her if such procedures are
improperly administered. And even if public or private programs did not exist
to help an individual purchase medical care or did not cover a wide variety of
services, a patient still might need a particular medical service. If a patient has
to be in nursing home, that need exists regardless of the availability of nursing
home coverage which may pay for all or part of the patient’s care through
either public or private programs. And if patients have to pay for their medical
service with their own funds, they may not be able to afford such care. So
again, we have a situation where the public demands that some kind of
mechanism be created to help it pay for health care. Thus, public and private
programs are established to provide financial protection against the cost of ill
health. And, again, the public can pay for its medical care and visit the doctor
more often than when assistance did not exist. So once again we are back to
the very first steps of the scenario where the increasing demand for doctor’s
services could lead to hurried attention, which could result in misdiagnoses or
mistreatment which, in turn, could result in the patient’s filing of a medical
malpractice.

What does all this mean? Simply stated, the rising costs of health care
services, of which malpractice suits are just one of many contributing factors,
is an issue whose many components defy a singular solution. But malpractice
insurance costs do contribute to the rising costs of health care. They are
certainly an element in figuring out Medicare reimbursement to physicians
which, in turn, affects whether a physician will continue to accept Medicare
beneficiaries as patients and who need treatment at critical moments in their
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lives. In regard to premium costs, malpractice insurance does influence the
geographic area where physicians practice, which, in turn, affects whether a
jurisdiction has a shortage or sufficient supply of physicians to meet the
public’s needs. However, there are health authorities that believe that reor-
ganizing and restructuring the health care system into an integrated, rationale,
and coordinated whole, or establishing a universal national health insurance
plan will accomplish the goals of bringing control over health care costs,
improve access to health for millions who may not have it or have it with
some difficulty, and improve the quality of care the American public currently
receives.

Practice patterns

In providing care to the American public, physician practice has gone through
many evolutions. Initially, there was the solo practitioner who evolved into
group practice and prepaid group practices such as in HMOs and then into
PPOs and its several permutations, and the latest evolution of convenience
care clinics in retail outlets which cater to those who wish to avoid long
waiting room times, problems in scheduling doctor appointments, and high
medical prices. These clinics have licensed physician oversight and are man-
aged by nurse practitioners and physician assistants and maintain their own
on-site laboratory clinics as well as private examination rooms.

While convenience care clinics are beginning to develop, other physicians
are returning to medicine’s roots: the solo practitioner or micropractice where
physicians can now spend 30-60 minutes with a patient instead of 15 minutes,
as in group practice, where physicians find themselves rushed in treating
patients because of having to pay for the overhead of support staff, an office
manager, someone to deal with all the government regulations, and other
personnel. What makes the return to solo practice manageable is that there is
now computer software that allows doctors to schedule appointments online.
These are largely paperless offices. Patients can also access their own health
charts online. Doctors can do their insurance billings or subscribe to services
that do it for them. Federally approved laboratory equipment for the basics —
such as blood and liver tests — is small and inexpensive. A brand new basic
electrocardiogram machine, for example, retailed for about $2500 in 2008;
used ones sold for much less on eBay, the internet auction website. For doctors
beginning a micropractice, it means it’s just the doctors, a small office, an
examination table, and basic laboratory equipment.??

Another form of medical practice that has become more prevalent is called
‘boutique’ medicine or concierge medicine. This trend began in the 1990s as a
reaction to what some doctors see as the excess of managed care. Under
concierge care, doctors generally reduce the size of their practice so they
can expand patient visits to 30 minutes, compared to about 7-16 minutes that
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various studies have shown to be the average under managed care. In addi-
tion to their annual retainers, doctors also collect the usual fees-for-service or
reimbursements from their patients’ health insurance plans. The doctor
also accepts Medicare patients. Proponents say concierge care allows doctors
to provide their patients with the time and services they require, and allows
them to concentrate more on preventive medicine. Critics say that the devel-
opment of concierge care only worsens the inequalities in the American
health care system by limiting access and increasing the workload of physi-
cians who do not join this movement. For an annual fee to receive concierge
care, let us say $1500, physicians say they offer more attention to the patient,
perhaps including round-the-clock cell phone service, same-day appoint-
ments, and time to accompany their patients to specialists. In a policy state-
ment about this movement, the American Medical Association said that,
while retainer contracts offer viable options for care, ‘they also raise ethical
concerns that warrant careful attention, especially if retainer practices
become so widespread as to threaten access to care.””* As of 2009, no one
knows what impact the 1000 or so retainer or concierge physicians have had
on medical practice because they are so few in number compared to the more
than 280 000 primary care physicians nationwide.

As another example, there is beginning to emerge a form of care called
‘patient-centered medical homes.” The concept was originally introduced by
the American Academy of Pediatrics in 1967, evolving from a specific place
where children with chronic illness can receive care to providing care for all
Americans. The goal of a medical home is for patients to have a continuous
relationship with a personal physician who leads a team of caregivers that
coordinate care. The approach would permit more time for patients, espe-
cially those beset with multiple chronic illnesses. The physician’s compensa-
tion would be linked to meeting certain standards and bundled into a ‘care
coordination’ fee for each patient. Patients would be able to ask questions by
e-mail or telephone and make appointments at short notice. That is the
idealistic goal. As of 2009, Medicare, Medicaid, and some insurers were
experimenting with pilot projects. In 2007, the American Academy of Fam-
ily Physicians, American Academy of Pediatrics, American College of Phy-
sicians, and American Osteopathic Association — the principal primary care
physician organizations — released the Joint Principles of the patient-centered
medical home whose characteristics are as follows:

e Personal relationship: Each patient has an ongoing relationship with a
personal physician trained to provide first contact, continuous, and
comprehensive care.

e Team approach: The personal physician leads a team of individuals at the
practice level who collectively take responsibility for ongoing patient
care.
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e Comprehensive: The personal physician is responsible for providing all
the patient’s health care needs at all stages of life or taking responsibility
for appropriately arranging care with other qualified professionals.

e Coordination: Care is coordinated and integrated across all domains of
the health care system, facilitated by registries, information technology,
health information exchange, and other means to assure that patients get
the indicated care when and where they want it.

®  Quality and safety: Quality and safety are hallmarks of the medical home.
This includes using electronic medical records and technology to provide
decision support for evidence-based treatments and patient and physician
involvement in continuous quality improvement.

e Expanded access: Enhanced access to care is available through systems
such as open scheduling, expanded hours, and new options for
communications between patients, physicians, and practice staff.

e Added value: Payment that appropriately recognizes the added value
provided to patients who have a patient-centered medical home.

Thus, the patient-centered medical home seeks to address the issues of medical
care that is disorganized, fragmented, and lacking on many measures of
clinical quality by providing comprehensive, coordinated, and accessible care.

Conclusion

The profession of medicine faces many challenges not only today but in the
years ahead. No one knows what kind of impact a national health insur-
ance plan will have on the practice of medicine if such a plan is enacted in
the future. While this chapter focused on physician reimbursement, it did so
to illustrate how a simple effect of reimbursement can ripple out throughout
the whole health care field and have an impact on so many issues of concern
to the American consumer-patient. These affect the availability of physi-
cians in their community because some fees such as those under Medicare
have higher rates of payment for some physician specialties than for others;
the lack of desire of some physicians to accept new Medicare patients if their
Medicare fees are reduced; the influence of Medicare expenditures on the
training of new physicians, influencing the shortages among various spe-
cialties such as geriatricians and primary care physicians as the number
of elderly in the USA increases in future years; the emergence of new ways
to pay physicians according to their outcome performance; the influence of
how high malpractice insurance costs, a component in the calculation of
their Medicare reimbursement, are actually forcing some physicians to close
down their offices and move away to other geographical areas where the
malpractice insurance costs are less expensive, and how new forms of med-
ical practice such as boutique medicine are being developed for those who
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can afford it, giving them easier access to medical care, while those
who have difficulties in finding access or having trouble affording medi-
cal care costs can now receive it from convenience care clinics being estab-
lished in retail stores or the development of model patient-centered medical
homes.

However, these are not the only issues American medicine faces in the
future. Physicians have an image problem. By 2009 they were called, like
many other health practitioners, providers rather than physicians. Billions of
public and private dollars are spent each year on physician care. Continual
improvements in technology have fostered the growth in rising medical costs
so that hospitals compete with each other to have that technology, even if it
may be duplicative and underutilized in a community, so doctors will seek to
practice there and bring revenues into the hospital through the use of its
technological resources. Doctors are under increasing pressure to perform
for less reimbursement. As an example, Medicare had proposed a 10.1%
reduction in physician reimbursement, effective from July 1, 2008, but this
proposal was defeated by Congress. Some physicians are hurried in their
treatment of patients as more and more patients visit doctors because they
have the ability to pay through private health insurance and public medical
care programs. Therefore, some physicians may be viewed as not taking the
time to listen or appear uncaring. And, as in the case of many other occupa-
tions, there is always a very small minority of physicians whose actions violate
medical ethics.

Prerogatives that were once the exclusive province of the physician are no
longer so. Physician assistants, nurse practitioners, and optometrists, for
example, can now prescribe medications. Nonphysician personnel now tell
a physician how long the physician may keep a patient in a hospital under
managed care. There are even for-profit HMOs that have disincentives for
physicians, which means that a certain amount of money is held out until the
end of the year.”® So, if a doctor has not ordered many laboratory tests and
other doctors have been conservative in spending money, then the doctors
receive small bonuses. So if it’s a question of whether a doctor orders an
expensive test that may or may not be medically necessary, he/she may not
do so, placing a physician in the position of being conflicted between the
managed care organization which is trying to make money and the patient
who is trying to get well.

But the history of American medicine is about change. The health care
field is not a static entity. While it may not move as quickly as the daily
pronouncements in terms of new findings of medical research, it has evolved
over time through new private physician payment mechanisms, creation of
public medical care programs, establishment of new health care delivery
systems, efforts to control health planning in a community, to name but a
few examples. The medical profession has responded to all these changes and
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others, sometimes positively and at other times negatively. But in the end it
has adapted and will continue to do so because the changes are never-ending
as the nation moves forward socially, politically, and economically in trying
to find solutions to provide its citizenry access to quality health care at costs
they can afford.
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Prescription drugs

Introduction

The history of the American pharmaceutical industry can be traced as far
back as 1748 when the concept of apothecary shops was imported from
Europe. The first manufacturing pharmaceutical laboratory was opened
shortly thereafter to provide George Washington’s army with medicines in
1778. Still later, during the American Civil War, the number of pharmaceu-
tical companies increased and quickly grew. The distribution of drugs be-
came nationwide in scope.

The first major crisis that posed a challenge to the American pharmaceu-
tical industry occurred in World War I when it became obvious that the USA
was completely dependent upon Germany for many of the new and potent
synthetics which the German drug makers manufactured. Because of the war,
the importation of drugs from Germany ceased and American physicians
could not receive the drugs that were important to their medical practice.
Therefore, American drug manufacturers undertook the task of synthetic
production. Until World War I, these companies introduced relatively few
innovations and provided only modest support for research in this field. But
after the USA entered World War Il with the Japanese attack on Pearl Harbor
on December 7, 1941, the American drug industry underwent explosive
growth with the discovery of drugs such as sulfanilamide. Today, the industry
leads all nations in the research, development, production, and distribution of
pharmaceuticals. Since World War II drugs have included the polio, mumps,
measles, and rubella vaccines as well as oral contraceptives, the statin drugs,
hypertensive drugs, antibiotics, tranquilizers, steroids, antihistamines, and
others. The postwar period saw the establishment of the philosophy that if
enough research and development were properly directed, they would serve as
the key to discovering new and better drugs, with all which that implied in
regard to therapeutic and economic benefits for both the industry and the
patient.

The climate for prescription drug manufacturing continues to evolve.
Government programs have dramatically influenced the drug industry and
the consumer-patient has become actively involved in bringing about changes
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in drug product selection. Since 1955, compared to earlier years, fewer new
drug products have been approved by the government for marketing. Since
1963 those which are marketed must pass more rigorous animal and human
tests. The Medicare and Medicaid programs and health care reform initiatives
have raised the distinct possibility that in the future an increasingly large share
of the drug market in the USA will be partially supported by taxes. This
became more relevant when President Bush signed into law Medicare’s new
prescription drug program in December 2003.

The marketing of prescription drugs is quite dissimilar from the marketing
of other consumer products. It is concentrated on a small homogeneous target
group of physicians and is even more confined when directed at only medical
specialists, which makes this marketing situation very unusual. The physician
who chooses and orders a drug product is not the consumer who pays for it,
and the consumer has little participation in the selection — a marketing situ-
ation almost without parallel in other consumer industries. Even if the doctor
prescribes the drug, the pharmacy benefits manager which specializes in
managing prescription drug benefits for employers may not cover it. As a
result the patient or pharmacist asks the doctor to rewrite for a drug listed on
the formulary. The physician does so most of the time. Therefore, pharma-
ceutical marketing must now address the physicians and formulary commit-
tees in order to sell the product. In addition, once the manufacturer has
established the value of its product and its own integrity and reputation in
the opinion of the physician, the manufacturer not only has a strong hold on
the market for its present products but also has an opening for future products
as well.

But manufacturer identification has two sides. The doctor can deny the
drug manufacturer a portion of the market if the product does not meet the
physician’s expectations; the doctor’s dissatisfaction may embrace other pro-
ducts as well. This possibility has increased within recent years as a result of
the creation of new government drug programs and the repeal of state anti-
substitution drug laws, which allows the consumer greater participation in
choosing quality prescription medicines at prices the consumer can afford.
Beginning in the 1990s, some prescription drug advertisements began to be
aimed at consumers through television and other media formats such as
celebrity personnel stating the advantages of Lipitor in lowering cholesterol
levels or how they use Tagamet when they feel their ulcer acting up. Whether
or not the advertising of prescription drugs to the public will increase in
volume in the ensuing years remains to be seen, but the barriers to the pro-
motion of prescription drugs to the public have been breached. Consumer
advertising could play a far larger role in increasing the dialogue between
patients and physicians in regard to their medication regimen than in the past,
and such advertising appears to be an issue that is going to become more
important over the next decades.
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Although the nation has had a pharmaceutical industry for many years,
there are still many questions that concern the consumer in understanding the
subject of prescription medicines, such as the best way to achieve the best
results from prescription drugs, what to tell and ask a doctor about prescrip-
tion drugs, especially if the patient is a woman, issues about drug safety,
online pharmacies, medication errors, avoiding adverse drug reactions, food
and drug interactions, prescribing for the elderly, and other issues. But one of
the most important questions concerns that of prescription drug costs and that
is the subject with which this chapter will be primarily concerned.

Background of prescription drug costs

In 2006, US health care spending increased 6.7 % to $2.1 trillion, or $7026 per
person from the 6.5% recorded in 20035, but it was lower than the 9.1% when
health care spending growth peaked in 2002. The health care portion of the
gross domestic product (GDP) was 16.0%, slightly higher than in 2005. In
2006, the growth of health spending outpaced nominal GDP growth by 0.6
percentage point. After 6 consecutive years of slowing growth, prescription
drug spending growth accelerated in 2006 to 8.5%, partly as a result of the
prescription drug benefit that is available under Part D of Medicare.
Prescription drug spending reached $216.7 billion in 2006. About one-half
of this growth was due to the increased use of prescription drugs, again, in
part, due to expenditures under Part D of Medicare as well as new indications
for existing drugs, growth in therapeutic classes, and the increased use of
specialty drugs. Changes in the mix of drugs (brand versus generic and thera-
peutic units), lower overall rebates from drug manufacturers to public and
private programs which covered drugs, and increases in average units per
prescription also contributed to the 2006 growth in drug spending. As noted,
shifts in therapeutic mix, which can be defined as changes in the relative shares
of drugs within a class or among classes or new strengths of existing drugs,
contributed as well to faster growth in retail prescription spending in 2006. A
higher generic dispensing rate in 2006 helped to hold down spending growth,
which, despite the acceleration still remained well below the average annual
growth of 13.4% per year between 1995 and 2004. The generic dispensing
rate reached 63% in 2006, an increase from 56% in 2005. The generic drug
trend was primarily influenced by the continued use of incentives such as
tiered payment structures as in Medicare Part D, waivers of copayments,
and step therapy; the loss of patent protection for a number of brand-name
drugs that became available in generic form in 2006 — most notably, Zocor,
Zoloft, Pravachol, and Flonase; and the lack of new blockbuster drugs.
Overall prescription drug prices, as measured in the National Health
Expenditures Accounts, increased similarly in 2005 and 2006, at 3.5%. By
the way, step therapy, also known as step protocol, is the practice of starting
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drug therapy for a medical condition with the most cost-effective and safest
drug therapy and progressing to other more costly or risky therapy, only if
necessary.

The impact of Medicare Part D’s prescription drug program on overall
national health spending in 2006 was modest but Part D had a substantial
impact on the source of funds used to pay for prescription drugs. The public
share of drug spending increased from 28% in 2005 to 34% in 2006, while
the private share decreased from 72% to 66%. The shift in funding for
the Medicare and Medicaid programs was substantial. In 2002 Medicare’s
share of total retail prescription drug spending was 2% and in 2006 its share
increased to 18%. At the same time, Medicaid’s drug spending declined as
a share of total drug spending from 19% in 2005 to 9% in 2006. This de-
cline was primarily attributable to the automatic enrollment of 6.2 million
dually eligible people (Medicaid beneficiaries who also qualified for
Medicare) into the Medicare Part D plans and, to a smaller extent, to the
continued efforts by states to contain their Medicaid drug costs. For the Part D
benefit, about 87% of expenditures ($35.7 billion of $41.0 billion) were for
direct drugs purchases while the remaining 13% was for government admin-
istration and other matters. Also, both out-of-pocket and private health
insurance spending for drugs declined as a share of total drug spending in
2006. Out-of-pocket expenditures decreased from a 24% share in 2003 to
22% in 2006, while private health insurance spending declined from 48%
share in 2005 to 44% in 2006."

In March 2008, the advocacy group, American Association of Retired
Persons (AARP), released a report stating that pharmaceutical companies
substantially raised prices on 220 brand-name drugs which are most com-
monly used by beneficiaries in Medicare Part D since the implementation
of this drug benefit in 2006.> The AARP noted that the prices of brand-
name drugs most commonly used by beneficiaries in Medicare Part D rose
by an average of 7.4% in 2007 — nearly 2% times the rate of general
inflation. Specifically, the AARP looked at prices charged to wholesalers
and noted that, between 2002 and 2006, before Medicare Part D became
operational, wholesale prices rose between 5.3% and 6.6% a year. The
average treatment cost exploded from $80 per year per prescription in
2002 to $151 in 2007. A person who took three brand-name prescriptions
to treat a chronic condition over this period saw an increase in the annual
costs of more than $1600 between 2002 and 2007. The study found that
brand-name drug prices increased far more than general inflation since
2002, with dramatic increases since 2006, the period when Medicare Part D
became operational.

In 2008, IMS MIDAS Quantum, a company which is used by the phar-
maceutical industry to assess worldwide health care markets in the most cost-
effective way, released the following price comparisons of some American
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drugs versus the same drugs in other countries and as published in Consumer
Reports, March 2008.%> IMS MIDAS Quantum compared the average retail
price for a month’s supply of popular brand-name drugs in the USA with
Australia, Canada, France, Germany, Japan, and the UK. The USA had the
highest prices with regard to all the compared drugs. With regard to Actos
(diabetes, 15 mg, 30 pills) the USA was most expensive at $86.13, second
highest Canada, $62.22, and lowest Japan, $21.48; Lipitor (cholesterol,
10 mg, 30 pills), the USA $68.37, second highest Canada $48.45, and lowest
France $19.53; Fosamax (osteoporosis, 70 mg, 4 pills) the USA $64.16, sec-
ond highest UK $40.31, and lowest Japan $23.61; Nexium (heartburn, 20 mg,
30 pills), the USA $92.04, second highest Canada $60.69, and lowest
Germany $19.26; and Singular (asthma, 10 mg, 30 pills) the USA $83.40,
second highest Canada, $63.21 and lowest France $43.02. It would appear
from these comparisons that Canada, America’s neighbor, generally has the
second highest cost in drugs while European countries appear to have the
lowest.>?

Brand name versus generic drugs: differences and costs

To understand drug costs, it is first necessary to know the differences between
brand-name and generic drugs. First, it is important to discuss basic scientific
principles. Every drug is identified by three names — chemical, generic, and

brand.

e A drug’s chemical name is descriptive of its chemical structure, based on
rules of standard chemical nomenclature.

e A drugalso has a shorter, simpler established or official or generic name.
It may or may not be an abbreviated form of its chemical name. It is the
name most commonly used in scientific literature, by which many
pharmacists and physicians learn about a particular drug during
professional schooling and training.

e  The brand name is the name the company gives its product to distinguish
the medicine from competitive products, which may be identical insofar
as active ingredients are concerned.

As an illustration, a five-grain acetylsalicylic acid tablet (chemical name),
more commonly known as an aspirin (generic name) tablet, represents
a kind of class universally prescribed and used for the relief of aches
and pains. Currently, aspirin is marketed under several brand names, such
as Bayer and St. Joseph, and they all have the same molecular identity.
When the quality of brand-name drugs versus drugs is debated, at least two
important scientific issues are raised: chemical equivalency and therapeutic
equivalency. Drugs are said to be chemically equivalent if they contain the
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same active ingredients and are identical in strength, dosage form, and route
of administration, and meet existing physicochemical standards in the official
compendia.

But they may differ in characteristics such as color, taste, shape, packag-
ing, expiration time, and, within certain limits, labeling. Drugs are said to be
therapeutically equivalent when they are chemically equivalent and when
administered in the same amounts, they will provide the same biological or
physiological availability as measured by such criteria as their rate of absorp-
tion into the blood stream. The absorption rate can be influenced by differ-
ences among the same product in terms of particle size and the methods used
in their formulation, as well as in their granulation and tablet compression
pressure. Yet, each product contains the same chemical equivalents from a
dosage standpoint.

The brand name is used to advertise a drug to the medical profession,
although the generic name must appear in advertising and labeling in letters at
least half as large as those of the brand name. It is a popular conception,
though wrong, that brand-name drugs are only manufactured by large, well-
known firms, while generics are produced by small, unknown companies. A
small drug company can place a brand name on its product just as a large
company can sell a drug under its generic name. And many large drug firms
distribute, under the brand names, products that have been produced, pack-
aged, and labeled by firms that manufacture generic drugs. Some drug makers
may manufacture a drug and sell it under a trade name and a generic name. In
other instances, large firms may manufacture the final dosage form from
drugs purchased in bulk from other companies.

While some drug authorities claim that chemically identical prescription
drugs are not necessarily therapeutically equivalent — that is, they may not
have the same curative effects — Dr. Donald Kennedy, former commissioner of
the Food and Drug Administration (FDA) during the Carter administration,
has testified in Congress that ‘we find no evidence of widespread differences
between the products of large and small firms or between brand-name or
generic drugs.*

All drugs have a generic name. If the FDA permits the manufacturer of a
newly discovered drug to market that drug and the drug is patented, that
manufacturer has the sole right to sell the drug until its patent has expired.
Under the present US patent law, manufacturers are granted patents that give
them the exclusive marketing rights on a new drug for up to 20 years from the
date a drug patent is filed, as opposed to the date on which the patent is issued,
and during which no one else can copy this formula. These patents are listed in
the FDA’s ‘Orange Book’ registry. In some instances a patent holder may give
other firms the right, usually in return for the payment of a royalty, to produce
and sell the patented drug. While the drug is under patent protection, its
manufacturer will establish a price that will allow it to recoup its research,



Prescription drugs | 105

production, and marketing costs. It should be noted that, because pharma-
ceutical companies obtain a patent well before the FDA approves the drug,
some pharmaceutical experts believe that companies have a marketing win-
dow of about 10 years to do so. However, once the patent has expired, other
firms may make and sell the drug. Since the original manufacturer’s research
information is now known to other firms and the generic manufacturers do
not have to invent the drug, it is cheaper for the generic drug manufacturer to
make the drug and sell it under its generic name or in some cases different
brand names. This is why there is such a price difference between generic and
brand-name drugs. Because the generic drug must be identical to the original,
the FDA approval process is much simpler and less costly. The FDA does not
require the generic drug sponsor to perform again the costly animal and
clinical research on ingredients or dosage forms which have already been
approved for safety and effectiveness. Rather, companies simply submit an
abbreviated new drug application to the FDA for approval.

FDA's assurance of quality drugs

The FDA’s responsibility to regulate prescription drugs includes assuring the
safety and effectiveness of drugs for their claimed uses before approving them;
requiring complete labeling (directed toward physicians) of all drugs; and the
provision of drug information to physicians and others in the health profes-
sions. In February 2005 the FDA announced the creation of a new indepen-
dent Drug Safety Oversight Board to monitor FDA-approved medications
once they are on the market and keep physicians and patients up to date with
emerging information on their risks and benefits through methods such as
postings on the internet.

The Food, Drug, and Cosmetic Act of 1938 required that drugs be proved
safe before they could be marketed. In 1962, the law was amended to require
that, before drugs can be marketed, their effectiveness as well as safety must be
proven. The FDA conducted an intensive review of all prescription drugs
marketed between 1938 and 1962 to find out whether they are effective by
modern standards. As a result of this review, thousands of prescription drugs
have been taken off the market or have had their formulation or labeling
improved.

Not only must each drug meet FDA requirements but so must each plant.
All firms, large and small, must register with the FDA; all are subject to
periodic inspection; and all must adhere to the FDA’s good manufacturing
practice regulations, which touch upon every aspect of manufacturing drugs,
from building maintenance to quality control. These regulations apply to all
producers and are intended to make sure that all drugs meet the same stan-
dards of safety, strength, purity, and effectiveness. Other FDA standards
provide further assurance of drug equivalence.
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Another assurance of quality stems from the FDA’s monitoring pro-
grams. The FDA periodically gathers samples of all drug products, both
generic and brand-name, from manufacturers and from the marketplace to
test them for purity and strength. When trouble is found or suspected, the
drug company is informed immediately. Faulty products are taken off the
market. Batch testing and certification are required by law for insulin and
for biological products such as vaccines and serums, as well as for antibi-
otics. When the FDA discovers particular problems with a drug, it may require
that each batch of that drug be tested before it can be released for sale.

Pharmacists

While drug manufacturers research and produce the medications, it is the
pharmacist who dispenses the medications to individuals. The roles of phar-
macists in our evolving health care system are many. They advise their
patients as well as physicians and other health practitioners on the selection,
dosages, interactions, and side-effects of medications. Pharmacists monitor
the health and progress of patients to ensure the safe and effective use of
medications. Compounding, the mixing of ingredients to form medications,
is a very small part of a pharmacist’s practice, because most medicines are
produced by pharmaceutical companies in a standard dosage and drug deliv-
ery form. Most pharmacists work in a community setting, such as a retail
drugstore, or in a health care facility, such as a hospital, nursing home, mental
health institution, or neighborhood health clinic.

When pharmacists work in community pharmacies, they dispense medica-
tions, counsel patients on the use of prescriptions and over-the-counter med-
ications, and advise physicians about a patient’s medication therapy. They
also advise patients about general health topics such as diet, exercise, and
stress management, and provide information on products such as durable
medical equipment or home health care supplies. In addition, they may com-
plete third-party insurance forms and other paperwork. Those who own or
manage community pharmacies may sell nonhealth-related merchandise, hire
and supervise personnel, and oversee the general operation of the pharmacy.
Some community pharmacists provide specialized services to help patients
with conditions such as diabetes, asthma, smoking cessation, or high blood
pressure; others are trained to administer vaccinations. When a pharmacist
sells a prescribed medicine, a fee for his/her services arises from the dispensing
of the prescription, buying and stocking drugs, making deliveries to the
patient’s home, if this be the case, and maintaining the patient’s monthly
charge accounts. The fee is added to the pharmacy’s cost of the dispensed
medication. The fee system has generally replaced the older markup system,
which, because it varied with drug prices, might have tempted a pharmacist to
dispense a more costly drug. The fee varies, depending upon geographical
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location and other factors. However, patients can compare such fees by
asking their pharmacist and other pharmacists in the community about their
dispensing fees.

Pharmacists who work in health care facilities dispense medications and
advise medical staff on the selection and effects of drugs. They may make
sterile solutions to be administered intravenously. They also plan, monitor,
and evaluate drug programs or regimens. They may counsel hospitalized
patients on the use of drugs before the patients are discharged. As of
January 1, 2006 a provision in the Medicare Prescription Drug, Improve-
ment, and Modernization Act of 2003 mandates that pharmacists in hos-
pitals or long-term care pharmacies are to be paid when they consult with
patients who take multiple drugs for chronic illness.

Within the home health care field pharmacists monitor drug therapy and
prepare infusions — solutions that are injected into patients — and other med-
ications for use in the home.

When pharmacists work in a managed care environment, they are com-
mitted to ensuring that medications are used appropriately to improve a
patient’s health. They accomplish this by performing functions within the
following categories: drug distribution and dispensing; patient safety; clinical
program development; communication with patients, prescribers, and phar-
macists; drug benefit design; business management; and cost management.

Some pharmacists specialize in specific drug therapy areas, such as intra-
venous nutrition support, oncology (cancer), nuclear pharmacy (used for
chemotherapy), geriatric pharmacy, and psychiatric pharmacy (the use of
drugs to treat mental disorders).

Most pharmacists keep confidential computerized records of a patient’s
drug therapies to prevent harmful drug interactions, Pharmacists are respon-
sible for the accuracy of every prescription that is filled, but they often rely
upon pharmacy technicians and pharmacy aides to assist them in the dispens-
ing process. Thus, the pharmacist may delegate prescription-filling and
administrative tasks and supervise their completion. Pharmacists also fre-
quently oversee pharmacy students serving as interns.

Increasingly, pharmacists are becoming involved in nontraditional phar-
macy work. Some are pursuing research for pharmaceutical manufacturers,
developing new drugs, and testing these effects. Others work in marketing or
sales, providing clients with expertise on the use, effectiveness, and possible
side-effects of drugs. Some pharmacists work for health insurance companies,
developing pharmacy benefit packages, and performing cost—benefit analyses
on certain drugs. Other pharmacists work for the government, managed care
organizations, public health care services, the armed services, or pharmacy
associations. Finally, some pharmacists are employed full-time or part-time as
college faculty, teaching classes, and performing research in a wide range of
areas.
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It is possible that in the future pharmacists in the USA may enjoy the
same privileges as some are beginning to enjoy in the UK. Across the UK
some pharmacists have been given permission to prescribe drugs for patients
and provide basic care, without relying on a doctor. The move is part of the
UK effort to expand its health system by permitting medical professionals
like nurses and pharmacists to treat patients. Although many countries are
slowly loosening the rules prohibiting nondoctors from giving out medica-
tions, none has given pharmacists as much power as the UK in its efforts to
increase health services and reduce costs. In 2006 the UK expanded the
powers of pharmacists to treat patients once they took a training course.
The number of prescribing health professionals besides doctors remains
small, but is growing as the government hopes some day this will be the
norm. In the USA the role of nonphysician prescribers has been delegated to
physicians’ assistants, nurse practitioners, and optometrists. Pharmacists
have been slow to show an interest in taking on this added duty as a general
responsibility of practice.

To qualify as an ‘independently prescribing pharmacist,” one pharmacist
took a 9-week course and spent about 30 hours of experience treating patients
under a doctor’s supervision. Permitting pharmacists and nurses to pre-
scribe medicine, according to a policy statement from the British Health
Department, is part of the government’s plan to modernize the health system
by eliminating barriers between professions and allowing patients easier
access to drugs. Some doctors state that pharmacists are especially well suited
to treat patients with chronic problems, since treatment is relatively straight-
forward and involves lifestyle advice and coordination of drugs. But setting
limits on their work is crucial, like not making diagnoses. James King, pres-
ident of the American Academy of Family Practice, is worried that the British
system might make it too easy for pharmacists to make mistakes. ‘The whole
idea of determining what medications a patient needs is the ability to diagnose
a medical condition,’ he has stated. “That’s where all the years of medical and
residency training come in.”® Critics of the British system state that it is just
discounted health care because nurses and pharmacists earn less than physi-
cians. In the USA, pharmacists can write prescriptions if they have a
‘collaborative’ agreement with a physician. Under such arrangements, phar-
macists with extra training can monitor patients on medication or make dose
changes without the doctor’s approval, but only according to a specific work
plan supervised by doctors.’

Ways to pay for prescription drugs

While the cost of prescription drugs remains a primary concern of many
Americans in terms of how they can pay for the medications, there are a
number of programs, public and private, available to the American public
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that can assist them in this endeavor, aside from state Medicaid programs
for those under 65 years of age and Part D of Medicare for those older than
635 years.

One public program which may not be well known became effective in
August 1976 when the US Department of Health and Human Services
(DHHY) initiated its new drug program, named maximum allowable cost
(MAC). The program sets a price ceiling on prescription drugs at the lowest
price for which that drug is widely and consistently available; for drugs
whose patents have expired, which are manufactured by more than one
company, and which are covered by Medicare, Medicaid, and Maternal
and Child Health programs. Although MAC applies to all three programs,
government savings were expected to be derived almost exclusively from
Medicaid because as of 1976 Medicare did not yet have a program that paid
for out-of-hospital medications and most hospitals do enforce their own cost
controls on inpatient drugs. Under the MAC program, the US DHHS sends
lists of drug comparisons to physicians and pharmacists in order to encour-
age them to reduce patient drug costs. Before a ceiling on drug payments is
set forth, the FDA will study the drug to make sure there are no quality and
therapeutic equivalency problems. Under DHHS regulations, manufacturers
of generic drugs with known variations must match the effectiveness of the
standard drug or withdraw the drug from the market. If the price of a drug
product, for which a MAC limit has been established, increases or declines in
the marketplace because of an increase or decrease in its supply, then, after
an appropriate review by DHHS, the MAC ceiling can be adjusted upward
or downward as the situation may require. Consumers who qualify for
maternal and child health programs, Medicaid, or even Medicare may find
that the government will pay for the entire cost of drugs their physician
prescribes or, perhaps, may pay the difference between the MAC the gov-
ernment pays and the remaining cost the pharmacist charges.

Another source for saving money on prescription drugs is an innovation
in the pharmaceutical industry called drug management companies
or pharmacy benefit managers (PBMs). These PBMs serve as middlemen
between health plans and drug manufacturers. Originally, the PBMs were
established to process insurance company claims. Today, PBMs operate
mail-order pharmacies which allow members to obtain significant discounts
over standard retail pharmacies. The PBMs also contract with large employ-
ers to provide drugs at discount prices to insurance-covered employees
through networks of retail pharmacies that promise savings to patients if
they purchase their medications at participating stores. The drugstores are
reimbursed by the drug management companies. These management com-
panies develop lists of medicines approved for coverage based on the assess-
ment of their cost and effectiveness. Thus, PBMs are not only drug plans but
also organize the purchasing, dispensing, and reimbursement of medicines
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for health insurers or other large purchasers of health care such as employers
and unions.

The following is how the process works. An employer issues a request for
a proposal to manage its employee prescription drug benefit program.
In response, prescription drug benefit managers submit their proposals.
Employers assume that the chosen PBM can contract with pharmacies to
reimburse the pharmacies based on a formula for each prescription dispensed.
The drugstore is paid an amount equal to the employee’s copayment plus the
average wholesale price of the drug minus a negotiated percentage discount.
Beneficiaries can trade at any pharmacy participating in the program, present
their drug card, and pay a copayment to obtain a prescription. At the end of
every 2 weeks, the benefit manager pays the pharmacy for the dispensed
medication.®

Another form of cost savings is mail-order pharmacies, which use large
processing centers across the country that, automated with state-of-the
art computers, store information about each patient and dispense prescrip-
tions based on that patient’s insurance coverage, medical needs, and the
frequency with which the person tends to use a drug. Cost savings, analysts
say, come from bulk purchasing. Also, according to some analysts, to reduce
the costs of prescription medicines some insurers are asking physicians in
some cases to change prescriptions to less expensive generic brands or to
prescribe similar brand-name counterparts. Some doctors have criticized
this ‘switching strategy’ that some mail-order pharmacies use, stating that
it can lead to drug substitutions that are not appropriate and that in some
instances can cause patients to experience adverse reactions. Mail-order
pharmacies state that they can often change to a generic brand without
contacting a doctor but that they must receive a doctor’s approval before
changing to similar, but not identical, substitutes. Doing anything less, they
state, could make the companies legally responsible if the substitute led to
a bad reaction. That is why when comparing mail-order and retail pharma-
cies, consumer-patients must take into consideration which is best in terms
of costs, the monitoring of drug use and drug interactions, ease of obtaining
prescription refills, and other elements that constitute quality pharmaceu-
tical services.

Still another source of assistance, if a veteran, is the US Department of
Veterans Affairs health care program. In addition, if the person is a military
retiree or dependant, including a widow or a divorced spouse, there is the
TRICARE Senior Pharmacy Program of the US Department of Defense.
TRICARE beneficiaries can receive their medicine through the national
mail-order pharmacy. Beneficiaries do not have to enroll in the program.
All they need is a military identification card and must send in their prescrip-
tion and a patient profile registration form to the program. If they have access
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to a military treatment facility pharmacy, they can obtain the medication for
free and they can also visit their local drugstore, as long as it is part of the
TRICARE network, though their costs will increase this way.

Another way for consumers to cut their drug bills is through prescription
discount cards. Hundreds of these cards are available to consumers; none of
them is regulated. Many are targeted to uninsured persons or those whose
health plan does not provide coverage for prescription drugs. Others target
Medicare patients. Some pharmaceutical manufacturers make it relatively
easy for consumers to get a card, while others make it more difficult, such
as having the consumer’s physician rather than the consumer submit a card or
having the consumer fill out very long financial forms. Once the consumer’s
application has been approved, the consumer will receive a 3-month sup-
ply of medications at that time. Some companies automatically renew the
medications once the 3-month supply is gone. Periodically companies will
change their eligibility requirements and rules. Some cards charge enroll-
ment fees, most a monthly fee or an annual fee, and some require both. Some
companies offer free cards. Some have age or income restrictions. Some
require only the consumer’s name, address, and credit card numbers. But
not all pharmacies accept all cards. And the cards only rarely deliver up to
‘65%’ or greater discounts that some advertise. Many of the largest dis-
counts are only available for certain medications at certain pharmacies in
certain cities on certain days, and because prices change every day, patients
rarely have the information they require to decide up front whether a card is
worth the trouble, or in some instances the cost of a monthly fee. But
regardless of what kind of card a consumer selects, the consumer and phy-
sician should have the option of the largest possible choice of medications,
namely a card with an open formulary — an unrestricted choice of prescrip-
tion drugs. If a card refers to a preferred drug list in an advertisement or a
brochure, it means the consumer and the physician have less choice of
prescription drugs.

Another source of coverage for prescription drugs is state Medicaid pro-
grams. Most pharmacies accept Medicaid and bill the state for the cost of the
patient’s prescription since they cannot bill the patient for any part of the cost.
For those who have low incomes but still do not qualify for Medicaid, some
states have established their own programs to assist low-income elderly and
disabled patients with the cost of prescription drugs. These programs may
require the patient to pay a deductible before the prescription drug coverage
begins, while others may require a copayment or coinsurance and there might
be a low limit on benefits. As examples, New Jersey and Pennsylvania’s Phar-
maceutical Assistance Contract for the Elderly (PACE) program subsidizes
all prescription drugs for seniors who meet income requirements, while
California, Vermont, and Florida, for example, require that most pharmacies
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sell drugs at a slight discount to poor seniors. State health departments or a
state agency on aging are good sources of information about such programs in
individual states.

To save money, some patients in the USA purchase their drugs from
abroad, such as from Canada or Mexico. In Canada, pharmacies will only
fill prescriptions that are written by Canadian physicians (though most phar-
macies will help patients to get in touch with Canadian physicians to do so).
Also, some prescriptions are available over the counter in other countries at
very great savings. But it is important that the patient’s personal physician has
no objection to the patient buying drugs from abroad and that the patient is
purchasing the correct medication at the correct dosage. Although the US
government does not look upon this situation with favor, US law does permit
travelers to import a 3-month supply of medicine for personal use, as long as
they have valid prescriptions from their doctors at home. One factor that
affects the savings that Americans can achieve in regard to Canadian drugs,
for example, relates to the exchange rate of the Canadian dollar against the
American dollar. Prior to 2008, the Canadian dollar used to be worth 75
cents for every US dollar so savings were greater than when the Canadian
dollar currency was worth as much as the American dollar. So consumers at
the time of purchase should check the exchange rate between US and
Canadian dollars to learn whether they are achieving any financial savings
by purchasing their drugs from abroad. Added to this factor is the emergence
in 2006 of Medicare Part D, which subsidizes prescription drug sales for
older Americans. Both the change in the exchange rate of Canadian dollars to
American dollars and the operation of Medicare Part D has reduced by half
the $1 billion a year Americans spent on drugs from Canada in 2008.
However, despite the decline in savings, brand-name drugs still cost less in
Canada than in the USA while generic drugs remain less expensive in the USA
than in Canada. And many Americans continue to buy from Canada when
generics are not available, especially those under 65 who are not insured and
those who must pay the full price of drugs because they fall into that part of
the Part D program known as the ‘doughnut hole’ where they must pay the
entire cost of the medications themselves without any financial assistance
from Medicare, unless other private and public non-Medicare programs help
them with such costs.”

In an effort to help seniors who fall into the ‘doughnut hole’ in terms of
prescription drug expenditures and who bear the entire cost of their pre-
scription drugs out of their own pocket, the Obama Administration and the
US pharmaceutical industry announced an agreement on June 20, 2009
whereby the drug industry over the ensuing decade would spend $80 billion
improving drug benefits for seniors. The drug companies would pay half the
cost of brand-name drugs for seniors who find themselves in the so-called
‘doughnut hole,” a gap in coverage that is a feature of many plans providing
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prescription drug coverage under Medicare Part D. In other words, seniors
would receive a 50% discount on the cost of the prescription drugs. In
addition, the entire cost of the drug would count toward patients’ out-of-
pocket costs, meaning their insurance coverage would cover more of their
expenses than otherwise would be the case. While none of the changes in the
prescription drug program would directly lower government costs, several
officials also said the drug industry agreed to measures that would provide
the US Treasury with more money under federal health programs. In par-
ticular, officials said drug companies would likely end up paying higher
rebates for certain drugs under Medicaid, the program that pays providers
health care for the poor.®

Another source of prescription drug coverage is the Medicare Prescrip-
tion Drug, Improvement, and Modernization Act of 2003 (PL 108-173) that
established a new drug benefit under Medicare called Part D, as already
noted. This program is described in more detail in Chapter 13. To obtain
Medicare coverage, a beneficiary must join a Medicare drug plan. These
plans are operated by insurance companies and other private companies
approved by Medicare. Each plan can vary in costs and the drugs that are
covered. There are two ways to obtain Medicare prescription drug coverage.
One is to join a stand-alone Medicare prescription drug plan (PDP) that
adds drug coverage to the original Medicare plan, a Medicare-subsidized
employer plan, some Medicare private fee-for-service plans, some Medicare
cost plans, and Medicare medical savings account plans. The other choice is
to join a Part C Medicare Advantage plan (like a health maintenance orga-
nization or preferred provider organization) or another Medicare health plan
that includes prescription drug coverage where patients obtain all their
Medicare coverage (Part A and Part B), including prescription drugs (Part
D) through these plans. These plans are sometimes called ‘MA-PDs.” When
beneficiaries join a Medicare drug plan, they usually pay a separate monthly
premium in addition to their Part B premium.” Those who had third-party
drug coverage before Part D took effect were covered by Medicaid, private
insurance (Medigap and employer-sponsored plan), state assistance pro-
grams, Medicare managed care plans, or other governmental programs,
while those without drug coverage paid for drugs directly out of their own
pocket. The great majority of Medicare beneficiaries who are not enrolled in
PDPs and MA-PD plans or subsidized employer plans have drug coverage
through federal or military retirement plans.

Prescription drug profile

It appears for the first time that more than one-half of the American people are
taking prescription medicine regularly for chronic health problems, accord-
ing to data gathered in 2007 by Medco Health Solutions,'® which managed
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prescription drug benefits for about one out of five Americans. The most
widely used drugs are those that are prescribed to lower high blood pressure
and cholesterol — problems that are often linked to heart disease, obesity, and
diabetes. Experts say that the data reflect not just worsening public health
problems but better medicines for treating chronic health conditions and more
aggressive treatment by doctors. According to Dr. Daniel W. Jones, a heart
specialist and dean of the University of Mississippi’s medical school, more
people are taking blood pressure- and cholesterol-lowering medications
because they need them. Jones predicted, ‘unless we do things to change the
way we’re managing health in this country . .. things will get worse instead of
getting better.”'°

Americans buy much more medicine per person than any other country. In
2007, 51% of American children and adults were taking one or more pre-
scription drugs for a chronic condition, an increase from 50% from the
previous 4 years 2002-2006 and 47% in 2001. Most of the drugs are taken
daily, although some are required less often.

Medco Health Solutions examined prescription records from 2001 to
2007 of a representative sample of 2.5 million customers, from newborns
to the elderly, and found that all demographic groups use medication for
chronic problems; these include almost two-thirds of women 20 years and
older, one in four children and teenagers, 52% of adult men, and three out of
four people who are 65 years and older. Among seniors, 28% of women and
22% of men take five or more medications on a regular basis.'®

The largest increase in the use of chronic medication was in the 20—
44-year-old age group — adults who were in the prime of life — when the use
of medication increased 20% between 2001 and 2007 because of depression,
diabetes, asthma, attention deficit disorder, and seizures. The study also
highlighted an increase in the use by children of medicines to treat weight-
related problems and other illnesses previously considered adult problems.
Medco estimated that 1.2 million American children are now taking medica-
tion for type 2 diabetes, sleeping troubles, and gastrointestinal problems such
as heartburn. According to Dr. Jones, ‘a scarier problem is that body weights
are so much higher in children in general, and so we’re going to have larger
number of adults who develop high blood pressure or abnormal cholesterol or
diabetes at an earlier age.”'® Dr. Richard Gorman, an American Academy of
Pediatrics expert on children’s medicines, said more children are taking med-
ications for ‘adult conditions’ partly because manufacturers now provide
pediatric doses, liquid versions, or at least information to determine the right
amount for a child."’

The Medco study also found that, among boys and girls under age 10, the
most widely used medication changed from allergy drugs to asthma medicines
between 2000 and 2007. Gorman stated that it is because, over the last
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decade, asthma care has gone from treating flare-ups to using inhaled steroids
regularly to prevent flare-ups and hospitalizations. '

New insurance charges

As Americans take more medications per person than anyone else in the world
and as they seek to cut their costs through a variety of public and private
programs, insurers are very quickly adopting a new pricing system for high-
cost drugs, asking patients to pay hundreds and even thousands of dollars for
prescription medicines that may save their lives or slow down their disease.
With the new pricing system, insurers have changed from copayments per
medication to coinsurance. Under the former traditional system patients paid
a fixed copayment such as $10, $20, or even $30, no matter what the drug
actually cost. Under coinsurance insurers are charging patients a percentage
of the cost of certain high-priced medications, usually 20-33%, that can add
up to thousands of dollars per month. Thus, not only is the burden of expen-
sive health care upon the uninsured but it also leads to a situation that even
insured people may not be able to afford the treatments they require. The
numbers of patients who are affected by coinsurance payments are not
known, but hundreds of drugs are priced this new way. These drugs treat
common illnesses like multiple sclerosis, rheumatoid arthritis, hemophilia,
hepatitis C, and some cancers. These drugs have no lower-priced equivalents
so that patients are forced to pay the price or do without the drugs. Insurers
claim that the new pricing system holds down everyone’s premiums at a
time when some of the most innovative and promising new treatments for a
condition like cancer, rheumatoid arthritis, and multiple sclerosis can cost
$100 000 and more a year. But the result is that patients may have to pay more
for a drug than they pay for their mortgages — more, in some instances, than
their monthly incomes.

This system is often called Tier 4 and began in seriousness with the
Medicare drug plans that became effective on January 1, 2006, and has
spread very quickly. It is now incorporated into 86% of those Medicare
plans. Some have even higher patient sharing for certain drugs, called Tier
5. But the Tier 4 concept is now being included in insurance that people
purchase on their own or receive through their employers. It is one of the
fastest-growing segments in private health insurance. In 2002, Tier 4 was
virtually nonexistent in private drug plans; by 2008 10% of drug plans had
Tier 4 drug categories. Private insurers began offering Tier 4 plans in
response to employers who were looking for ways to hold down costs,
according to Karen Ignagni, president of America’s Health Insurance
Plans,'? which represents the nation’s health insurers. According to the con-
cept’s purpose, when people who require Tier 4 drugs pay more for them,
other subscribers in the plan pay less for their coverage. But, unfortunately,
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persons who are suffering from a serious illness must cope with large medi-

cal bills at the same time.!"

Generic drugs

However, while insurers were putting Tier 4 systems into their health insur-
ance contracts, there was an opposite trend also taking place in the pharma-
ceutical field. It has already been noted that generic drugs are less expensive
than their brand-name counterparts, which are considered by the FDA to be
therapeutically equivalent. And as more brand-name drugs began to lose their
patent protection, generic drugs were becoming more available by 2008 than
ever before.

The most common medical conditions — high cholesterol, depression,
allergies, and diabetes — all have generics available. Changing to a generic
on some company health plans can easily save the employee money on the
copayment. But by 2008 the trend toward the greater use of generics had been
adopted by various retailers. Wal-Mart, the world’s largest retailer, and its
warehouse retailer, Sam’s Club, beginning in 2006, offered a 30-day supply
for some drugs for just $4. The program expanded to more than 360 medica-
tions by 2008. Target offered a $4 drug program that included 315 medica-
tions. Walgreen’s offered a 90-day supply of some 300 generics for $12.99.
One regional grocery chain, Giant Eagle, offered 400 generic drugs for $4.
For chronic conditions, most employers offer mail-order programs through
a prescription benefit manager such as CVS Caremark. If a patient orders a
90-day supply, instead of enough for 30 days, not only does the provider
often send the medications free, but typically the patient pays the equivalent
of only two monthly copayments instead of three.'?

Conclusion

While prescription drug costs only constitute about 10% of the total health
expenditures in the USA, this particular health service is faced with many
quandaries. On the one hand, the pharmaceutical industry is a business seek-
ing to make a profit. On the other hand, the service it provides is a social one in
trying to maintain a person’s health in as best a state as possible through the
use of medications. Brand-name drugs obviously cost more than generic
drugs. To maintain as high a revenue income as possible through their sales,
some companies argue that brand-name drugs are more therapeutically effec-
tive than their generic counterparts and justify the costs of their brand-name
drugs on drug marketing activities as well as the desire of the pharmaceutical
firms to recoup, if possible, the research and development costs of the drug so
that they can continue to have the funds to conduct research and develop
drugs or therapies that have yet to be discovered. Others, like the US federal
government, state that the generic and brand-name drugs are therapeutically
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equivalent. So while public and private sectors debate the scientific merits of
various pharmaceutical products on a global scale, on the most basic level
paying for prescription drugs remains a personal activity between the phar-
macist and the patient.

There are those who find paying for prescription drugs a great economic
hardship, while others have no such problems. As a result, many kinds of
public and private programs have been or are being developed to help people
pay for the costs of the prescription drugs. People, with some exceptions,
would basically agree that a medication is necessary for the restoration or
maintenance of good health. But, the socioeconomic and political aspects of
American society that result in people living longer and developing diseases
that require medication on a continuous basis for longer periods of time
amount to more medications being sold at a continuous cumulative cost to
the patient. So those who provide health plans for their employees, for
example, seek relief from high health insurance costs, of which prescription
medicines are but one element, and seek financial relief by placing more of
the cost burden on the employee and less on the company. Now the em-
ployee must not only bear higher personal drug costs, but also must deal with
the illness that is causing the person to purchase the medications which he
or she needs to fight the illness.

So everyone begins to seek relief. Businesses want financial relief by
shifting the health costs, including those of prescription drugs, to their
employees. Individuals want relief by asking for government intervention,
as in the case of the passage of a drug benefit program under Medicare.
Government wants relief because the more they spend on health care ser-
vices, including prescription drugs, the less money they have to spend on
other nonhealth government functions that society needs and demands. And
the more everyone seeks relief and undertakes various programs, public and
private, to attain it, the less it is attained. And the circular flow of increasing
demand and higher costs continues and rises unabated, with all segments of
society demanding relief, taking unilateral actions, not always in coordina-
tion with each other, to create programs to achieve it, only to cause the costs
of health care to spiral even higher.

It is possible that some of the answers to the costs of health care may lie
outside the formal health care field itself, and that perhaps when society
seeks to resolve these other issues, the problems engendered by the health
care field will also abate to some extent. America is an aging society whose
life span continues to lengthen as never before, thanks to scientific advances
of the medical field. With increasing life spans come illnesses that never had
to be treated before in such numbers, and with prolonged treatment come the
higher cumulative costs of such treatments for both the nation and the
individuals who seek such treatments. And the costs of the medications that
are applied in the course of that treatment are not only affected by the
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internal activities of the pharmaceutical manufacturer which produced the
medication. They are also governed by outside events such as the price of a
barrel of oil in a global economy over which that manufacturer has no
control and from which various products are derived that go into the manu-
facture and packaging of a pharmaceutical. The manufacturer must take into
consideration such costs when pricing its product if the manufacturer is to be
profitable and remain in business. For example, some pharmaceutical pro-
ducts manufactured from oil include anesthetics, antihistamines, antiseptics,
aspirin, bandages, cortisone, and vitamin capsules, while medical supplies
made from oil include artificial limbs and heart valves. While the manifes-
tation of these various problems, namely, the high cost of prescription med-
icines, is easy to discern, the answers to resolving the socioeconomic and
political issues and problems that underlie the causes of these apparent
manifestations are not so readily clear and the health care crisis in the USA
continues on its course.
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Hospital care

Introduction

The word hospital, like hotel or hostel, is a derivation from the Latin hospes,
which can mean either ‘host’ or ‘guest.” The origin of the word may be based
on the old eastern Mediterranean tradition of hospitality, which included the
provision of way stations where travelers could receive meals, lodging, and if
necessary, nursing care. In Greece and Egypt, the sick went to temples where
priests practiced medicine along with religion. The relationship between
medicine and religion remained close. European hospitals first developed as
adjuncts to monasteries or abbeys; even today, many well-respected hospitals
are sponsored or operated by religious orders.

It has only been in the last hundred years or so that hospitals have been
looked upon as a place of healing. Until then they were the last place for the
poor and friendless; people in better circumstances were treated at home.
Until that time, hospitals were more dangerous than the illness because
hospital-spread infections, called hospitalism, were rampant in the institu-
tions. Then, in the 19th century breakthroughs began to occur in medical
science within the environment of the hospital. In 1846 ether as an anesthetic
was introduced and broadened the variety and scope of surgical procedures.
Sterile techniques that employed spraying with carbolic acid were developed
in the 1860s and reduced the rate of rampant hospital infections. Florence
Nightingale’s work in the Crimean war marked the beginning of professional
nursing and in 18935 the discovery of the X-ray by Wilhelm Roentgen revo-
lutionized medical diagnosis.

Hospitals today are multimillion-dollar institutions. The equipment nec-
essary for their operations ranges from a Band Aid to very large computerized
body scanners. Most hospitals are called general hospitals, that is, they pro-
vide a variety of services, surgical and nonsurgical care, for the treatment of
acute medical problems. As health and hospital services have grown more
complex, specialty institutions have also been established — hospitals for
women, for children, for long-term rehabilitation, and for the treatment of
specific diseases.
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One way in which to judge the quality of a hospital is through accredita-
tion. Hospitals, general or specialty, are said to be accredited when they have
been given such certification by a private organization called the Joint
Commission on the Accreditation of Healthcare Organizations (JCAHO)
after meeting the minimum standards of the JCAHO. Accreditation involves
periodic examinations of hospital services, facilities, and quality of care and is
considered the generally accepted stamp of approval in the hospital field.
Hospitals can also be designated by their ownership or sponsorship —
nonprofit, proprietary, and governmental. Private nonprofit hospitals en-
compass the range from large teaching hospitals to small rural treatment
centers. They may be under the auspices of educational institutions, religious
organizations, or groups of private citizens. Private groups also build propri-
etary institutions, which are operated for profit. They are generally fewer in
number or smaller in size. Governmental hospitals are tax-supported institu-
tions under the control of cities, counties, states, or the federal government.
Like private hospitals, their size varies and their quality depends upon their
financial resources and their involvement in teaching programs.

Some hospitals are also schools and these hospitals are known as teaching
hospitals. Four thousand years ago it was common practice in Babylon to
place a sick person in his bed outside in the street. There, passersby would stop
to observe his condition and give the physician advice on how to treat the
patient. In today’s hospitals, doctors, nurses, and other staff may question,
test, probe, and discuss a medical problem with the patient. Yet, this kind of
medical care attention accompanies the most advanced medical care treat-
ment in the world. Since the teaching hospital is delivering education for
graduate physicians, such an institution is most likely to provide the highest
concentration of full-time staff and specialized services. The teaching hospital
is the site where advances in technology and research are first made available
to patients. Such hospitals generally receive the most difficult and acute
patient cases. They often act as referral centers for a broad geographic area.
An approved teaching hospital is an institution whose residency training
programs are approved by the Council on Medical Education and Hospitals
of the American Medical Association.

The level of health care provided can also distinguish hospitals from each
other — namely, primary, secondary, and tertiary. Primary care is generally
provided by a family doctor or an outpatient clinic and in the majority of
cases is the only kind of treatment that is required. It often, but not always,
means that the patient is hospitalized. Secondary services might include
maternity care, an appendectomy, the treatment of a broken bone, or testing
for glaucoma. Tertiary care is the most specialized and acute medical care
that can be delivered. It often involves a patient with critical injuries or illness
who is referred from a primary or secondary institution. Open-heart surgery,
intensive care facilities, burn centers, kidney transplants, microsurgery — all
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are examples of tertiary care. As health care costs rapidly rise and medical
services and facilities proliferate, health planners are seeking the most sen-
sible ways to organize and offer these three levels of care.’

Character of hospitals

In some respects hospitals are not very different from any other kind of
business in the hospitality field such as a hotel, a resort, or any other kind
of facility in which people seek leisure and lodging. They have, for example, a
manager or an administrator, an accounting department, a housekeeping
department, transportation services, dietary and food preparation services.
But unlike hotels or resorts, they also provide medical services to those who
are ill and are seeking to become well. The medical departments that make up
a hospital are many and diverse. They may include, depending upon the
extensiveness of the hospital’s services, nephrology (kidney disease), mater-
nity (care of mother, child, and newborns), cardiology (the heart), dermatol-
ogy (the skin), gastroenterology (digestive tract), hematology (the blood),
infectious diseases, pulmonary medicine (the lungs and various respiratory
problems), rheumatology (arthritis and related disorders like gout and osteo-
arthritis), obstetrics/gynecology (pregnancy and female reproduction), oph-
thalmology (eyes), orthopedics (bones), otolaryngology (ear, nose, and
throat), psychiatry (the mind), physical medicine and rehabilitation, radiol-
ogy, medical social service department, pharmacy department, emergency
care department, and many others. In addition, hospitals can provide a variety
of other medical services, again depending upon the extensiveness of the care
they render. For example, a university medical center and teaching hospital
would be far more comprehensive in the services it furnishes than a local
community hospital. Some of the other services a hospital may provide,
depending upon its nature, include a blood bank, a burn unit, physical ther-
apy, postoperative recovery room, clinical laboratories, oral surgery, general
surgery, and neurosurgery.

Hospital costs

However, when consumers think of hospitals they generally do not think
initially about the various departments they may have or the services they
render, but rather the cost of their whole personal hospital experience. In
2006, according to the US Centers for Disease Control and Prevention (CDC),
Americans made an estimated 1.1 billion visits to physician offices and
hospital outpatient and emergency departments, an average of four visits
per person per year.” The number of visits to physician offices and hospital
outpatient and emergency departments increased by 26 % from 1996 to 2006,
the most recent year for which complete data were available. According to the
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CDQC, the rise in visits can be associated with the aging of the population. In
2005, hospital care ($611.1 billion) continued to represent the largest share of
personal health spending (30.8%). Hospital prices are affected by several
factors, including the cost of labor and cost shifting. Often, the uninsured
or the poor are treated in emergency rooms (ER) without payment. In August
2008 the US Centers for Disease Control and Prevention reported that there
were 119 million ER visits in 2006 compared to 90 million in 1996. That is
more than ever before and an increase of 32% in the decade between 1996 and
2006. Those most likely to go to ER are infants and the elderly. No one knows
for sure what the impetus is for this increase. The study suggests that it is not
the uninsured (comprising in this survey those who paid for themselves and
those who did not pay) who spurred this increase and accounted for 17% and
18% of ER visits in both 1996 and 2006. Rather, in addition to population
growth (the rate of ER visits per 100 people increased from 34.2 to 40.5
between 1996 and 2006), the speculation from other studies on the ER
increase centers on the fact that persons who are insured are using the ER
for care because they cannot receive prompt care in their own physician’s
offices (Figure 6.1). In the same period, the number of ERs in operation
decreased from 4019 to 3833. In other words, more and more patients are
visiting ERs which are declining in number, increasing the time period that
patients must wait to receive treatment. Meanwhile, it is estimated that
the insured bear most of the cost associated with unsponsored health care
in the USA.
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Figure 6.1 Percentage of adults who went to emergency room for condition that could have
been treated by regular doctor, categorized by race/ethnicity, income, and insurance status, 2007.
Data: 2007 Commonwealth Fund International Health Policy Survey. Source: Commonwealth Fund
National Scorecard on US Health System Performance, 2008. Reprinted with permission of The
Commonwealth Fund, New York, NY and as cited at: http://www.commonwealthfund.org/
chartcartcharts/chartcartcharts_show.htm?doc_id=694.
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To help relieve the burden on the public’s use of hospital ERs as primary
care centers when it lacks health insurance coverage or cannot access its own
physician, in March 2009 President Barack Obama announced the release of
$155 million to 126 community health centers under the American Recovery
and Reinvestment Act (ARRA) which he signed into law as a $787 billion
stimulus bill in February 2009 to help America recover from its economic
recession. During 2009 and 2010 a total of $2 billion will be invested in
community health centers to support renovations and repairs, investments
in health information technology, and critically needed health care services.
One out of every 19 people living in the USA relies on a Department of Health
and Human Services (DHHS) Health Resources and Services Administration-
funded clinic for primary care. They treated more than 16 million people in
2008. Nearly 40% of patients treated have no health insurance and one-third
are children. Nearly 1100 health center grant recipients operate more than
7000 community-based clinics in every state and territory, giving geograph-
ically or economically distressed people access to preventive and primary care.
Today, they provide more comprehensive services than ever before, including
dental care, substance abuse, and mental health treatments.>™

Spending on hospital care is the fastest-rising segment of the nation’s
health care bill. In 2004, daily room charges exceeded $5000 in some New
Jersey hospitals. An appendectomy in California, including about 2 days in
hospital, had an average list charge of $18 000. Nationally, federal data
showed that the median charge for treating a heart attack was more than
$20000.° By 2005, health expenditures were about $2 trillion and hospital
care represented almost 31% of that amount, as already noted. In 2005 health
expenditures were 16% of gross domestic product and the percentage of
health expenditures that involved public funds was 45%.”

Hospital costs are not just associated with what a hospital has to spend to
maintain its infrastructure, whether it is the cost of labor or the acquisition
of supplies or equipment; they are also related to hospital charges that are
reflective of these internal costs. According to the US Agency for Healthcare
Research and Quality, American hospitals charged $873 billion in 2005 — a
nearly 90% increase from the $462 billion charged in 1997. The 2005 bill,
which is adjusted for inflation, represents the total amount charged for 39
million hospital stays. The average annual rate of increase in the national
hospital bill over the several years preceding the year 2005 was 4.5%. At this
rate, researchers estimate that the annual national hospital bill may reach $1
trillion by 2008. In 2005 Medicare paid the bulk of the national hospital bill
($411 billion), followed by private insurance ($272 billion) and Medicaid
($124 billion). Uninsured hospital stays accounted for $38 billion in charges.
The remaining $28 billion was for other insurers, including Workers’
Compensation, TRICARE (US Department of Defense health plan for mili-
tary and dependants), Title V (maternal and child health services block grants
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under the Social Security Act), and other government programs. One-fifth of
the national hospital bill was for the treatment of just five conditions —
coronary artery disease ($435 billion), pregnancy and childbirth ($44 billion),
newborn infant care ($35 billion), heart attack ($32 billion), and congestive
heart failure ($31 billion).® While the previous amounts are national totals, an
insurer, Mutual of Omaha, had published in 2004 charges that represent
average national costs for various conditions during a single hospitaliza-
tion, acknowledging that some of these conditions might involve multiple
hospitalizations over time: regular birth without complicating diagnoses
($5980), cesarean section birth without complications ($12 159), heart fail-
ure and shock ($13682), coronary bypass with cardiac catheterization
($81 334), medical back problems ($16 463), psychoses ($11 426), adult dia-
betes ($10931), adult pneumonia with complications ($14 384), and adult
fractures, sprains, dislocations of the arm or leg ($9442).”

Hospital charges can be likened to the list price of an automobile in a
dealer’s showroom. Few pay the full amount because insurers negotiate dis-
counts with the hospital and Medicare tells hospitals what it will pay. Yet,
some insurers still pay total charges, such as when a policyholder goes to an
out-of-network hospital with which the insurer has not negotiated a discount.
In addition, insurers may have to make additional payments when charges for
treating a patient exceed a specified amount, which frequently happens in
hospitals with higher charges.

While charges have risen rapidly, they often have little relationship to the
actual cost of services. Hospitals can raise charges to any amount the market
will bear, but it is a strange market in that most hospital customers negotiate
discounts off charges. One of the reasons why prices have risen is that hospi-
tals have tried to increase the amount they could get from insurers who had
often used charges as an initial point for negotiations. But in recent years, as
charges have risen, insurers have begun to negotiate in other ways, basing
payments, for example, on set amounts for a day’s care or the treatment of a
particular condition. In 1993, charges were, on average, 159% more than
costs, based on data provided to Medicare. In 2003 the national average was
211% more than costs. In some states, those ratios are even higher.
California, Florida, and Nevada had some of the highest hospital charges —
close to 300% higher than costs, according to research conducted by Glenn
Melnick, professor of health care finance at the University of Southern
California.® There is no single formula or method for calculating hospital
charges. As already noted, hospitals take into consideration elements such as
labor costs, the number of uninsured patients the hospital treats, and whether
the hospital contracts with many low-paying insurers. Some insurers pay less
than Medicare, which also fails to meet overall hospital costs. Federal data
show that in 2002 Medicare provided an overall margin of 1.7% to the
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hospital industry, more for inpatient care and less for outpatient. Overall, the
nation’s hospitals had a 4.4% margin in 2003. Since most hospitals rely
on government health payments for about 50% of their revenue, private
insurers who negotiate discounts provide much of the rest. The American
Hospital Association says raising charges is one way hospitals can try to
bring in additional money from individuals and insurers not covered by the
discounts.®

Statistics published in 2008 on Medicare spending in the last 2 years of
life at the five top teaching hospitals in the USA, as ranked by US News and
World Report magazine,'” revealed that the medical center at the University
of California, Los Angeles, was the most extravagant, averaging $93 000 per
patient; Johns Hopkins at $85 000 was next, followed by the Massachusetts
General Hospital at $78 000. The Cleveland Clinic at $55 000 and the Mayo
Clinic at $53 000 were the most cost-effective. The reasons for the differences
among hospitals are not that one hospital has higher charges for a particular
service compared to another. Instead, the high-cost hospitals deliver many
more services for patients than the lower-cost hospitals: keeping patients in
the hospital and in intensive care far longer, sending patients to many specia-
lists, and performing many more tests and procedures. Also, physicians in
high-expenditure institutions are typically reimbursed on a fee-for-service
basis, which means that the more they do, the more income they earn.
Mayo Clinic physicians, by contrast, are paid by salary and do not have the
incentives to deliver more services than the patient needs. This comparison
comes from the latest edition of the Dartmouth Atlas of Health Care, pub-
lished by Dartmouth’s Institute for Health Policy and Clinical Practice.'”
Researchers there for a long time have noted that there are large disparities
in medical spending in different parts of the country and have demonstrated
that patients usually do no better, and often fare worse, where spending is the
highest. The Dartmouth researchers estimated that Medicare could save
many billions of dollars annually without sacrificing the quality of care if
all hospitals mirrored the practice patterns of the Mayo Clinic.'”

As already noted, hospitals must confront the costs of health care on two
fronts. They must pay for medical staff, equipment, and drugs, and, like any
other organization, they must provide health insurance coverage for their own
personnel. For example, in 2008 the Beth Israel Deaconess Medical Center of
Boston had 6000 full-time workers. The major cost pressure on the hospital is
the cost of salaries and benefits. With a shortage of nurses, pharmacists,
physical therapists, and even some physicians, their salaries have been rising
faster than inflation and more personnel are required to keep the hospital in
operation. Since July 1, 2003 the work hours of medical residents are limit-
ed to an average 80 hours per week, with one day off in seven and a requisite
10-hour rest between on-call status and working a shift, as approved by the
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Accreditation Council for Graduate Medical Education. But, a hospital must
cover those remaining hours and must spend millions more on nurse practi-
tioners, doctors, and other professionals. Hospital patients demand services,
the services cost money, and with more people being covered at their work-
place by some form of health insurance, they demand more services since
someone else — a third party — is also paying their bills. But the provision of
patient care is not free to the hospital. Added to this situation is the fact that
baby boomers are going to force further increases in health care spending as
they retire: according to the Centers for Medicare and Medicaid Services, this
cost is expected to double to $4.3 trillion by 2017. Some of those older more
demanding workers include many thousands of hospital workers around the
country, which completes the circle.

Hospitals are always seeking new ways to reduce their costs, including
group purchasing of supplies or changing to generic drugs from brand-name
drugs. One hospital has even tried a reverse auction: vendors receive a list for
operating supplies and implants and have to bid a sales price live online, which
the hospital found saved it money.'' But whatever they do, whether facing
increasing health care costs to cover their own employees or trying to save
money on their managerial costs, hospitals are no different than any other
organizational entity in that they are not immune from the impact of the rising
costs of health care simply because they are one of the resources that is also
providing such services to the general public.

One possible way to reduce hospital costs is through gainsharing.
According to a 5-year study that included more than 220 000 patients, giving
physicians cash rewards to reduce hospital spending helps control costs with-
out compromising quality or the patients’ access to care.'* The study com-
pared six cardiac catheterization laboratories that established this kind of
gainsharing program to 123 laboratories that did not implement such a
program. The Arizona State University researchers found that gainsharing
reduced hospital costs by 7.4%, or $315 per patient. That means, according to
the researchers, that a national use of gainsharing could reduce hospital costs
for coronary stent patients by about $195 million a year. Most of the savings
from the gainsharing programs in the study resulted from lower prices for
coronary stents. The gainsharing programs did not lead to any changes in
patterns of patients’ referrals and did not increase the overall risk of in-
laboratory complications. According to the researchers, the gainsharing
programs were associated with significant reductions in three specific com-
plications. In fact, there was no evidence, according to the researchers, that
gainsharing encouraged physicians to avoid existing health problems or pick
the healthiest patients. Now, the gainsharing in this study refers only to one
medical procedure. But, perhaps, it holds promise as another way in which
physicians can make a contribution to reducing hospital costs in other medi-
cal areas.'?
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There are other ways that physicians can help reduce their patients’ hos-
pital bills. These include ordering preadmission tests to shorten hospital
stays; scheduling admissions and discharges to avoid charges for extra days
or weekend stays when the needed services may not be available; routinely
reviewing the patient’s hospital bill to determine whether there are unneces-
sary duplications of procedures ordered or when items are billed incorrectly
for the patient and then telling the hospital administration; informing hospital
administration when delayed or neglected tests or procedures require a longer
hospital stay for the patient; being knowledgeable about the hospital’s admit-
ting and discharge regulations; and initiating early discharge planning when
the physician knows a patient may require extended care facility or home
health care after hospitalization.

One final note about hospital costs. Like any other organizational entity,
hospitals are not isolated from the impact of America’s general economy in
terms of their viability whether the economy is improving or becoming worse.
A good example of this statement is how the economic recession that beset
America in 2008 and 2009 affected US hospitals. There were declines in
overall admissions and elective surgery procedures, in addition to a very great
increase in patients who could not pay after losing their health insurance due
to unemployment, thus increasing the amount of uncompensated hospital
care. Also, as the stock market declined hospitals were negatively affected
by losses on their investments, which when gaining in value help set off some
of the costs not covered by patients and insurers. Some hospitals had to reduce
staff or services, such as those that were not making money or had high
operating costs, while other hospitals had to close entirely. Many hospitals
had to postpone expansions and upgrades, purchasing multimillion-dollar
technology and other activities because of the lending problems which finan-
cial institutions in the USA had incurred. So while hospital costs generally
continue to rise, other economic conditions like a recession can make it very
difficult for hospitals to fulfill their own health care mission in providing as
comprehensive a scope of care as possible because of economic conditions
which are beyond their control.

Hospital utilization: a brief profile

Hospital revenues are generated from the use of the institution. In 2006,
nonfederal short-stay hospitals in the USA performed 44.9 million procedures
and the average length of stay of the patient was 4.8 days.'® There were 34.7
million discharges or 1174.4 per 10 000 population. Also, 8.2% of the pop-
ulation stayed overnight. In addition, 90 million people visited their outpa-
tient departments or 31.0 outpatient visits per 100 persons, while 115.3
million persons (a 2007 CDC figure later adjusted by the CDC in 2008 to
119 million) visited their emergency departments or 39.6 emergency
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department visits per 100 persons. Of those who visited the emergency
departments only 13.9 million visits resulted in hospital admissions while
even fewer, 2.2 million persons, were admitted to critical care.”

Diagnosis-related groups

One of the principal sources of income to a hospital is the Medicare program.
With millions of people already enrolled in Medicare and with many more
millions to come as the baby boomers reach retirement age, it is important to
understand how Medicare reimburses hospitals. While insurers may negotiate
charge rates for those under 65 years, they cannot do so for Medicare patients.
Medicare has always been a flawed program due to the political compromises
that were made in its enactment. Between 1966 and 1982, retrospective or
cost-based reimbursement was the basis of Medicare payment. With cost-
based reimbursement, the more a hospital spent, the greater its reimburse-
ment. It has been argued that because hospitals could pass on excessive costs
to third-party payers, they had no incentive to control costs and be careful
purchasers of goods and services. Many economists and policy analysts
believe that such a system of cost-based reimbursement encouraged ineffi-
ciency and directly resulted in inflationary health care costs. Thus, between
1967 and 1983, Medicare expenditures increased an average of 17% annually
and by 1983, Medicare represented 63% of total federal outlays at a cost of
$59 billion."* Medicare expenditures for inpatient care alone increased
10-fold, from about $3 billion in 1967 to $33 billion in 1983. By 2003,
Medicare paid $82 billion for Medicare beneficiaries who were discharged
from short-stay hospitals.'>>1®

The transition from Medicare’s cost-based reimbursement system to a
prospective payment system (PPS), commonly known as the diagnosis-related
group (DRG) program, began in October 1983. In 1982 the US Congress
passed the Tax Equity and Fiscal Responsibility Act (TEFRA). The purpose of
the Act (PL 97-248) was to limit a hospital’s reasonable costs on a per-
admission or per-case basis. Less than 1 year later, Congress enacted the
DRG-based PPS.

Medicare regulations require that the attending physician certify that the
diagnoses and procedures performed during the hospital stay are accurate.
Professional accredited personnel in the medical records department then
assign to each patient’s record the codes that express this information
(International Classification of Diseases Ninth Revision, clinical modifica-
tion (ICD-9-CM) codes) that lead to the DRGs. The thousands of individual
ICD-9-CM codes are part of a set of mutually exclusive and exhaustive
categories called ‘major diagnostic categories.” Thus, in summary, DRGs
are key to the PPS. By 1999, the methodology resulted in the creation of
hundreds of DRGs according to the most prevalent diagnosis among patients
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using inpatient services. Each Medicare patient admitted to the hospital is
assigned a DRG according to the principal diagnosis. Based on the patient’s
DRG classification a hospital receives a set reimbursement.

Under PPS, the basis of payment is a national standardized amount that
represents an average payment for a typical case. DRGs based on principal
diagnosis and other factors are used to group medically similar cases that
require comparable resources for treatment. The other factors that account
for differences in reimbursement for the DRG include differences in wages due
to geographic characterizations, location of the hospital (urban or rural),
whether the institution is a teaching hospital, a discretionary adjustment
factor that accounts for changes in new technology and productivity, and
adjustment related to treating a disproportionately large number of low-
income patients.

Each DRG is assigned a weight based on its resource costs relative to the
national average. These relative weights are recalibrated each year using
the latest available charge data for Medicare discharges. To determine the
Medicare reimbursement for an individual episode in a particular hospital,
the standardized amount is adjusted, as already noted, by the relative weight
of the DRG classification of the area wage level, the extent of the hospital’s
teaching activity, and the degree to which the hospital serves low-income
patients. In addition, PPS established categories of outlier, or extremely
costly, cases which receive supplemental amounts. In the years since PPS
was implemented, the Centers for Medicare and Medicaid Services sought
to refine the payment system to help ensure equitable payment of services and
to address issues raised by the provider community.

Implicit in the PPS is the assumption that, by providing hospitals with
economic incentives to be efficient, high-quality medical care can be achieved
at costs far lower than it had been historically. Because Medicare’s PPS
concentrated on inpatient services provided in acute hospital settings, this
system did not apply to all hospitals and all services. From the beginning, PPS
singled out specific categories of hospitals, such as referral centers and sole
community hospitals, for more generous payment. The Omnibus Budget
Reconciliation Act of 1989 (PL 101-239) established another category of
essential access small rural hospitals: Medicare-dependent hospitals, for
which Medicare patients account for more than half of total inpatient days
or discharges.

The Consolidated Omnibus Budget Reconciliation Act of 1986 (PL 99-
272) established additional payments under PPS to hospitals that serve a
disproportionately large share of low-income patients. This adjustment was
believed necessary to ensure that low-income beneficiaries would have access
to care. Certain specialized facilities — psychiatric, rehabilitation, long-term
care, and children’s hospitals — were excluded from the PPS. These hospitals
have remained under the payment system established by TEFRA and
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payments to TEFRA hospitals are related to the hospital’s actual allowable
costs, limited by a facility-specific-cost-based target amount.'” For those
hospitals operating under the PPS, hospitals incur some financial risk if their
actual costs exceed the predetermined rates of payment. Per-case payment, of
which DRG is one type, was established to remove the incentives to increase
length of stay or to increase the number of ancillary services provided. In an
attempt to balance efficiency with quality and appropriateness of services, the
Medicare PPS used a method of measuring case mix (DRGs) in order to adjust
for clinical complexity and resource use.

In summary, there are three basic features of the Medicare PPS. First, all
patients are classified into one of hundreds of DRGs. Second, the hospital
receives a fixed payment per DRG to cover inpatient costs, with the exception
of a few outlier cases in which the costs may not be fixed. Finally, as already
noted, payments for the hospital’s operating expenses are based on predeter-
mined national and regional rates and hospital teaching status, but not on costs
incurred by a particular hospital. These features encourage hospitals to be-
come more efficient and provide Medicare with a mechanism to control costs.

Not surprisingly, hospitals have responded to the features of the PPS by
changing their standards of operation. One method of concern to the Centers
of Medicare and Medicaid Services and other interested groups has been the
upcoding by hospitals to maximize their revenues. The accuracy of a hos-
pital’s Medicare DRG assignment is overseen by several agencies, including
the quality improvement organizations (QIOs), the Office of Inspector
General of the US DHHS, and the Medicare fiscal intermediary, such as
Blue Cross. Medical record reviewers can determine when a hospital deliber-
ately or inadvertently maximizes its DRG reimbursement. DRG “creep’ is the
term used describing improper increases in case mix index (weighted aver-
age for all a hospital’s DRGs). Coding more serious conditions or more
intense than is documented by a medical record causes these increases. As
examples, the OIG of DHHS using the weights of 1998 has documented how
upcoding DRGs work:

e A patient with longstanding chronic obstructive pulmonary disease
(COPD) is admitted with wheezing, rales, and a productive cough. The
cause for admission is determined to be acute bronchitis (DRG 149,
weight 0.59), but the physician lists this condition as secondary diagnosis
and list COPD (DRG 88, weight 0.95) as the principal diagnosis. In such a
situation, the admission for acute bronchitis should be shown as the
principal diagnosis rather than the more highly weighted COPD.

e An elderly patient with painful joints is admitted to hospital. A workup
indicates that osteoarthritis (DRG 2435, relative weight 0.49) is the source
of the problem, but the attending physician lists the principal diagnosis as
septic arthritis (DRG 242, weight 1.04). There is no justification in the
record for this diagnosis.'®
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In each of these cases, the peer review organization reviewing records
would give the attesting physician the opportunity to discuss the cases and
defend his or her actions. A pattern of substantial violations or a single ‘gross
and flagrant® (42 US code 1320c-5) case (usually one that would threaten a
patient’s life) would be referred to the OIG for potential sanction. Even if
these cases were not chosen by the QIO for review, they might be identified by
the fiscal intermediary, the insurance carrier, or the OIG during the studies,
and the case would be followed up. The physician can also be involved in
after-the-fact changes in the medical record in a less direct manner. The
medical records department may independently change a physician’s final
diagnosis to reflect its reasoning for higher reimbursement without first
obtaining a new physician’s attestation.'®

Unbundling the diagnostic codes

Another factor that may increase the costs the consumer-patient encounters
when hospitalized is the unbundling of the diagnostic codes by physicians.
The practice has many other names, including fragmentation, exploding
charges, code creep, upcoding, or even multiple billing. No one really knows
how extensive a problem this practice is, but when physician incomes
becomes threatened by cutting physicians’ reimbursement under Medicare
or Medicaid programs or from contracting with managed care organizations,
code manipulation is increasingly becoming more popular as one method to
recoup lost income.

Code manipulation of current procedural terminology (CPT) codes by
which physicians bill the third-party payer in order to obtain higher reim-
bursement for medical procedures than would be paid otherwise is not about
which code is more appropriate for the procedure, but rather about the dollar
values third-party payers assign to different CPT codes. Comprehensive
multiple-procedure codes are usually given lower payment codes. Third-party
payers state that most doctors usually charge less for the second procedure
when more than one is performed at the same time. This is especially true for
surgical procedures; more than one procedure may be performed with just one
incision and one anesthetic, and the second procedure can be considered a
logical follow-up of the first, depending upon the situation. For example, a
total abdominal hysterectomy with a Marshall-Marchetti-Krantz procedure
(CPT code 51840) is supposed to include salpingectomy (removal of the
fallopian tubes) and oophorectomy (removal of one or both ovaries). But
charged as a single package, the procedure pays a great deal less than if the
hysterectomy with MMK, salpingectomy, and oophorectomy were billed
individually. A worse example would be a bill for code 51840 (the bundled
procedures) in addition to another bill for all the separate components. This
would be equal to billing one patient for two total hysterectomies.
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Another example of unbundling is called fragmentation of incidental pro-
cedures. Incidental procedures are generally performed as part of a larger
procedure and, because they take little extra effort, are not usually paid
separately. For example, an appendectomy can be incidental to the total
removal of the stomach. But when done together and billed individually, each
can enhance the cost of the gastrectomy by half. Another form of fragmenta-
tion is called exploding, as when a physician orders a single blood screening
but bills for 17 different laboratory tests that were performed as part of that
single blood screening.

Other techniques include upcoding, as already noted, that is, assigning a
code that represents a more complex procedure or level of care than the one
actually required or provided. Visit churning involves scheduling more than
the necessary number of physician visits, usually on an outpatient basis. In
contrast, an example of multiple visit coding would be when a physician who
admits the patient to the hospital from the ER bills separately for seeing the
patient in the ER and for a complete hospital visit following the patient’s
inpatient admission. The doctor has seen the patient only once but has billed
twice. There are also situations in which it is the doctors who are multiplied.
While more than one surgeon is needed to perform some surgical procedures,
it is becoming increasingly common for co-surgeons to bill for performing a
procedure that normally would only require one surgeon or one surgeon and
surgical nurse.

In addition to the previous examples that can increase physician charges in
the hospital, there are other more questionable procedures such as billing for
procedures that are not even medically indicated or are inappropriate for the
patient’s age and sex. While such procedures may represent an extremely
small percentage of the total claims submitted, they can add up to many
hundreds of thousands of dollars not only for the third-party payer in terms
of reimbursement but even for the hospitalized patients who may have to pay
part of these costs, even though all of the actions might not constitute pur-
poseful fraud in the legal sense. Another activity is called balance billing,
whereby a physician will bill patients for the part of the bill the insurer won’t
pay even though the insurer in its contracts with patients includes harmless
agreements to protect its members. But not all insurers have such an agree-
ment in their contracts. A hold harmless agreement is a contractual agreement
whereby one party assumes liability in a situation, thus relieving the other
party of responsibility. Outside health care an example is a railroad sidetrack
agreement with a manufacturing company under which the manufacturer is
held harmless for damage to railroad equipment and tracks.

CPT stands for current procedural terminology. It is a handbook of codes
like that of CPT-4, for example, which means a fourth edition of the CPT
code and represents all the medical procedures that the American Medical
Association publishes. Originally developed for medical research and
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statistical analysis, the CPT codes became popular with third-party payers
as the use of so-called reasonable and customary fee schedules came into
common use, especially after the introduction of Medicare DRGs. CPT,
ICD-9-CM, and other coding systems are continuously being modified.
Among sources of conflict is the fact that CPT-4 codes, for example, some-
times employ terminology that is not precise — called descriptors — and thus
is open to interpretation by third-party payers and providers. When the
descriptors are not clear, they permit much leeway in the use of the code
and can lead to disputes between payers and physicians. While surgical
codes are fairly exact, those for pathology, for example — especially clinical
laboratory services — and for office visits are not as clear and more likely to
lead to disagreements about their interpretation. For example, office visits
have five distinct classifications — brief, limited, intermediate, extended, and
comprehensive — and which level is appropriate for a specific visit depends
upon the physician’s decision. Payers differ also in how they use codes for
privately insured patients as opposed to those patients covered by Medi-
care or Medicaid. Neither Medicare nor Medicaid gives much guidance to
its intermediaries about how the codes should be interpreted. They let the
carriers decide in most instances which, in turn, leads to inconsistent appli-
cation of the codes, even by the same payer. All these factors can affect
hospital charges and costs.

Hospital medications

Regardless of the diagnosis and treatment, medical errors, also involving
medications, in a hospital setting are an increasing problem. A 1999 study
that was sponsored by the US National Academy of Science’s Institute of
Medicine (IOM) estimated that medical errors in hospitals were responsible
for the deaths of 44 000-98 000 Americans each year and were said to cost
hospitals between $17 billion and $29 billion nationwide.'” In 2006,
HealthGrades, a leading health care ratings company, stated that among
the 40 million hospitalizations covered under Medicare from 2002 to 2004,
there were 1.24 million patient safety incidents in American hospitals: the
incidents varied from state to state and among the best and worst hospitals
and cost Medicare $9.3 billion.?° The patient safety incidents with the highest
prevalence were decubitus ulcer and postoperative sepsis.

However, one of the biggest threats in hospitals in regard to medical
errors pertains to medications. In 2006, the IOM of the National Academy
of Sciences issued a follow-up report to its 1999 report titled Preventing
Medication Errors: Quality Chasm Series that estimated that there were
380000-450000 hospital drug errors each year. This number rose very
greatly in long-term care facilities, where almost 800 000 people suffered
as a result of medication errors.”! The report concluded that there are at
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least 1.5 million preventable medication errors overall each year and empha-
sized that the true number may be larger. Sometimes these errors take place
when patients are at their most vulnerable in terms of illness and are least able
to spot the problem. The US Agency of Healthcare Research and Quality
studied patients admitted to two intensive care units and found that almost
10% of patients suffered a preventable adverse event, and most of these
events involved medication errors.”> To combat these medication errors a
few hospitals, like those within the Veterans Administration system, have
their patients wear bracelets with bar codes that match up with the bar codes
on their medications. Other hospitals employ computer programs to elimi-
nate the potential for mix-ups in the pharmacy. In February 2004 the Food
and Drug Administration, in seeking to improve the safety and accuracy of
in-hospital medications, issued a regulation that requires bar codes on most
prescription drugs and on over-the-counter medication that is commonly
used in hospitals.*?

Yet, despite the existence of bar codes and computers, most hospitals
still employ the old-fashioned approach in prescribing medications. The
physician writes the prescription, the pharmacist reads the handwriting,
and the patient takes the medication. Each prescription requires that the
physician, pharmacist, and nurses are in perfect communication with each
other that the medication and dosage are correct. Every patient is just a
single misunderstanding — one illegibly written prescription, one misplaced
decimal point, one misunderstood word, or one transcription error — away
from a medical error. As examples, a simple mistake such as putting the
decimal point in the wrong place can have serious consequences because a
patient’s dosage could be 10 times the recommended amount.

Drugs with similar names are another source of error, such as the pain
medication Celebrex and the antidepressant Celexa or the tranquilizer
Zyprexa and the antihistamine Zyrtec. Other medication errors include pre-
scribing the wrong drug, ordering an inaccurate dosage, or administering a
drug at the wrong time. Physician order entries on the computer should help
eliminate illegible written prescriptions, decimal point errors, and doses out-
side the ‘usual range.’

On November 18, 2003 the US Pharmacopeia (USP) reported that one-
third of hospital medication errors that reach patients involve older adults. In
2002 there were 192 477 medication errors documented by the USP and 3213
or 1.7% of the total resulted in patient injury.** The USP is a nonprofit,
nongovernmental, standard-setting organization that advances public health
by ensuring the quality and consistency of medicines, promoting the safe and
proper use of medications, and verifying ingredients in dietary supplements.
These standards, that are recognized worldwide, are developed by a unique
process of public involvement through the contributions of volunteers repre-
senting pharmacy, medicine, and other health professions as well as science,
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academia, government, the pharmaceutical industry, and consumer organ-
izations. The information appears in the organization’s 2002 MEDMARX
annual data report, which analyzed the medication errors reported to the
MEDMARX-USP. MEDMARX is a national, internet-accessible anonymous
reporting database that hospitals and health care systems use to track and
trend medication errors and is operated by the USP. As of 2003, fewer than
10% of US hospitals participated and the information collected is protected
from public view. MEDMARX helps hospitals understand and ultimately
prevent medication errors in hospitals. USP created MEDMARX to help
health care facilities understand the causes of medication errors and the
factors that contribute to them in order to improve patient care and safety.

The MEDMARX data report revealed a number of important findings
about the older-adult population, including the following: more than one-half
(55%) of fatal hospital medication errors reported involved older adults;
when medication errors caused harm to older adults, 9.6% were prescribing
errors; when the harm took place, wrong route (7%), such as tube feeding
administered intravenously, and wrong administration technique (6.5%),
such as not diluting concentrated medications, were the second and third
most common errors involving those age 65 years and older; and omission
errors (43%), improper dose or quantity errors (18%), and unauthorized
medication errors (11%) were the most common type of medication errors
experienced by older adults.**

A study published by the University of Minnesota in June 2007 indicated
that the rate of medication errors skyrocketed from 5% in 1992 to 25% in
2007, with illegible handwriting and transcription errors accounting for as
much as 61% of the medication errors in hospitals. But when US hospitals
changed to computerized physician order entry systems there was a decline of
66% in prescription errors. However, a review of the literature also indicated
that, while the number of medication errors did decrease as a whole, the
incidence of one kind of error, prescribing the wrong drug, did not decrease
and in five of the 12 studies, the number of adverse events from drug errors did
not decrease. More than 500 000 patients suffer injuries or deaths from
adverse events, costing up to $5.6 million annually per hospital.**

Given the number and kinds of different errors hospitals can make during
a patient’s stay, beginning October 1, 2008 Medicare, in addition to possibly
other insurers, stopped paying for extra-cost preventable errors. Prior to this
date, even when a hospital made a preventable error, it could be reimbursed
for the extra treatment that the patient requires as a result of the error. Some
errors can add $10 000-100 000 to the cost of hospital stay. From October 1,
2008 hospitals cannot bill the injured patient for those extra costs, with more
incidents to be added in the future. These include: urinary tract infections
from catheters, blood stream infections from using catheters, injury from
falls, bed sores, or pressure ulcers, objects left in patient during surgery, blood
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compatibility, giving a dangerously wrong blood type, an infection after
heart surgery called mediastinitis, and air embolism, an air bubble in a blood
vessel. Medicare estimates that the move will save the government about
$100 million between 2008 and 2013. Medicare’s decision has led some
private insurers like Aetna and Wellpoint, the nation’s largest insurers, to
move to make hospitals absorb the costs of serious errors and the state of
Pennsylvania stated it would follow Medicare’s example and stop Medicaid
payments as well.?® By the winter of 2008 hospitals in 11 states had agreed to
waive fees for certain rare errors called ‘never events’ because safety experts
stated they should never happen at all.

While it is not clear how many patients are being billed for hospital errors,
the federal Medicare program has an idea. In 2006, Medicare was billed 764
times for objects left behind in surgery, resulting in an average payment of
nearly $62 000 per incident. The agency was billed 33 times for patients who
received the wrong blood, at an average cost of $46 000 each, and was billed
nearly 323 000 times for the worst kind of pressure ulcers, a preventable
problem, at a cost of $40 381 apiece. Wrong site procedures are those in
which doctors operate on the wrong body part, the wrong place, and in some
cases, the wrong person. According to a 2006 study published in the Archives
of Surgery, the number of wrong site procedures performed in the USA ranges
from 1300 to 2700.%” Each year doctors and hospital administrators worry
that if hospitals waive fees for errors, they’ll be admitting liability that could
hurt them in court, But despite the perception that most injured patients sue
to recover damages, many lack the skills or resources to go to court, and many
other are rejected when malpractice lawyers won’t accept their cases.?”

However, medical errors, including those involving medications, are not
the only source of hospital problems. Another is the fact that the US General
Accountability Office (GAQO) in April 2008 issued a report titled Health-Care-
Associated Infections in Hospitals and reported that the federal government is
not doing enough to protect patients from becoming infected at hospitals,
endangering many thousands of lives and costing billion of dollars, which the
CDC has estimated at $20 billion a year.”® The GAO reported that govern-
ment has not established sufficient standards for hospitals to follow or pushed
hospitals to follow those standards to reduce infections. About 90000
Americans die after contracting infections in hospitals each year and 1.9
million become sick from bacteria, according to the Consumer Union, an
interest group that has been advocating more action to prevent hospital-
associated infections. The deaths alone account for $5 billion that is added
to the nation’s health care spending. Patients often receive infections through
intravenous tubes, catheters, and ventilators to which they are attached.
Bacteria, often meticillin (formerly methicillin: an antibiotic of the penicillin
class)-resistant Staphylcococcus aureus or MRSA, contaminate the blood,
urinary tracts, and surgical sites. As already noted, since October 2008 the
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Centers for Medicare and Medicaid Services will not pay hospitals more to
treat infections for patients who developed the infections at the facilities. But
Medicare has established too few standards and the ones they have developed
are vague. The CDC has issued 13 guidelines for hospitals and infection
control but has failed to tell hospitals which of the 1200 recommended
practices these guidelines contain are the most important for hospitals to
follow. Physician associations do offer more specific guidelines, according
to the GAO, such as requiring hospitals to offer flu vaccinations to their staff.
Measures to reduce infection are known, such as making sure staff members
wash their hands more often, increasing the use of medical devices coated with
antibacterial agents, wearing sterile gowns and gloves, protecting patients
with antiseptics, sterile drapes, and dressings, and properly ventilating oper-
ating rooms. States have assumed the lead on the hospital infection issue.
Since Illinois passed the first law in 2003, by 2009 about 25 states had enacted
measures to publish infection rates at hospitals. However, the collection of
infection data from hospitals and using Medicare and Medicaid payments
more to bring about improvements still remain a problem, even though the US
DHHES states that it does collect data, cites hospitals for improper practices,
and requires hospitals to solve the problems. But, the data DHHS collects
through multiple databases across the federal department have not been used
effectively by DHHS to provide a complete picture of the extent of the
problem.**

Report cards

In view of the many problems which consumer-patients may encounter as a
result of their hospital stay, how can they determine the quality of the hospital
to which they are being admitted, aside from its being accredited by organiza-
tions such as the JCAHO? One of the newest innovations in judging hospital
care is report cards. This effort to judge the quality of hospitals is so new that
there is no standardization in writing these reports or agreement on the
contents of care they should measure and include. Report cards are now
available nationally, by state, and locally. But they have shortcomings.
They may not be available in all parts of the country and hospitals do not
routinely measure the coordination of care among various providers, error
rates, the sufficiency of pain relief, or functional outcomes of medical
treatments.

As a few examples, in May 2008 Consumer Reports released a rating
system whereby almost 3000 hospitals nationwide are rated on the length of
hospital stays and number of doctor visits for adult Medicare patients facing
chronic diseases, including cancer, diabetes, renal failure, dementia, and liver,
vascular and heart disease.>® The ratings address complicated illnesses that
affect more than 90 million Americans. As a group, these diagnoses are
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responsible for seven out of 10 deaths of older adults on Medicare, according
to the Dartmouth Atlas of Health Care, the key source of data for the rating
system.>! Consumer Reports simplified the Atlas data so that consumers could
better decide whether they want to fight a disease aggressively, with many
doctors and specialists, or as conservatively as possible, such as in cases of late-
stage cancer or when a person wishes little treatment. The rating also includes
the patient’s after-Medicare out-of-pocket expense for the hospital stay. The
internet site is http://www.consumerreports.org/health/doctors-and-hospitals.
The federal government’s website (http://www.hospitalcompare.hhs.gov) now
allows consumers to access information on 2500 hospitals around the USA in
regard to patient satisfaction scores about a hospital. Some of the questions
include the following examples: Did doctors treat patients with courtesy and
respect? How often were the room and bathroom cleaned? Was the area
around the room quiet? And did the patient get immediate help after pressing
the call button? Since 2003 the website has helped consumers compare issues
such as how quickly aspirin was given after a heart attack and how and when
antibiotics were used. Consumers can compare up to three hospitals in regard
to various questions. The information was collected by hospitals from a ran-
dom sample of patients in October 2006 and June 2007 and the survey,
developed by the government, was administered 48 hours to 6 weeks after
patients were discharged. For the first time consumers can now find out and
compare at the federal government’s website (http://www.hospitalcompare.
hhs.gov) death rates among hospitals even within their own zip code according
to three criteria — death rates by heart attack, heart failure, and pneumonia —
which are widely viewed as yardsticks of a hospital’s overall performance.
Another website is that of the US Agency for Healthcare Research and Quality
that has a recommended checklist for choosing a hospital (http://www.
ahrg.gov/consumer/qnt/qnthosp.htm#choosing-). One website (http:/www.
leapfroggroup.org/for_consumers) is a consortium of large health care purcha-
sers that created its own survey to judge hospital quality and safety, while
http://www.qualitycheck.org is the independent not-for-profit Joint Com-
mission database of health care organizations. The Joint Commission, which
evaluates and considers accreditation for more than 15000 groups, is over-
seen by a board of doctors, nurses, and consumers. As a final example, the
Dartmouth Atlas project at http://www.dartmouthatlas.org/- uses Medicare
data to analyze and compare how medicine is practiced across the country and
can be searched on a national and local basis.

Conclusion

Hospital costs are the single biggest impetus behind medical inflation to-
day. This situation is forcing everyone to take another look at how hos-
pitals will be paid and regulated. Medicare has decided not to pay for certain
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medical errors. Consumer organizations and others are setting up websites
whereby patients can judge the quality of the hospital to which they may be
admitted. Insurers are beginning to establish tiered hospital networks in
which consumers pay more out of their own pockets for care in expensive
hospitals. In 2004 Massachusetts state employees covered by the Tufts
Health Plan, for example, paid an admissions co-pay of $200 if they chose
hospitals the plan deemed lower-cost and higher-quality, but paid an admis-
sions co-pay of $400 if they chose to go to higher-cost/lower-quality hospi-
tals. In addition, consumers are demanding discounts for uninsured patients
and individuals who have high-deductible policies while some insurers and
employers are demanding that hospitals provide data on quality to justify
their higher costs. Employers state that a hospital with higher initial costs
may prove less expensive in the long run if it has a lower rate of infection or
other complications.

While hospitals have varying sponsorships or orientations such as reli-
gious, government, profit, or nonprofit, the degree and excellence of care a
hospital provides do not depend upon its ownership. All hospitals should be
judged on their own merits. Proprietary hospitals, with notable exceptions,
tend to concentrate on illnesses like appendectomies and tonsillectomies
that can be treated relatively simply and that require a minimum of operat-
ing room personnel and equipment, unlike the elaborate equipment or
highly specialized technical staff that might characterize a university teach-
ing hospital. If hospitalization calls for routine obstetrical care or bed rest,
traction and analgesics for a back disorder, a patient may do just as well
medically and, perhaps, even better financially in an accredited proprietary
hospital than in a more expensive accredited nonprofit voluntary hospital.
Proprietary hospitals may have lower daily charges than nonprofit commu-
nity hospitals because of reduced operating costs and better management
efficiency since they operate on the profit motive and seek to achieve such
efficiencies. On the other hand, if a person has a brain tumor and requires
neurosurgery, that person would be better off in a university teaching hos-
pital where the cutting-edge technologies are being used rather than a pro-
prietary hospital.

Remember, regardless of costs, and today’s hospitals are confronted with
rising costs and staffing shortages as a result of rapid technological changes
occurring in American medicine, the purpose of the hospital is and has al-
ways been the same — to preserve and prolong human life in as healthful a state
as possible and that is a price that is beyond any measurable value.
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Medical technology

Introduction

As the costs of American health care continue to soar, attention has focused
on causes such as the price of medications and the costs of hospitaliza-
tion. Other reasons that are cited include rising personal incomes, a growing
share of health care costs being paid by third parties, and an aging American
population, all of which have increased the demand for health care services
and have contributed to the historic growth in spending. In fact, the Con-
gressional Budget Office (CBO) has projected that, without changes in law,
total spending on health services in the USA would rise from 16% of gross
domestic product (GDP) in 2007 to 25% in 2025 and 49% in 2082. Federal
spending on Medicare (net of beneficiaries’ premiums) and Medicaid would
rise from 4% of GDP in 2007 to 7% in 2025 and 19% in 2082."

But a very basic question bothers health authorities as to why spending
on health care consistently increases more quickly than spending on other
goods and services. One of the key reasons they cite is the development and
diffusion of medical technology. Some new technologies — many vaccines,
for example — result in lower spending, but research has shown that, on
balance, changing technologies in medicine result in increased spending and
account for one-half to two-thirds of the increase in health care spending in
excess of general inflation.” By 2004, medical technology spending exceeded
$200 billion a year.?

History of medical technology assessment

Medical technology may be defined as the procedures, equipment, and
processes by which medical care is delivered. It can range from new medical
and surgical procedures like hip replacements, medications like biological
agents, medical devices like magnetic resonance imaging (MRI), to new
support systems like electronic medical records. A good example of how
medical technology can increase the life span and improve the well-being of
an individual is the treatment of preterm babies for which very little could be
accomplished in 1950. But by 1990, advances in technology, including
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special ventilators, an artificial pulmonary surfactant to help the develop-
ment of infant lungs, neonatal intensive care, and steroids for the mother
and/or baby, helped lower mortality to one-third of its 1950 level, with an
overall increase in life expectancy of about 12 years per low-birthweight
baby.*

One of the major issues in regard to the development of medical technol-
ogy is cost control. Related to this issue is the assessment of the treatment and
the technology itself, namely, what works and what does not. Technology
evaluations examine not only the clinical aspects of a technology but also its
economic performance. One of the major concerns related to technology
assessment, such as in regard to medical devices, is that clinical evaluations
are organized to look at the safety of the devices rather than take into account
their financial considerations. In addition, if examining costs, technology
assessment generally seeks to analyze the cost of the technology compared
to its benefit before any solid outcome studies have already been performed
comparing the new technology with the existing technology. Manufacturers
employ technology assessment in promoting their products, seeking approval
for their use from regulatory agencies, convincing third-party payers to reim-
burse providers for their use, and making research and development decisions
about the product. Technology assessment helps health care providers judge
which set of technologies they should purchase or use in a given medical
situation. Third-party payers look at technology assessments to decide
whether they should cover a technology in their payment policies. When
assessing a technology regulators are more concerned about its safety and
effectiveness than its costs. Finally, technology assessment is important to
patients because they must make decisions concerning their medical treatment
and such assessments are most important in knowing what a given kind of
technology can and cannot do.

The problems which concern medical technology today are that most
technologies are not required to show effectiveness and most medical care
predates very stringent testing. In addition, many technologies are employed
in ways other than their original intent and, even if their effects on health are
understood, their economic and social impact on society itself is not neces-
sarily comprehended. The development of technology is not a process over
which most governments have control. For a technology assessment to be
considered successful it must be scientifically and clinically believable and the
information made available to clinicians, policymakers, and the public. In
addition, along with the results there should be policy recommendations in
regard to the technology which are clearly understood, with the manufacturer
making a commitment in regard to marketing the technology as well as
educating interested parties about it.

In 2008, the Institute of Medicine of the National Academy of Sciences
published a study, Knowing What Works in Health Care: A Roadmap for the
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Nation® in which the Institute recommends the establishment of a national
clinical effectiveness program, whose task it would be to assess treatments
and technologies for clinical efficacy. If established in a way that ensures
transparency, scientific rigor, and high standards for accountability and
objectivity, the proposed national program would be a trusted resource for
reliable information on the effectiveness of health services. With thousands of
new clinical studies published each year, the amount of medical data has
become so huge that it is essentially unmanageable for providers, patients,
health plans, and others. Most people, including many health professionals,
lack the scientific training necessary to evaluate and interpret such clinical
findings by themselves. Moreover, research has shown that when reviews are
financed by manufacturers or vendors — as a significant proportion of the
reviews are — they are more likely to show effectiveness, which leads some to
question whether, or to what extent, the cumulative body of evidence for any
given health care product or service is biased.

The idea of the need for technology assessment and clinical effectiveness
studies is not really new. Since its establishment in 19635, the Medicare pro-
gram has been prevented by Congress from taking costs into consideration
when deciding what benefits the program should include. Medicare can only
consider what is medically ‘reasonable and necessary.’ In addition, there has
been a history of federal agencies being established in the past to assess health
care technology, all to no avail. One technology assessment agency whose
purpose went well beyond health care was the Office of Technology
Assessment, established in 1974 and eliminated by Congress in 1995. The
first effort devoted to health care technology was the National Center for
Health Care Technology, which Congress established in 1978. The purpose of
the Center was to assess technology for its safety, efficacy, economics, ethics,
and impact on society. Any effort to control costs was not in its Congressional
authorization, but the fact that economics was included opened the way for
considering the impact of costs. The Center had no regulatory authority but
was limited to commissioning original research, setting up demonstration
projects, and evaluating specific technologies — and remaining unbiased
in the process. In 1981, Congress eliminated this agency. The medical profes-
sion and medical manufacturing associations opposed the agency because
they believed that the agency’s mandate infringed on their own prerogatives.
In 1985, Congress created another agency with similar purposes: the Agency
for Health Care Policy and Research, which still functions today. Renamed
the Agency for Health Care Research and Quality, the organization’s former
authority to recommend payment decisions to Medicare and Medicaid has
been eliminated.®

Essentially, as already noted, technology assessment evaluates not only
the clinical aspects of a technology but also its economic performance. When
evaluating the cost or the economic impact of health care technology, there
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are many kinds of cost studies that can be undertaken. These include: an
analysis of the cost of illness: the economic impact of illness/condition; a
cost minimization analysis: the least costly among alternatives that are
assumed to yield equivalent outcomes; cosi-effectiveness analysis: costs in
monetary units as well as outcomes in quantitative nonmonetary units such
as reduced mortality, morbidity, and life-years saved; and a cost-benefit
analysis: costs and outcomes in monetary units, both of which are quantified
in common monetary units.”

When examining the evidence from cost studies, cost study characteris-
tics that must be taken into consideration include: the perspective of the
evaluation (e.g., society, payer, provider, and patient); direct costs (medical
and nonmedical); indirect costs (e.g., loss of productivity); actual costs ver-
sus charges/prices; time frame (short-term or long-term); marginal costs
versus average costs; discounting; correction for inflation; and sensitivity
analysis.”

In conducting health technology assessments, 10 steps are suggested:
identify assessment topics; specify assessment problem; determine locus or
responsibility of assessment; retrieve evidence; collect new primary data;
interpret evidence; synthesize evidence; formulate findings and recom-
mendations; disseminate findings and recommendations; and monitor
impact.”

While the Institute of Medicine recommends the establishment of a
national clinical effectiveness program, there are currently several federal
agencies with health technology functions. Agencies within the US Depart-
ment of Health and Human Services include:

Agency for Healthcare Research and Quality (AHQR)
Centers for Disease Control and Protection (CDC)
Food and Drug Administration (FDA)

Centers for Medicare and Medicaid Services (CMS)
National Institutes of Health (NIH).

In addition, other federal agencies with health technology assessment-related
activities include:

Department of Veterans Affairs (DVA)

Medicare Payment Advisory Committee (MedPac)
Congressional Budget Office (CBO)

Government Accountability Office (GAO).

One of the best sources of health technology assessment-related information
is the National Library of Medicine (NLM) at the NIH, which maintains
several searchable databases, including MEDLINE. Another resource is the
Cochrane Collaboration Library, an international database of systematic
reviews of the effects of health care interventions.
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The cost drivers

In analyzing how the costs of medical technology contribute to total health
care spending in the USA, there are some cost drivers which any federal agency
examining such problems must take into consideration. There is a great deal
of evidence that the overuse and misuse of technology lead to spending that
exceeds its actual value for the patients who are receiving its benefits. In the
category of diagnostic imaging, instruments such as computed tomography
(CT) scans, positron emission tomography (PET) scans, and magnetic reso-
nance imaging (MRI) scanners had grown by 2004 to a $100 billion-a-year
business. This growth in spending has been fueled to a large degree by the
increase in the number of machines that hospitals, physician offices, and
imaging centers have been installing. This, in turn, has led to an overcapacity
in many geographical areas and has given physicians the incentives to pre-
scribe unnecessary procedures. Duplication of procedures (that is, a patient
first receives an MRI and then a PET scan, even though the application of both
procedures may not help the physician get closer to the diagnosis) and the
overuse of high-end procedures in situations where they contribute little value
has also unnecessarily increased technology spending.?

There are three basic reasons why medical technology is not being used in
the most cost-effective manner. First, patients, for the most part, do not pay
directly out of their own pocket for the health care services they receive so they
sometimes can make unreasonable demands on a physician to use the medical
technology when the physician is diagnosing and treating their illness. If
patients know that a third-party payer will reimburse an institution for a
CT scan without any cost to the patient, why not ask for it for their own
peace of mind? Second, a new technology may be adopted because of its
clinical superiority to existing technologies, but there is still no market mech-
anism to guarantee that the new technology will be used where it is clinically
most appropriate or where it affords the highest value for the patient com-
pared with other treatments. Third, because there is no market mechanism for
determining the value of a medical technology, there is no generally accepted
screening process to assess its value; cost-effectiveness is not a criterion for the
regulatory approval of procedures, and manufacturers do not always perform
studies of the economic benefits of new procedures.’

A 2007 study by the Center for Studying Health System Change is a good
example of the use of medical technology.® The report noted that that the use
of CT scans in the USA nearly doubled between 2000 and 20035, from 12 scans
per 100 people to 22 per 100. The increase was due to the fact that the imag-
ing machines, which can cost $1 million to $2 million a year, are useful for
diagnosing more problems. Karen Ignani, chief executive officer of America’s
Health Insurance Plans,” a trade group representing the health insurance
industry, has noted that when hospitals and physicians buy the equipment
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there is a strong incentive to use it, especially if hospitals and physicians are
tempted by the income they receive from the tests, which can range from
$500 to $1000 or more apiece, as they see their other sources of income
shrink from government health programs and commercial insurers.
However, there are other downsides to the use of medical technology
aside from the technology increasing health care costs. Insurers are afraid
that some patients are being exposed to dangerous radiation levels from
having repeated CT and PET scans, which use many times the radiation of a
regular X-ray. Sometimes scans are repeated because the initial ones were
not performed properly and because the equipment is outdated or the tech-
nicians were poorly trained. Physicians are also concerned about patients
receiving excessive radiation exposure when they receive scans that are
not needed or are ordered as ‘defensive medicine’ to protect physicians
against the possibility of medical malpractice lawsuits. There is also a
concern that unscrupulous physicians without adequate expertise are ref-
erring their patients for tests in their own offices or to imaging facilities in
which they have a financial interest. As a result, health insurers are requir-
ing more preauthorizations before patients can receive these scans, and
setting other restrictions, including mandating that imaging equipment
and the medical staff operating the equipment be credentialed in advance.
This situation has also contributed to increasing health care costs.
Sometimes doctors order diagnostic tests that do not need preauthoriza-
tion, even if it provides less helpful information than the ones they prefer and
then seek approval for a more advanced test if the first one shows it is needed.
Sometimes, the preauthorization has the potential to place the patient’s life in
even more danger. For example, cardiologists who want to assess blood flow
and blockages inside a patient’s heart arteries would prefer a nuclear cardi-
ology test. With that, a small amount of a radioactive substance is injected in
the blood and tracked using a camera. But some doctors will instead order a
cardiac authorization, which does not require advance authorization but
involves threading a catheter through a blood vessel up into the patient’s heart
and carries a 10-times-higher risk of complications such as heart attack or
stroke. However, evidence has shown that, when imaging machines are used
appropriately, they can hold down expenses and improve patient outcomes
such as finding cardiac problems early enough to prevent a heart attack.
The Medicare program is also trying to find ways to hold down its
spending on imaging services after its annual cost doubled from $6 billion
in 2000 to $12 billion in 2005. By 2007, insurer limitations on the use of
MRIs, CT scans, PET scans, and nuclear cardiology imaging became wide-
spread and started a new industry of insurance consultants called radiology
benefit managers.® Even back in 1998, medical technology was being con-
sidered as the basis of spiraling health care costs. According to Michael E.
Chernow, health economist at the University of Michigan School of Public
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Health, ‘the reason why health care costs are higher now than they have been
in the past is because of new medical technology. It’s not increased waste. It’s
not fraud. It’s not increased lawsuits. It’s not the fact that people on average
are older — all that may contribute, but the predominant factor relates to the
development and utilization of new medical techniques of which there are an

10,11
enormous number.’ 0,

Financial impact of new medical technology

Overall, health experts believe that new medical technology has contributed
to the rise in health care costs, although any medical technology may increase
or decrease such expenditures in and of itself. But there are various factors
involved in making such determinations. For example, is the new technology
supplanting either completely or partially any existing technology that has
previously been used in treating the patient or is it merely supplementing
current technology that is presently being used in the patient’s treatment?
Depending on the use of the new technology, will it increase or lower the costs
of patient treatment on an individual basis? When examining the costs of the
new technology for each patient, what is the relationship between the use of
the new technology and its effect on the use or costs of other health services
such as hospitalization or outpatient physician office visits?

A good example of how new technology can improve the treatment of
patients, yet bring about financial savings for the institution that implements
the technology, relates in this instance to the barcoding of medications in a
hospital. Hospitals incur $2200 in additional costs per adverse drug event,
including drug-drug interactions, at a cost nationally of $2 billion per year.
Instituting a barcode-assisted medication-dispensing system in hospital
pharmacies can not only reduce hospital pharmacy dispensing errors that
typically involve the incorrect medication strength or dosage form but also
bring about a positive financial return on investment for the hospital. For
example, after initiating a barcode-assisted dispensing system, one hospital
pharmacy decreased the rate of adverse drug events from dispensing errors
by 63% (from 0.10 to 0.07%)."? In addition, implementation of this system
resulted in a positive financial return on investment to the hospital. The
study’s authors performed a cost-benefit analysis of the medication bar-
code system within a large hospital pharmacy. They examined the net finan-
cial cost and benefit of initiating a system over a 5-year period. In inflating
and time-value-adjusted 2005 dollars, total costs during the 5 years were
$2.24 million ($1.31 million on one-time costs during the initial 3.5 years
and $342 000 per year in recurring costs starting in year 3). The primary
benefit was a decrease in adverse drug events from dispensing errors (517
errors averted annually), resulting in annual savings of $2.2 million. The net
benefit after 5 years was $3.49 million. The break-even point for the
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hospital’s investment took place within 1 year of the system becoming fully
operational.'> The problem of studying specific technologies and their
impact on health care costs is that it is difficult to extrapolate them to an
aggregate or national level.

Another factor relates to how extensively the new technology is being
used. Can it treat patients whose illness up to that point was not treatable?
Can it find new populations which might require existing treatments? Can it
be used as a catalyst to expand existing treatments to new conditions, as in the
case of the medication, Remicade, which was developed to treat arthritis and
is now used to treat Crohn’s disease as well? Are its existing capabilities
undergoing continual step-by-step improvements, which can lead to improve-
ments in the quality of care? Is it a new procedure that has been developed for
discovering and treating secondary diseases within a disease, such as eryth-
ropoietin to treat anemia in patients who are receiving dialysis?

New technologies can reduce utilization, such as a new screening instru-
ment that allows for a more focused treatment. Some new technologies, such
as vaccines, may cost more initially but can cost society less over time if they
lead to fewer people seeking more expensive care. New technologies can also
lead to an increase in the human life span, which impacts on the kind and cost
of health care that a person uses over a lifetime.

Analyzing the impact of new technology on health care costs is not
simple. On the one hand, in studying a single technology it is relatively easy
to illustrate the cost and the benefit of a new technology if it replaces a more
costly technology and improves health care, while an analysis of health care
system-wide costs may demonstrate cost increases if the new technology is
used more than the old technology. For example, again in treating Crohn’s
disease (an autoimmune medical condition), the use of the medication
Remicade, which is infused over a period of hours into a patient as opposed
to the patient swallowing a tablet or pill, may stabilize the condition of the
patient on a daily basis. It may ward off inflammations of the small intestine
such as when the Crohn’s disease becomes active and one of whose treatment
choices in such a situation often involves surgery. While Remicade infusions
are very expensive, at intervals of 6-8 weeks or less, depending on the
patient’s condition, they can easily approach $18 000-20000 a year in
costs in 2009 but are far less expensive than the combination of the costs
of surgery, hospital stays, and all the other expenses that are attendant on
inpatient surgical procedures. At the same time, the increased use of
Remicade relative to other less expensive outpatient medication treatments
can increase on a system-wide basis total health care spending in this regard.

At the present time it is not possible to measure directly the impact of new
medical technology on total health care spending; innovation in the health
care sector is not a sporadic event but a continual process and the impact of
different changes is interrelated with each other. In addition, with the health
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care sector accounting for at least $2 trillion in annual expenditures and with
a myriad of diverse procedures, products, and interventions, direct measure-
ment of the impact of new technology on health care expenditures is not
practical.

Economists have used indirect approaches in an effort to assess the effect
of new technology on the costs of health care. In one approach the effect of
medical technology on health care expenditures was initially assessed by
examining the effect of factors that can be reasonably considered, such as
the extensiveness of insurance, rising per-capita income, aging of the US
population, supplier-induced demand, and low gains in medical sector pro-
ductivity. Professor Joseph P. Newhouse of Harvard University concluded
that the previous factors accounted for well under one-half of the growth in
real medical spending, and that most unexplained residual increase ought to
be attributed to technological change — what Professor Newhouse calls ‘the
enhanced capabilities of medicine.”*?

Factors influencing growth of new technology

There are many factors that have an effect on developing innovations in
medical care. One of the most significant is consumer demand for medical
care services. As more and more people find themselves in a position to
afford medical care services because of third-party payer coverage for their
conditions, they seek out services to maintain their health status in as good a
state as possible and medical technological innovations are one of the
answers consumers consider. Newspapers, radio, television, the internet,
and advertising are different kinds of media that inform consumers about
the new technologies that are being and have been developed to treat their
particular conditions. Hence, the consumer demands that they be used,
especially when a third party is paying the provider for delivering the health
care service. Medical treatments can be very costly and beyond the financial
resources of most people unless their risk of requiring health care services
can be pooled through the mechanism of insurance (be it private, such as
commercial health insurers, or public programs like Medicare). Because
medical researchers and suppliers know that there is insurance coverage
for a particular medical condition, they are encouraged to develop new
medical technologies related to the condition because they know that the
public is interested in such technology, will have the economic resources to
pay for it, and the financial investment in improving that particular tech-
nology can be recovered. At the same time, the possibility that an improved
technology can treat a particular medical condition may entice the consumer
to purchase insurance coverage in order to have the financial resources to
pay for the treatment and thus increase the demand for the use of the
technology.
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But the consumer-patient is not the only factor spurring on the devel-
opment of new medical technologies. Another source is the providers them-
selves, who are continually seeking out new ways not only to improve the
quality of medical services they are delivering but also to compete more
effectively with other providers for patients and to have available the latest
and newest innovations to treat them. Other motivating factors that can
spur the development of new medical technologies may be of a more per-
sonal nature. Academic or nonacademic medical researchers, for example,
whose work leads to new medical technological treatments, not only receive
the recognition of their peers, but also, if an academic, perhaps tenure at
their professional position, as well as prestigious recognition from the pub-
lic. For example, such professional and public accolades were accorded
to Dr. Jonas Salk and Dr. Albert Sabin, who developed their respective vac-
cines against polio in the 1950s: up to that time those afflicted with this
disease had been confined to machines named iron lungs to breathe. While
heart transplants are commonplace today, the first artificial hearts were
considered a medical breakthrough in the latter part of the 20th century.
Another factor that encourages the development of medical technologies
is public and private investments in basic research whose purpose is
to increase human knowledge that can directly and indirectly lead to ad-
vances in medical practices.

Medical technology expenditures

In 2005, an estimated $111 billion was spent on US research. The greatest
share was spent by the health care industry ($61 billion, or 55%), including
the pharmaceutical industry ($35 billion or 31%), the biotechnology indus-
try ($16 billion, or 15%), and the medical technology industry ($10 billion,
or 9%). Government spent $40 billion (36%), most of which was expended
by the NIH ($19 billion, or 26%), followed by other federal government
agencies ($9 billion, or 8%), and state and local government ($3 billion, or
2%). Other organizations (including universities, independent research insti-
tutes, voluntary health organizations, and philanthropic foundations) spent
about $10 billion (9%). About 5.5 cents of every health dollar was spent on
health research in 2005, a decline from 5.8 cents in 2004.'* How much
health research money was expended specifically on medical technology is
not known, though by definition most of the industry spending ($61 billion)
was spent on medical technology. The medical technology industries spent
greater shares on research and development as a percentage of sales in 2002
than did other US industries: 11.4% for the medical devices industry and
12.9% for drugs and medicine, compared to 5.6 % for telecommunications,
4.0% for automobiles, 3.9% for electrical/electronics, 3.5% for all compa-
nies, and 3.1% for aerospace/defense.'®
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Unhealthy dilemmas

Medical technology and research in the USA rank with the best in the
world. Americans have been on the cutting edge in regard to some of the
boldest and most promising cancer treatments, surgical procedures, and
pharmacological breakthroughs. Advanced genetic research in US labor-
atories has brought the medical world to a new frontier, where an under-
standing of the basic causes of some of the most troublesome medical
conditions from acquired immunodeficiency syndrome (AIDS) to cystic
fibrosis are now within reach; some inherited medical diseases may soon
be prevented or reversed; and recently introduced genetically engineered
medications are already saving lives. But that is only one side of the picture.
There is another side. The same technology that can help in expanding life
expectancy is also leading to increased demands on the health care system
from an increasing population of senior citizens. Society through its gov-
ernment is now asking questions about when and from whom treatments
should be withheld, as competition for the scarce medical resources of the
health care system increases beyond the system’s ability to provide care for
everyone. Already, some forms of medical care rationing have been imple-
mented, as in the state of Oregon in the 1990s, and more rationing may
be unavoidable. Therefore, how does society control the costs of tech-
nology? One position is to improve its efficiency; the other to ration access
to its use.

The British view

While high-cost medical technology in the USA is increasing health care
expenditures and improving the health of American society, the UK has
the opposite view in that it believes that low-cost technology is the key
to improving health care. In a report issued by the Royal Society on
December 8, 2006 and titled Digital Healthcare: The Impact of Informa-
tion and Communication Technologies (ICT) on Health and Healthcare,'®
the Society, the independent academy of science of the UK officially called
the Royal Society of London for the Improvement of Natural Knowledge,
highlights that the UK has been slow to adopt even the simplest ICTs in its
health care system and that by integrating these technologies now, the UK
will be better prepared to deal with future challenges, including an aging
population and a shortage of nurses — both problems confronting the USA
today. Perhaps some of these UK ideas may be adaptable in the USA. A
variety of inexpensive, existing technologies can be adapted for a health care
environment, such as home security systems that could be easily enhanced to
include personal monitoring to detect falls in the elderly, or mobile phones
that could be modified to analyze blood sugar readings to monitor chro-
nic conditions such as diabetes. More than 15 million people in the UK
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reportedly live with long-term medical conditions such as coronary heart
disease or diabetes. An increasing number of low-cost personal health care
devices which can be purchased over the counter or on the internet, such
as heart rate monitors and infection screening kits, would permit more
people to manage their own health despite a shrinking UK health care
workforce. Hospitals are already text-messaging patients to remind them
of appointments, saving hours of doctors’ time in missed appointments.
Webcam consultations could help health care professionals to monitor
patients with chronic conditions like asthma in their own homes. In the
UK district nurses spend hours a day traveling to visit patients when a call
on a mobile phone would do the same job in a fraction of the time. Telecare is
already improving the lives of some patients by permitting them to receive
expert treatment from their own home, giving them access to the best care
wherever they live.

Professor Peter Wells, chair of the study’s working group from the
School of Engineering at Cardiff University, said, Implementing low-cost
technology would enable doctors to save time due to less paperwork and
missed appointments; nurses to make best use of their home visits; and
patients to leave hospitals sooner and recuperate at home as they will be
able to check in with their consultants using a personal computer. Health
care is a partnership. If ICTs are embraced by doctors’ surgeries, hospitals,
and people in their own homes, the UK’s health care system will be
improved for everyone.’'® According to the report, because of the poor track
record of design, implementation, and integration with existing systems,
there is some feeling of resistance and skepticism towards new technology
in UK health care from both patients and health care workers. This is made
worse by a lack of training and involvement with those who will use the new
systems to ensure their needs are met.

The future

While health technology has served as a very strong impetus for all the
advances that are being made in health care and the medical fields, the
question is: how much of its financial resources can the USA as a whole as
well as its individual states and the localities that constitute those states afford
to spend in the future in regard to health care services for its population? And
since the development and spread of health technology are a significant reason
why health care spending is growing rapidly, can new technology achieve cost
savings or cause the spending to spiral even higher?

Some believe technology can play an important role in minimizing health
care costs. Dr. Jeffrey Rideout, a physician and the leader of the Internet
Business Solutions Group at Cisco Systems’ health care practice,'” has stated
that the US health care industry is behind in information technology
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spending not only in relation to its international competitors, but also other
industries domestically. For each dollar per worker a health care company
spends on information technology, Rideout states, the average US company
spends 7 dollars, and companies in richer industries like banking spend up to
20 dollars. US competitors overseas have also consistently outspent the US
government on health care information technology investment. Rideout
says the US government invests 43 cents annually per capita on information
technology compared to the Canadian government, which spends $31 per
capita.

One of the most commonly cited goals that could be given impetus by an
increase in investment is the shift to electronic medical records. Though
critics worry about privacy, digitizing patient records achieves a number
of goals at once. It reduces paper costs as well as the likelihood of errors
in prescriptions and in their transfer of data between hospitals — flaws that
can lead to medical errors and the need for expensive ongoing care.'”
Electronic medical records can lead to a better quality of care overall. In
the findings of a survey of almost 3000 physicians, published in the online
edition of the New England Journal of Medicine of July 3, 2008, about 4%
of medical practices have fully integrated electronic systems that can, for
example, download a radiologist’s written report as well as new X-ray
images to compare with older ones on file. Another 13% of practices have
more basic systems, such as online patient records. The cost of converting to
electronic records, which can range from tens of thousands of dollars for
small practices to tens of millions for multidoctor practices at medical cen-
ters, is the most obvious barrier, according to the study’s lead author,
Catherine DesRoches, a researcher at the Institute of Health Policy at
Harvard.'® Other barriers include physician worries about how much time
they will require to learn the system and how fast it will become obsolete.
Thus, electronic medical records, despite their obvious potential to improve
medical care quality, are developing within the medical community at a very
slow rate.

At present, most suggestions to slow the growth in new medical technol-
ogy center on cost-effectiveness analysis. Some countries have used other
approaches which might meet resistance in the USA, such as rationing, reg-
ulation, or constraints on the budget. Some approaches have been tried and
found to be ineffective in significantly affecting technology-driven costs in the
USA. Examples include managed care or certificate-of-need approval that no
longer exists in each of the 50 states, especially when Congress abandoned the
national health planning law in the 1980s during the Reagan administration.
Other approaches being attempted at the beginning of the 21st century are
expected to have only a limited effect on health care spending, like informa-
tion technology or consumer-driven health care in the form of health savings
accounts, for example.
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Cost effectiveness analysis involves unbiased, well-controlled studies of a
technology’s benefits and costs, followed by the disbursement of the findings
so that clinical practice can use them. The effort to control the use of inap-
propriate technology could be through third-party coverage or reimburse-
ment decisions, by employing financial incentives so that physicians and their
patients would choose cost-effective treatments. Just because a health tech-
nology has been approved for the market does not mean that it will receive
approval for payment. For example, a specific technology may not fall within
a covered benefit, or even if covered may not be medically necessary in certain
cases. Even if a technology has gained regulatory approval, the evidence that
has been collected to show its safety and efficacy for that purpose may not be
enough to prove its effectiveness in a given beneficiary population such as
Medicare. In addition, third-party payers may decide that, even though a
technology offers a marginal health benefit for a given population, the cost
of accomplishing that health benefit may not be worth the associated mar-
ginal cost and may take away from other, more cost-effective ways of using
health care resources.”® So, who will implement the cost-effective findings?
Will it be at the health plan level or through a national health technology
assessment agency, as proposed by the Institute of Medicine? Would money
be saved by lessening expensive technology, which has a low marginal value?
Marginal value is a term widely used in economics to refer to the change in
economic value associated with a unit change in output or consumption, for
example. How would the savings impact be determined and would such a cost
containment approach discourage technical innovation, which again could
impede progress in medical science and the health care field?

These are many of the questions to which answers are still begging as the
US health care system has entered the 21st century and health care costs
continue to consume more and more of the country’s GDP without any kind
of monetary abatement being seen in the near future.

References

1. The Long-Term Outlook for Health Care Spending. Washington, DC: Congressional
Budget Office, 2007.

2. Ginsburg P B. Controlling health care costs. N Engl ] Med 2004; 351: 1591-1593.

3. Beever C, Burns H, Karbe M. US Health Care’s Technology Cost Crisis. Strategy +
Business, March 31, 2004; available online at: http://www.strategy-business.com/press/
enewsarticle/enews033104; accessed on June 30, 2008.

4. Cutler D M, McClellan M. Is technological change in medicine worth it? Health Aff
2001; 20: 11-29.

5. National Academy of Sciences. Knowing What Works in Health Care: A Roadmap for the
Nation. Washington, DC: Institute of Medicine, 2008 (press release).

6. Callihan D. Evidence, Technology, and Cost Control. Bioethics Forum. Garrison, NY:
Hastings Center, 2008.

7. Goodman CS. Health Care Costs: Why Do They Increase? What Can We Do? Rockville,
MD: Agency for Healthcare Research and Quality, May 21-23 2001 Workshop Brief,



10.

11.

12.

13.

14.

15.

16.

17.

18.

Medical technology | 157

User Liaison Program; available online at: http://www.ahrq.gov/news/ulp/costs/
ulpcosts8.htm; accessed on July 7, 2008.

. Tynan A, Berenson R A, Christianson ] B. Health Plans Target Advanced Imaging

Services. Washington, DC: Center for Studying Health System Changes, February
2008; available online at: http://hschange.org/CONTENT/968/; accessed on June 28,
2008.

. Johnson L A. Health insurers limit advanced scans. Associated Press, March 23, 2008;

available online at http://hschange.org/ CONTENT/968/; accessed on June 23, 2008.
University of Michigan. New medical technology may override health care costs.
ScienceDaily August 19 1998; available online at: http://www.sciencedaily.com/
releases/1998/08/980819080823.htm; accessed on June 28, 2008.

Chernow M E, Hirth R A, Sonnad S A et al. Managed care: medical technology, and health
care cost growth: a review of the evidence. Med Care Res Rev 1998; 55: 259-288.
Maviglia S M, Yoo J Y, Franz C et al. Cost-benefit analysis of a hospital pharmacy bar
code solution. Arch Intern Med 2007; 167: 788-794.

Newhouse J P. Medical care costs: how much welfare loss? | Economic Perspect 19925 6:
3-21.

Research! America, 2005 Investment in US Health Research. September 2006; available
online at: http://www.researchamerica.org/publications/appopriatons/healthdollar2005.
pdf; accessed on June 7, 2008.

AdvaMed. The Medical Technology Industry at a Glance. September 7, 2004: 14 (Chart
3.2); available online at: http://www.advamed.org/newsroom/chartbook.pdf; accessed on
July 6, 2008.

Low Cost Technology is Key to Improve Healthcare Says Royal Society Report. London,
UK: Royal Society, 2006 (press release).

Teslick L H, Johnson T. Healthcare Costs and US Competitiveness. New York, NY:
Council on Foreign Relations, 2008.

DesRoches C M. Campbell E G, Rao S R, et al. Electronic health records in ambulatory
care —a national survey of physicians. N Engl | Med 2008; 359: 50-60; available online at:
http://content.nejm.org/cgi/content/abstract/359/1/50; accessed on July 9, 2008.






Nursing home care

Introduction

As America becomes more and more of a ‘graying’ society and as health care
costs continue to rise, nursing homes have taken on an ever more important
role within American society for delivering health care services. The role
arises from society’s wishes to use skilled nursing homes both as institutions
for providing long-term care and as extended care facilities for providing
postacute short-term hospital care in order to reduce, in part, the costs of
staying in a hospital. As the number of individuals who seek nursing homes
increases in the future, the health care role which these facilities presently
assume will continue to increase in importance.

In 1997, there were about 17 000 nursing home facilities in the USA. They
had 1.8 million beds and housed 1.6 million patients. Thirteen percent of the
nursing home facilities were hospital-based. Medicaid paid 68% of nursing
home costs, Medicare 8%, and private pay 23%. However, nursing home
care is not only for the elderly. Persons with acquired immunodeficiency
syndrome (AIDS) require nursing home care during the progression of the
disease and special nursing facilities devoted to the care of AIDS patients have
developed since the early 1990s."? In addition, nursing homes serve patients
who require hospice services, suffer from Alzheimer’s disease, and need other
kinds of special care. Also, there are more than 1 million children in the USA
with severe chronic illnesses, some of whom require nursing care in a facility
or at home.>* Some of these children may have birth defects or may have
learning disabilities or be dependent upon machines. Often, for these families
the only course is to institutionalize the child — at great costs and heavy
emotional sacrifice — or to become ‘poor’ enough to qualify for Medicaid to
pay for home care. A major federal program for children with special health
needs is known as Title V of the Social Security Act. However, it provides
limited services.’

In fiscal 2006, the USA spent an estimated $124.9 billion on nursing home
care, that is, about one out of every 20 dollars in that year expended for
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national health care ($2.1 trillion).® This increasing demand for nursing home
care has led to the development of a giant new industry. In addition, the
demand for this care is growing at such a rate that it threatens to overwhelm
public medical care programs such as Medicaid.

In 1999 about 7 million men and women over age 65 were estimated to
require long-term care. By 2020 12 million older Americans will need long-
term care. According to the US General Accountability Office, estimates
suggest that the future number of disabled elderly who cannot perform basic
activities of daily living without assistance may as much as double from 2000
through 2040, resulting in a large increase in demand for long-term care
services, especially as the estimated 76 million baby boomers born between
1946 and 1964 become elderly. Most will be cared for at home; family
members and friends are the sole caregivers for 70% of elderly people. But
a study by the US Department of Health and Human Services indicates that
people who are 65 years of age confront at least a 40% risk in their lifetime of
going into a nursing home. About 10% of people will stay 5 years or longer,
with the risk much higher for women than for men.”-®

The American population is growing older and the group over age 85 is
now its fastest-growing segment. The growth in the over-85-year population
in nursing homes mirrors that of the American population in general where
this group accounted for 1% of the total population in 1980 and 1.5% in
2000, a 50% increase. Today, the elderly, numbering more than 35 million
people, represent 13% of the population. It is predicted that by 2030 this
number will double to about 70 million persons and about one in five
Americans, or 20%, will be 65 years or older.””"" The chances of entering a
nursing home and staying there for a long period rises with age. In fact,
statistics demonstrate that, at any given time, 22% of those age 85 years
and older are in nursing homes and adults age 85 and older are the fastest-
growing segment of the population, as already noted, with expected growth
from 4 million as of 2001 to 20 million by 2050. Because women generally
outlive men by several years, they face a 50% greater likelihood than men of
entering a nursing home after age 65.71

Whereas once the old and sick cared for themselves as best they could,
or moved in with their children, or were sent to old-age homes for custodial
care, there are now nursing home companies all over the USA whose
principal purpose is to care for the elderly in our society. As of 1997, about
66% of nursing care facilities were for-profit; 27 %, not-for-profit, and 7%,
government. Increasing age increases the chances of functional limita-
tions.'> One-third of elderly women age 75 and older are functionally
dependent and in need of considerable assistance, while another study
revealed that 9% of women age 65-69 required day-to-day assistance, in-
cluding help with bathing, dressing, and eating, compared with 50% of
those 85 and older.”"?
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As in other areas of the health care field, fraud and scandal still plague
the nursing home industry. Yet, there are also nursing homes in which fraud
and substandard care do not exist and the elderly can receive the kind of
care they require for illnesses such as arthritis, diabetes, cancer, stroke, and
heart disease.

The cost of nursing home care can be a financial burden. During 2001, as
a national average, a year in a nursing home was estimated to cost $54 900.
By 2003, the average national cost for nursing home care was almost
$58 000 a year. In some regions of the country, it can easily cost twice the
amount. In April 2009 Genworth Financial, a global financial security firm,
published its survey of nursing home costs'* which showed that the national
average median daily rate, with variations among states, for a semiprivate
room in a skilled nursing home was $183.25 or $66 886 a year and for a
private room skilled nursing facility $203.31 or $74 208 a year. Even home
care can be expensive. Bringing an aide into your home just three times a
week — to help with dressing, bathing, preparing meals, and similar house-
hold chores — could easily cost $1000 per month or $12 000 per year. When
the cost of skilled help, such as physical therapists, is added, these expenses
can be much greater. By 2004 in-home assistance averaged $18 per hour, or
$37000 a year for 40 hours per week.”>">~!”

Fortunately, some assistance is available to help individuals pay for part
of their nursing home care. This includes public programs such as Medicare
and Medicaid and private health insurance plans. Of the estimated $92.2
billion spent on nursing home care in 2000, federal and state governments
paid about $55.9 billion (more than one-half the cost); the remainder was
paid out of pocket by patients or their families, private health insurance, or
other private sources.' Thus, it is very important to become knowledgeable
about nursing homes.

At some point in time many health and non-health professionals interact
with such facilities in providing services to the facility itself or its patients.
These may include pharmacists, physicians, dentists, nurses, therapists, archi-
tects, engineers, social workers, and others. As people live longer, skilled
nursing homes can fill a special need caring for people who need health
supervision and daily attention but do not require a full range of hospital
services. Skilled nursing homes treat young and old alike, even though most
nursing home residents are senior citizens. These facilities also treat conva-
lescents recuperating from hospital treatment as well as those who are chron-
ically ill, as already noted, and require the kind of close nursing supervision
not available in their family homes.'®

This chapter will discuss the variety of nursing homes available to help
residents or their family members or others to pay for such care, and the
kinds of questions they should ask before selecting such a residence for a
loved one.
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Services available in nursing homes

Essentially, nursing homes offer three basic kinds of nursing services: nursing
care, personal care, and residential services.

Nursing care

Certain nursing procedures require the professional skills of a registered or
licensed practical nurse. These include administration of medications, injec-
tions, catheterizations, and similar procedures ordered by the attending phy-
sician. Posthospital stroke, heart, or orthopedic care is available with related
services such as physical therapy, occupational therapy, dental services,
dietary consultations, laboratory and X-ray services, and a pharmaceutical
dispensary.

Personal care

This care includes services such as walking, getting in and out of bed, bathing,
dressing, and eating, and the preparation of special diets as prescribed by a
physician.

Residential services

These services involve general supervision and a protective environment,
including room and board as well as a planned program for the social and
spiritual needs of the residents."’

Classification of nursing homes

The three basic categories of care described previously can be found in a
variety of facilities. A patient’s personal needs will affect the kind of care a
patient receives.

The following facilities provide these different levels of assistance:

Skilled nursing facilities

These nursing homes provide continuous nursing service on a 24-hour basis
for convalescent patients. Registered nurses, licensed practical nurses, and
nurses’ aides provide services prescribed by the patient’s physician. Emphasis
is placed on medical nursing care with restorative, physical, occupational, and
other therapies provided. This kind of facility is eligible to participate in both
Medicare and Medicaid.

Intermediate care facilities

These facilities provide regular medical, nursing, social, and rehabilitative
services in addition to room and board for individuals who are not capable
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of fully independent living. Intermediate care facilities are for residents who
require less intensive nursing care than that provided by skilled nursing
homes. This kind of facility may choose to be recognized for the Medicaid
program. Skilled nursing facilities and intermediate care facilities that choose
to participate in Medicare and Medicaid must meet the National Fire
Protection Association’s Life Safety Code.

Residential care facilities

These facilities provide safe, hygienic, sheltered living to individuals who are
capable of functioning in an independent manner. The residential care facility
stresses the social needs of the resident, rather than the medical needs pro-
vided by skilled nursing facilities and intermediate care facilities. Residents
are provided dietary and housekeeping services, medical monitoring, and
social, recreational, and spiritual opportunities.

Adult daycare facilities

These facilities provide nursing and nutritional services and medical moni-
toring in a clean and comfortable nonresidential environment. Adult daycare
affords older people an opportunity for making their own decisions, while
allowing the long-term care facility the opportunity to participate actively in
community affairs.

Mental health care facilities

As governments reduce their support for public mental health care facilities,
an increasing number of patients are entering alternative long-term care
facilities for comprehensive psychosocial services with therapeutic interven-
tion and remedial education in a homelike setting. Long-term facilities have
begun to fill this social and health care need.

Childcare facilities

These facilities meet the long-term needs of chronically ill children. A close
staff-parent—child relationship must be formed to guide the ill or impeded
child toward normal development. Specialized nursing, social, and educa-
tional services are provided under medical supervision in close concert with
all members of the family."”

After the kind of facility a patient needs is decided upon, there are many
sources to develop a list of those which serve your community. These include
the physician and social worker, if any, the state nursing home association, the
local social security office, local medical society, community welfare agency,
state health and welfare departments, as well as the yellow pages of the local
telephone directory. Neighbors and friends are also good sources of advice as
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well as a church or synagogue. By telephoning the homes in advance, the field
can be narrowed to two or three facilities that offer the services and location
the patient and loved ones seek. They should visit each of the homes, talk
with the administrators, other employees, and other patients, and tour the
facilities.

Many qualified nursing homes participate in two voluntary standards
programs. One is conducted by the Commission for Accreditation of Re-
habilitation Facilities, which might include nursing homes. The other is the
accreditation program of the Joint Commission on Accreditation of Health-
care Organizations. Their certification is based on on-site surveys of the
facility’s operations to determine whether they are in substantial compliance
with the standards of the Joint Commission. The patient or loved ones should
find out whether the nursing home under consideration has been reviewed by
both the state and the national associations for accreditation and the results of
such reviews.

Definition of a skilled nursing home

There are many ways to judge the quality of care in a nursing home. But in
order to do so, a set of standards is needed against which to judge each nursing
home that is visited. One of the best standards available at the moment in the
USA is the federal government’s Medicare program, which offers, among
other benefits, nursing home coverage to elderly persons who qualify for it.
In examining any nursing home the patient or loved ones should find out
whether, as a minimum, it adheres to the following Medicare standards in its
daily operation. If it does not, it is likely that Medicare did not certify the
facility — in which case the prospective patient or loved ones should be careful.
Find out whether the nursing home has other qualities that the patient desires.
To be certified under the Medicare program, a skilled nursing home must
meet the following standards:

Licensure

A skilled nursing home must be licensed in accordance with state and federal
laws, including all applicable laws relating to staff, licensing and registration,
fire, safety, and communicable diseases, as well as other standards required by
various state and local laws. A copy of nursing home licensure standards may
be obtained from the state government’s nursing home licensure agency which
may be located in either the state health or welfare department.

Physician services

A skilled nursing home must have a medical plan designed by a doctor.
Furthermore, doctors must always be on call for routine medical examina-
tions as well as for emergencies.
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Governing body and written policies

A skilled nursing home must have a governing body legally responsible for
policies and the appointment of a qualified administrator, as well as written
policies established in consultation with and periodically reviewed by a pro-
fessional group that includes a physician and registered nurse.

Utilization review plan

A skilled nursing home must have a utilization review plan in which a com-
mittee of medical people regularly review and evaluate the entire medical
program — policies, admissions, treatment, and case histories — to determine
whether Medicare coverage should be continued.

Physician's recommendation

Skilled nursing home care can be covered by Medicare only if the patient is
admitted on a physician’s recommendation. Each patient plan must be under
the regular care of a physician.

Twenty-four-hour nursing care services

A skilled nursing home must have 24-hour nursing care services. There must
be enough nurses on duty at all times, including at least one registered nurse
employed full-time. There must be a registered nurse or a licensed practical
nurse in charge of each tour of duty who knows about things such as medica-
tions, special feeding methods, and skin care. There must also be a continuing
in-service educational program for all nursing personnel.

Hospital transfer

A skilled nursing home must have an agreement with one or more Medicare-
participating hospitals for transferring patients when such transfers are med-
ically determined by the patient’s physician.

Drugs

A skilled nursing home must have appropriate methods for obtaining and
dispensing drugs and biologicals according to accepted professional stan-
dards. Emergency drugs must be available and stored in an appropriate
manner.

Medical records

A skilled nursing home must maintain a separate and confidential clinical
record for each patient, including individual care plans and case histories.
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Rehabilitation services

A skilled nursing home must provide skilled rehabilitation services in areas of
posthospital care such as speech, hearing, and physical therapy to help
patients maintain and improve their functional abilities.

Social services

A skilled nursing home must provide for the patient’s medically related social
needs (by its own staff or by arrangement with the local welfare department)
but is not required to do so.

Other medical services

A skilled nursing home must have arrangements for obtaining required clin-
ical laboratory, X-ray, and other diagnostic services such as those provided by
dentists.

Food

A skilled nursing home must serve adequate food to meet the dietary needs of
patients. A qualified person must prepare food in compliance with all sanitary
and safety codes. Therapeutic diets, as prescribed by a doctor, must be given
and meals must be served three times a day.

Activities

A skilled nursing home should encourage self-care, that is, the patient’s return
to normal life in the community through social, religious, and recreational
activities and by visits with relatives and friend.

Building and maintenance

A skilled nursing home must be constructed, equipped, and maintained to
insure a safe, functional, sanitary, and comfortable environment for patients.
Fire rules must be posted.

Infection control

A skilled nursing facility must have an infection control system under the
supervision of a committee composed of members from all staff departments
of the facility.
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Institutional plan

A skilled nursing home should have an institutional plan that is available to
the public and includes information such as its personnel policies and its
operating budget.

Staff education

A skilled nursing home should have an ongoing program to keep all personnel
informed of new methods of patient care.

Admission policies

A skilled nursing home should have admission policies that do not discrimi-
nate against race, color, creed, or national origin.

Emergency plans

A skilled nursing home must have emergency plans for evacuation and must
regularly hold fire drills involving staff and patients.'®

Although the previous enumeration focused on the standards that skilled
nursing homes must meet under US government medical care programs,
patients must still careful as to the kind of facility they select, whether it be
skilled, intermediate, or residential care. If Medicare and Medicaid payments
are involved, the patient must make sure that the facility has been given its
proper designations — skilled nursing facility for Medicare or Medicaid or
intermediate care for Medicaid eligibility — and confirm that the home parti-
cipates in these programs. As physicians have noted, patients do not require a
higher quality of care of services than the situation demands. Choosing a
nursing home according to a patient’s needs not only allows the patient to
hold down costs but will also allow others who are in greater need of more
services to obtain them. It is best that the prospective patient, if possible, or
loved ones or both tour a nursing home several times during the day and take
notes about what they have observed. They should remember that nursing
homes may have waiting lists and they will rarely find the nursing home’s
services clearly defined in the name of the facility.

Thus, the previous enumeration of standards can serve as a checklist to
judge the quality as well as range of services a nursing home offers. In addition
to voluntary accreditation certificates noted earlier, there are several other
certificates and licenses nursing homes should have and display so the patients
or their loved ones will know that the nursing home has met all the laws
established by federal, state, and local governments: current state nursing
home license (check with the state health and/or welfare department if the
facility is licensed and beware of temporary or provisional licenses); current
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administrator license (required of all administrators and with a renewal
period of every 1 or 2 years); current fire safety certificate (certificate issued
by the National Fire Protection Association, indicating that the facility has
met fire safety standards, as set forth by the Fire Safety Code); and periodic
nursing home inspection (find out if the state health and/or welfare agency
makes inspections and the state inspection report (CMS-2567) must be posted
conspicuously at the nursing home. If not, be suspicious of the facility).

The previous licenses and certificates are required in each state. If they are
not on display, the patient or loved ones should find out whether the
nursing home has obtained these various seals of state approval. For their
own peace of mind, safety, and well-being they should ask to see this docu-
mentation. The American Health Care Association (a national nursing home
trade group) recommends that consumers do not use a nursing home that does
not have a current state operating license or whose administrator is not
currently licensed by the state.

In choosing a nursing home for a patient, the most important element in
doing so is the patient’s condition. An older patient has different needs from a
younger one. A bedridden patient has different needs from an ambulatory
one. It is important to choose a facility that meets the patient’s needs rather
than trying to make the patient fit the home.

It is also helpful to look into nursing homes long before a relative needs
one.

Components of nursing home care

One of the most important aspects of a nursing home’s operation is the
administrative management policies it adopts and adheres to in its daily
operation. These policies, ultimately, have a direct influence on the patient’s
well-being. For example, an administrator’s training and education can deter-
mine how well he/she is able to understand and meet the medical, social, and
psychological requirements of the patients. The kind of residents with whom
the patient associates is determined by the admission policies of the facility.
The adequacy of food and housekeeping operation has a direct impact on the
patient’s nutritional health as well as on the kind of physical environment in
which the patient resides.

Another area of great concern to the patient relates to the quality of care
that a nursing home can render. As of 1996, reports of abuse and neglect in the
nursing home industry were widespread, according to state officials and
advocates for the country’s nursing home residents.”® In 1986, a US Senate
Special Committee on Aging issued the results of a 2-year study®' in which
it stated that more than one-half of the nation’s skilled nursing homes fail
to meet basic federal health and safety standards, and many ‘resemble
19th-century asylums more than modern health care facilities.” Senator



Nursing home care | 169

John Heinz (R-PA) wrote in the report’s preface, ‘we have allowed bed, board
and abuse to replace the medical and rehabilitative care the law demands.’ In
1999, the Supreme Court ruled in a case known as the Olmstead decision in
which two Georgia women, both Medicaid beneficiaries with mental retar-
dation, wanted community-based services, but were refused and were treated
in institutions. These older persons or those with disabilities believe they are
placed into nursing homes when they are healthy enough to live at home with
relatives or in other less institutional settings. The Supreme Court stated that
unjustified isolation of the disabled in institutions amounted to discrimination
under the Americans with Disabilities Act. The Supreme Court said that states
must provide community services if patients want them, if they can be accom-
modated, and it is appropriate. According to Toby Edelman, an attorney at
the Center for Medicare Advocacy, ‘there is lot of concern that the nursing
home industry is very powerful in many states and has made sure that
Medicaid dollars go to institutional care as opposed to home and community
based care.’®® Nationally, state Medicaid payments have risen very greatly
since the Olmstead decision, from $17.4 billion in 1999 to $42.8 billion in
2007, although spending on nursing homes and other institutions is still very
much higher. In addition, in 2001 a study was published that concluded that
investor-owned nursing homes, about two-thirds of the total number nation-
ally, provide worse care and less nursing care than not-for-profit or public
homes. Then, in 2002, the National Citizens’ Coalition for Nursing Home
Reform reported that at least one-third of nursing home residents in the USA
may suffer from malnutrition or dehydration; lack of adequately trained
personnel and high staff turnover are largely to blame.*'™** About four dec-
ades earlier, in 1960, another US Senate Subcommittee stated in part, that
‘every troubled son or daughter, anxious to find a good nursing home for a
mother or father is dismayed and often shocked by the inadequacy, the
hopelessness, inherent in most nursing homes. Those who have wandered
from home to home seeking decent facilities, a therapeutic environment and
a life-restoring force pulsing through its system too often have given up in
frustration. Or with no other solution feasible or possible, they may consign a
parent or troubled relative to an inadequate nursing home, but with a troubled
conscience and feelings of guilt . . . it is this lack of medical care and restorative
service in the great majority of homes labeled nursing homes which is the
number one problem in the nursing home field.”**

Thus, when a consumer-patient is seeking nursing home care many ques-
tions must be asked in a variety of areas regarding the quality of care that is
being delivered. These questions touch upon such disciplines within the health
care field as medicine, social work, therapy, dentistry, and pharmacy. More
specifically, these questions pertain to physician services, physical therapy,
restorative care, laboratory/diagnostic activities, dental care, so€ial services,
nursing care, utilization review procedures, personal grooming services,
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medical records, and pharmaceutical services. In examining the patient care
services of a nursing home, the consumer-patient should try to determine
whether the nursing care facility provides just minimal basic services beyond
this level. Basic minimal services may include a patient having a physician to
care for him or her, an emergency physician available to the facility, a regis-
tered or licensed practical nurse in charge, medications only administered
upon a physician’s order, and medications kept in locked cabinet. Care
beyond these minimal services may include the provision of physical therapy,
dental, social, and laboratory services, maintenance of an emergency medi-
cation kit and the existence of in-service nursing training programs and nurse
procedure manuals.

The consumer-patient should find out how much extra such services,
supplies, and medications cost. For example, in regard to pharmaceutical
services, an area of abuse in some nursing homes, the pharmacist should be
able to answer and the consumer-patient ought to ask the following questions.
The importance of these questions was underscored in February 2008 when
the Centers for Medicare and Medicaid Services released a list of 131 poorly
performing nursing homes in the USA. They were cited as ‘special focus
facilities,” so designated by the states because, while most nursing homes upon
inspection have on average six to seven deficiencies upon inspection, these
‘special focus facilities’ generally have double that number and continue to
have problems over a long period of time. One of the major problems they
have typically involves the unnecessary use of medication for elderly residents,
or inadequate safeguards to protect residents such as those with Alzheimer’s
disease from day-to-day hazards in the nursing home. Thus, in examining the
pharmaceutical service component of nursing homes pharmacists and
patients should find out:

e  Are pharmaceuticals only dispensed on the order of the attending
physician or dentist?

e Are medications stored in a locked cabinet?

e Are medications that are poorly labeled or damaged returned to the
pharmacy for disposal or relabeling?

e Does the medication label include the patient’s name, pharmacy,
prescriber, date, directions, dosage unit, and prescription number?

e Does the patient have the freedom to purchase medicines outside the
home?

e If a medication is prescribed for a specific patient, does the nursing home
allow it to be administered to another?

e Isthe patient’s medication stored and kept in the original container unless
otherwise authorized by a physician?

e Cana prescription order be renewed without a physician’s permission? If
s0, why? Under what conditions?
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Does a qualified pharmacist maintain and monitor a record of each
resident’s drug therapy?

Is there an excessive use of drugs and tranquilizers? Many listless and
drowsy patients may be an indication.

Does the nursing home keep poisons and medications ‘for external use
only’ in a locked cabinet and separated from other medications?

After the expiration date, is the prescription medicine removed from use?
If not, why?

Are medications requiring refrigeration kept in a refrigerator?

If patients are discharged or die, is the unused portion of their medication
destroyed by the nursing home? If not, what happens to it?

Can nurses package or repackage, bottle, or label, in whole or in part, any
medication?

Does the nursing home prohibit unlabeled medications or medications
with illegible labels?

Does the nursing home have automatic stop orders for dispensing
medication after a given time has passed, unless otherwise authorized by a
physician?

Does the nursing home make an inventory of narcotics that is signed and
recorded by the nurse in charge, and on what basis — daily, weekly,
monthly?

Does the nursing home maintain a record of the use of narcotics by the
patient?

Are unused narcotics destroyed according to state/federal government
regulations?

Does the nursing home maintain first-aid supplies?

Does the nursing home maintain a pharmacy whose operation permit is
approved by the state board of pharmacy? Does the nursing home have a
room for storing drugs and other pharmaceutical items?

Is a state-licensed pharmacist in charge of the pharmacy?

If the nursing home has no pharmacy on the premises, then does it have
contractual services with a pharmacy outside the facility? Does the
pharmacy deliver drugs promptly?

Are residents allowed to choose their own pharmacist?

Can prescribed medication be dispensed only by a licensed pharmacist/
pharmacy?

Does the nursing home keep an emergency drug kit on the premises? Is the
kit kept in a locked box? Are narcotic drugs kept in the emergency drug
kit? Does a pharmacist or physician inspect the drug kit to account for
and replace used drugs? Can emergency medications in the kit be used
only on the orders of a physician or a dentist? If not, who else has the
authority to order their use? When medication is used from the kit, does
the pharmacist replace the medications and is the kit resealed? If not,
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why not? Are emergency medications issued only in the name of the
patient?*’

The answers to these questions are most important for both the pharmacist
and patient in judging, in part, one aspect of the quality of care in a nursing
home. For example, the nursing home should prevent drug abuse by not
allowing a prescription order to be renewed without a physician’s permission
and by prohibiting the administration of one patient’s medication to another.
Without these prohibitions, a problem is created whereby a patient can
receive a continuous dosage of medication at a level and at a time of treatment
when it is no longer needed. As another example, the registered or licensed
practical nurse should have the responsibility for supervising the administra-
tion of a drug. If not, the possibility exists that an individual of lesser skill or
knowledge or training may be supervising such activities. Unless such indivi-
duals have the rudimentary knowledge of the characteristics of a drug for
which they are responsible, dire consequences may befall the patient upon the
receipt of such a drug.

The nursing home can also prevent drug abuse within the facility by
making sure that it takes appropriate safeguards with a correctly labeled
medication by safely storing and keeping it in its original container unless
otherwise authorized by the patient’s physician, The nursing home must also
make sure that it keeps poisons and medications which are marked ‘for
external use only’ in a locked cabinet and separated from other medications.

It is also important for the pharmacist and consumer-patient to find out
from the local or state health department whether it has had reports of drug
abuse in regard to the facility; whether the nursing home keeps an emergency
kit or even first-aid kit; and whether the charge nurse or someone of similar
authority makes an inventory of narcotics on a daily basis, which she/he
records and signs so that the facility’s narcotics are not abused and improperly
administered. All these responsibilities and others, as implied by the ques-
tions, are important for the pharmacist to assume in the administration of
drugs, overseeing their disposal and their inventory control so that the nursing
home provides the highest quality of care to its patients in terms of drug
therapy in order to prevent its abuse.

A third important aspect of nursing home administration is related to the
issue of whether or not a favorable environment exists in the facility for the
physical and emotional well-being of the patient. In its certification require-
ments for extended care facilities, the US Department of Health and Human
Services recognizes this fact by requiring extended care facilities to be
equipped and maintained to provide an environment that is functional, san-
itary, and comfortable. The presence or absence of recreation areas, dining
rooms, adequate bedroom furnishings, special care, and physical examination
rooms as well as a safe and sanitary electrical-mechanical system can enhance
or detract from the functional aspects of the facility’s operation —also they can
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affect the spirit, attitude, and, ultimately, the basic health of the patients
themselves.

A fourth important aspect of nursing home administration relates to the
patient’s physical safety which, in turn, results from both the protective fire
measures a facility adopts and the physical construction of the facility. All too
often public attention is focused on the nursing home field for the wrong
reasons: an example is when fire strikes a facility with the ensuing loss of
human life, sometimes owing to the fact that improper measures were taken
initially to protect the facility residents such as the nursing home not meeting
the National Fire Codes of the National Fire Protection Association. Thus,
both fire safety and construction are interrelated in the sense that the quality
and extent of construction can determine the spread or magnitude of fire or
other disaster.

Medicare's Nursing Home Compare

The federal government has made it slightly easier for consumers to judge the
quality of care a nursing home provides. In November 2002, the Centers for
Medicare and Medicaid Services established a new feature on Medicare’s
Nursing Home Compare website (http://www.medicare.gov/nhcompare/
home.asp) that provides quality indicators on nearly 17000 nursing homes
in the USA. For each nursing home, Medicare, as of 2009, established as many
as 14 long-term performance categories that show the percentage of long-term
residents in physical restraints, with weight loss, with the inability to perform
basic daily tasks, and receiving pneumococcal vaccination and influenza vac-
cination during flu season. Other categories show the percentage of patients
with bedsores, pain, urinary tract infection, worsening of ability to move in or
around their room, most of their time spent in bed or on a chair, catheter
inserted and left in bladder, depression or anxiety, and bowel or bladder
problems. Some of the short-term stay measures (five) as of 2008 include
patients with delirium, moderate to severe pain, pressure sores, and receiving
influenza vaccinations and pneumoccocal vaccinations. As of 2008, the site
also reports on the results of fire inspections of facilities and information on
the number of registered nurses, licensed practical nurses, licensed vocational
nurses, and certified nursing assistants (who work under the direction of a
licensed nurse to assist residents in activities of daily living such as eating,
grooming, hygiene, dressing, and other activities after completing a compe-
tency evaluation program) in each nursing home such as the hours they spend
on residents per day compared to other facilities nationally and in their area.
But some words of caution: the measures do not address quality-of-life issues
such as activities for patients in the nursing home, its overall environment, or
the quality of its staff — all important measures in a good nursing home.

If consumers do not have access to a computer or the internet, they can
telephone Medicare at 1-800-633-4227 for information. Also, be aware that
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the nursing home is responsible for reporting its own quality indicators — for
example, the percentage of patients in pain. Also, the General Accounting
Office, now renamed the General Accountability Office, has stated that 17%
of the nursing homes listed online had four or more positive indicators and
no highly negative scores — all apparently good homes. Yet, the General
Accountability Office has stated that all those homes have been cited by state
authorities for practices that physically harmed the patient. So when using
these various tools, another note of caution must be raised. The data at this
site are just another tool to judge the quality of the home but are no replace-
ment for visiting the facility itself, talking to its staff and the families of
patients. Also, be aware that the US government has a system called the
Scope and Severity Index, which rates the seriousness of violation of federal
minimum standards for patient care. For each violation, a state inspector
determines the harm to a resident and how widespread the problem is within
the nursing home. Each violation is assigned a letter grade A-L. The letter A is
the least serious. Ask the state if these results are available to the public in a
report so that the consumer can determine the quality of care a nursing home
delivers.

Financing nursing home care

Nursing home care is expensive. In September 2006, MetLife, a leading
commercial health insurer of long-term care policies, published the results
of a survey of nursing homes and home care in conjunction with LifePlans, a
risk management and consulting firm that provides data analysis and infor-
mation to the long-term care insurance industry.?® The study showed that the
national average daily rate for a private room in a nursing home is $206 or
$75 190 annually. The national average daily rate for a semiprivate room in a
nursing home is $183 or $66 795 annually. Given the magnitude of these
costs, how can the average consumer finance such long-term care since over
one-half (58.2%) of current residents have been there at least a year, with
13.8% staying S years or more? On the other hand, the discharge of residents
with stays of 3 months or less has doubled between 1977 and 1999, reflecting
the increased role of nursing homes in rehabilitation or post acute care.”’
Well, there are a number of ways to pay for such care in the USA.

Medicare

Under certain limited conditions, Medicare will pay some nursing home costs
for Medicare beneficiaries who require skilled nursing or rehabilitation ser-
vices under Part A, the hospitalization plan under Medicare. To be covered, a
patient must receive the services from a Medicare-certified skilled nursing
home after a qualifying hospital stay. A qualifying hospital stay is the amount
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of time spent in a hospital just prior to entering a nursing home. This is at least
3 days. In 2009, for the first 20 days of confinement in a skilled nursing home,
the Medicare patient does not pay anything. From the 21st to the 100th day,
the patient pays each benefit period $133.50 per day and pays all the costs for
each day beyond the 100th day in the benefit period unless the patient has
insurance coverage, sometimes called Medigap or Medisupp, that pays for the
benefits Medicare does not cover.

Although the hospital insurance program (Part A) of Medicare does not
cover physician services while the patient is in the skilled nursing home, it does
pay, as already noted, for up to 100 days of care in each benefit period while
the patient is in such a facility. A benefit period begins the first day the patient
receives covered services in a hospital. It ends after the patient has been out of
the hospital or skilled nursing home for 60 consecutive days (including the day
of discharge). Again, the hospital insurance program under Medicare pays all
the covered services for the first 20 days while the patient is in the skilled
nursing home, as already noted, and all but $133.50 per day for up to 80 more
days if all of the following conditions are met:

e The patient has been in the hospital for at least 3 consecutive days (not
counting the day of discharge) before the patient is transferred to a skilled
nursing facility.

e The patient is transferred to the skilled nursing facility because the patient
requires care for a condition that was treated in the hospital.

e The patient is admitted to the facility within a short time (usually 30 days)
after leaving the hospital. If the patient leaves a skilled nursing facility and
is readmitted within 30 days, Medicare covers the patient without the
patient having to return to the hospital for a new 3-day stay. In some
instances, the patient may exceed the 30-day criterion if for some reason
the patient is discharged from the hospital but cannot undergo treatment
within 30 days because of the nature of the patient’s condition.

e A doctor certifies that the patient needs and actually receives skilled
nursing or skilled rehabilitative services on a daily basis.

Medicare’s hospital insurance program (Part A) pays for the following major
services when the Medicare patient is in a skilled nursing home:

a semiprivate room (two to four beds)

all meals, including special diets

regular nursing services

rehabilitation services, such as physical, occupational, and speech
therapy

drugs, furnished by the facility during the patient’s stay

e medical supplies such as splints and casts

e use of appliances such as a wheelchair.
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Medicare’s hospital insurance program (Part A) cannot pay for the following
services when the patient is in a skilled nursing home:

e personal convenience items a patient requests, such as television, a
radio, or a telephone in the patient’s room

e private duty nursing by skilled nurses and medical social workers

e any changes above the hospital’s semiprivate room rate unless the
patient needs a private room for medical reasons

e the first three pints of blood a patient receives in a benefit period. If a
patient needs blood while an inpatient of a hospital or a skilled nursing
home, the hospital insurance program under Medicare pays the full cost
of the blood starting with the fourth pint in a benefit period. If the patient
is covered by a blood donor plan, it can replace the first three pints of
blood for the patient. A hospital or other facility may not charge the
patient when it arranges for the replacement of the first three pints of
blood for which Medicare does not pay. Also under the voluntary medical
insurance program (Part B) of Medicare, the medical insurance pays, after
the patient pays the annual deductible, 80% of the reasonable charges for
blood starting with the fourth pint in the calendar year. Again, medical
insurance does not pay for the first three pints in each calendar year.

Medicare supplemental insurance

This is private insurance. It is often called Medigap or Medisupp, as already
noted, because it helps pay for gaps in Medicare coverage such as deductibles
and coinsurance, including hospital deductibles, doctor’s deductibles, and
coinsurance payments or what Medicare considers excess physician charges,
but it is not long-term care insurance. Most Medigap plans will pay for skilled
nursing home care but only when that care is covered by Medicare. Some
people use employer group health plans or long-term care insurance to help
cover nursing home costs.

Under Medicare, beginning in 1998 and mandated by the Balanced Budget
Act of 1997, Medicare payments for skilled nursing care following hospital-
ization are based on a prospective payment system. Hospitals have been paid
under a prospective payment system for inpatient services since 1983. Under
this system, each facility receives a base payment amount adjusted for local
wages and the care needs of individual patients. The payment rates to skilled
nursing facilities cover the costs of furnishing most covered nursing home
services, including routine services such as room, board, nursing services, and
minor medical supplies; related costs such as therapies, drugs, and laboratory
services; and capital costs including land, building, and equipment. The pay-
ment is designed to ensure better patient care by relating payments to the
condition of the patient, recognizing that some patients need more services or
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more expensive care than others. Under the previous system, which based its
payment on the nursing homes’ reported costs, the skilled nursing facility
benefit was one of the fastest-growing components of Medicare spending.

Personal resources

About one-half of all nursing home residents pay nursing home costs out of
their own savings. After all these savings and other resources are spent, many
people stay in nursing homes for long periods, eventually becoming eligible
for Medicaid.

Medicaid

Medicaid is a state and federal cost-sharing program that will pay most
nursing home costs for people with limited income and assets. The program
is designed to meet the cost of financing medical care for the poor and
‘medically needy’ — persons who do not qualify for welfare but still cannot
pay for medical care. Although states design their Medicaid programs within
broad federal guidelines, eligibility varies by state. Medicaid will only pay for
nursing home care provided in a facility certified by the government to pro-
vide services to Medicaid recipients. State Medicaid programs use the same
definition of a skilled nursing home to which it will make payments under
certain conditions that Medicare uses. However, unlike Medicare, Medicaid
also pays for care in intermediate care facilities, which were described previ-
ously. The intermediate care facility caters to those who need some health
services in addition to nursing supervision along with assistance in eating,
dressing, walking, and other similar essentials. For those patients who qualify
for both Medicare and Medicaid, the Medicaid program may pick up the
charges after the first 100 days of skilled nursing home care are used up under
Medicare. Many people who begin paying for nursing home care from their
own funds soon discover that their savings are not enough to cover lengthy
stays. If they become impoverished after a nursing home stay, they turn to
Medicaid to pay their bills.

Using Medicaid once meant impoverishing the spouse who remained at
home as well as the spouse in the nursing home. Recent changes in the law,
however, allow the at-home spouse to keep a specified level of assets and
income.” Thus, in 1988 Congress enacted the spousal impoverishment
reforms in the Medicaid program that allows a spouse who remains in the
community when the other spouse is in a nursing care facility to keep one-half
of the couple’s assets up to a maximum of $76 000, in addition to the family
home and automobile. In some states the healthy spouse can keep $76 000
even if it represents more than one-half of the couple’s savings. This so-called
amount is subject to annual increases to keep pace with inflation. While most
government Medicaid offices tell their applicants for nursing home care that



178 | Health Economics

they must ‘spend down’ their assets until there is only $2000 (varies by state)
remaining to qualify for nursing home benefits, this is true only for individuals
but does not take into account a special provision for married couples when
one spouse is at home.*® Medicaid allows individuals to reduce their assets in
various ways such as paying off debts, prepaying burial expenses, moderniz-
ing their home, or purchasing an automobile.

On February 8, 2006 President Bush signed into law the Deficit Reduction
Act 0of 2005 (PL 109-171), part of which is designed to prevent wealthy senior
citizens from qualifying for Medicaid by transferring money to their children
so that seniors appear poor and thus have Medicaid pay their nursing home
bills. As already noted, only seniors with $2000 or less in assets, excluding a
car or a house, can qualify for Medicaid (married couples are allowed more
resources). In addition, they had to prove under the former law that in the
previous 3 years they had not tried to defraud Medicaid by giving away assets.
The new law in 2006 extends the previous 3 years to 5 years and limits the
value of the excluded house to $500 000. However, each state has the option
of raising that equity to $750000. Gifts to a spouse or disabled child are
permitted. If seniors have transferred money improperly, they are not permit-
ted to be covered by Medicaid for months or years, depending upon how
much they transferred. The new rules strengthen that penalty.?”3?

Managed care

A managed care plan will not help pay for care unless the nursing home has a
contract with the plan. If the home is approved by the plan, the consumer-
patient should find out whether the plan also monitors the quality of nursing
care the nursing home provides.

Long-term care insurance

This is a private insurance policy. The benefits and costs of these plans vary
widely. But there are certain basics or standards in such a policy that the
National Association of Insurance Commissioners recommends:

e At least a year of nursing home or home care health care coverage,
including intermediate and custodial care. Nursing home or home health
care benefits should not be limited primarily to skilled care.

e Coverage for Alzheimer’s disease if the policyholder develops the disease
after buying the policy.

e Aninflation-protective option. The policy should offer a choice between
automatically increasing the initial benefit level on an annual basis; a
guaranteed right to increase benefit levels periodically without providing
evidence of insurability; and covering a specific percentage of actual or
reasonable charges.
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e An outline of coverage that systematically describes the policy’s benefits,
limitations and exclusions, and also allows the consumer to compare it
with others.

e Along-term care insurance shopper guide that helps the consumer decide
whether long-term care is appropriate for the consumer.

e A guarantee that the policy cannot be canceled, nonrenewed, or
otherwise terminated because the consumer becomes older or suffers
deterioration in physical or mental health.

e The right to return the policy within 30 days after the consumer has
purchased the policy (if for any reason the consumer does not want it) and
to receive a premium refund.

e No requirement that the policyholder first be hospitalized in order to
receive nursing home benefits or home health care benefits; or first receive
skilled nursing home care before receiving intermediate or custodial care;
or first receive nursing home care before receiving benefits for home
health care.’

Other ways to finance nursing home care

Additional resources to finance nursing home care may include social security
payments, a person’s own funds, assets in escrow or as an endowment, assis-
tance from the local welfare department, or assistance from private organiza-
tions such as veterans groups, trade unions, fraternal organizations or, as
already noted, private health insurance plans.

The USA and the UK

The problems of finding and judging the quality of nursing home care is not
unique to the USA but is common to many countries.. While those in the USA
can compare various nursing home criteria on the Medicare website (http://
www.NursingHomeCompare.com), residents of the UK may visit the follow-
ing website (www.ucarewecare.com) in seeking and comparing nursing home
information. The UK website suggests questions prospective patients may ask
when deciding to enter a nursing home and the questions are as applicable to
patients or their loved ones in the USA as they are in other countries when
seeking nursing home care. These questions include:

e How regularly do doctors visit the nursing home?

e Does the home cater to nursing as well as residential care? It is best
to find out, depending upon the patient’s needs, before the patient
moves in so that the patient would not have to move elsewhere at a
later date.

e Do the homes retain key staff? Familiarity with the patient’s condition
and needs can improve the quality of care the patient receives.
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e Does each home on your shortlist have space available at the time of
expected admission?

e Does the home have a care plan or a particular philosophy?

e  What emphasis does the home give to caring for the resident?

e What makes this particular home different from others you have inquired
about?

e Does the home offer any special activities that will interest your loved
one?

e Does the nursing home’s geographical location make visiting by family
and friends possible at any time? Regular visits are the best way to make
sure that your loved one is doing well and is receiving the kind of care the
patient’s loved ones desire.

e  Are there sufficient local transport options available?

e Are residents’ religious denominations and cultural needs catered to?

e  Are special dietary requirements catered to?

Just as there are many questions a consumer may have prior to choosing a
nursing home, whether it is in the USA, the UK, or other countries, there are
also many complaints a person may have after a loved one is admitted to the
facility. Within the USA, in particular, consumers have many sources to
obtain corrective action about their grievances. These include: nursing home
officials, including the head nurse on a unit (who may be called the charge
nurse), the director of nursing, the nursing home administrator, and the
facility’s resident council, if any; government officials, including patient’s
caseworker or the county welfare office, state Medicaid agency (if the patient
is covered by Medicaid), US Congressman or Senator (address Congressmen
at the US House of Representatives, Washington DC 20515; Senators at US
Senate, Washington DC 20510), state house and locally elected representa-
tives like a city council, or private organizations such as local Better Business
Bureau, Chamber of Commerce, and/or a reputable lawyer or legal society.

In addition to the previous sources, the following US sources are available
not only to file grievances but also to obtain information about nursing home
care:

e  The American Health Care Association (1201 L St. NW, Washington DC
20005), if the nursing home is a member: http://www.ahca.org.

e The American Association of Homes and Services for the Aging (2519
Connecticut Ave., NW, Washington, DC) if the nursing home is a
member: http://www.aahas.org.

e The National Coalition for Nursing Home Reform (1828 L St. NW/,
Washington, DC 20026): http://www.nursinghomeaction.com.

e The American College of Health Care Administrators (300 North Lee St.,
Alexandria VA 22314), if the nursing home administrator is a member:
http://www.achca.org.
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e The Joint Commission on the Accreditation of Healthcare Organizations
(One Renaissance Blvd, Oakbrook Terrace, IL 60181), if the nursing
home has received accreditation from this organization: http://www.
jacho.org.

e A local hospital association and medical society.

e The nursing home ombudsman if such an office has been established
in your community or in your state Office of Aging. The federal
Older American Act requires each state to have an ombudsman
program to serve as an advocate for residents of nursing homes, board
and care homes, and assisted living facilities. For the telephone number
of your state and local long-term care ombudsman program, telephone
1-800-677-1116 or visit http://www.aoa.dhhs.gov. The ombudsman
may have a directory of facilities in your area and information
about problems particular facilities may be having, including your own
facility.

Whether the individual is a patient, relative, or friend, all these sources exist to
help everyone who has nursing home problems and to serve as a source of
information about such care. Remember, nursing home administrators who
operate homes of quality will welcome such queries. The stay, treatment, and
physical well-being of a loved one will ultimately be affected by the answers
given to these queries.
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Home care and hospice care

Introduction

One of the ‘newest’ solutions to rising hospital costs and escalating health
insurance premiums today is home health care services, but in actual fact they
are one of the oldest programs within America’s health care system. Unlike
nursing homes, which have received a great deal of federal and state financial
support over the years for long-term care, this situation has not necessarily
been true for in-home care programs. Yet, various assessments have shown
that many hospital and nursing home patients could be cared for in their own
homes. Care at home has many benefits: financial, emotional, and psycho-
logical. No one can measure the value of peace of mind when patients receive
care at home, upon their physician’s recommendation, rather than in an
institution.

Home health care agencies provide a broad spectrum of services to the
public, including blood tests, home kidney dialysis, medical social services,
and skilled nursing care, as well as intravenous, inhalation, physical, and
occupational therapy. In addition, some agencies provide a variety of person-
nel, including nurses, social workers, and speech, physical and occupational
therapists, as well as home health aides who attend to housekeeping, market-
ing, and personal patient needs such as bathing and grooming. Other agencies
are more specialized.

The services that home health agencies provide vary widely. Some of the
more sophisticated agencies provide services similar to those of hospitals,
including nurses with advanced training in chemotherapy and pediatric nurse
practitioners as well as specialists in nutritional therapy or in caring for
surgery patients. Some agencies can set up traction in a patient’s home; others
provide medical supplies or equipment and intravenous drug therapy as well
as arrange transportation to the hospital or doctor’s office for periodic
treatments or follow-up examinations. However, most agencies are not so
elaborate in regard to their services. Most have only three or four nurses, a
few home health aides, and usually a physical therapist.

During 2000 more than 1.3 million patients received home health care
services (acute and long-term) from 7200 agencies. Seventy percent of patients
(70.5%) were 65 years of age or older and almost 22% of home health
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patients (21.9%) were 85 years of age or older. Two-thirds of home health
patients were women. Most of the patients received skilled care (75%), with
44% receiving personal care and 37% receiving therapeutic services. Fifty-
one percent received assistance with at least one activity of daily living and the
average length of service was 312 days."

Among home health patients in 2000, almost 48% (47.5%) of the admis-
sion diagnoses were composed of the following six conditions: diseases of the
heart (10.9%), diseases of the musculoskeletal system and connective tissue
(9.8%), diabetes (7.8%), cerebrovascular diseases (7.3%), malignant neo-
plasms (4.9%), and respiratory diseases (6.78%).? Home care has no restric-
tions on age or illness. Everyone from babies born with severe birth defects or
other illnesses to elderly persons injured in automobile accidents is eligible to
be treated at home. Home care can be for anyone, not just for the sick and the
elderly. Aside from short- or long-term illness, individuals and families who
may have a variety of health and social problems such as an injury, mental
disorders and learning disability, alcoholism, and physical and social handi-
caps, among others, can be treated at home. In some locales, hospital dis-
charge planning teams, which might include a public health nurse, suggest
when patients might be discharged to their home and recommend the kind of
care the patients will require when they get there. In most places, however, the
patient or family is responsible for investigating the possibility and availabil-
ity of home care and then asks the physician to order it. Often good care at
home can prevent the patient’s need to enter a nursing home and spare the
family the ordeal of visiting the patient in an institution, operating the house-
hold, and working at several jobs at the same time.>

Basic services

Home care is not just a solitary service but a wide spectrum of services with a
common purpose: to maintain the home and improve the quality of life by
providing assistance in the home. These services include the following:

e Social services to identify and overcome specific problems within the
home, supervise services, and coordinate home care with other
community programs. These services involve: medical care; nutrition
services; personal care (bathing, dressing, eating, taking temperatures,
changing dressings, helping with exercises); and skilled nursing services
(giving drugs and other prescribed treatments); therapy for specific
problems: speech therapy, respiratory therapy (breathing), physical
therapy (movement), and occupational therapy (managing household
and work tasks).

e  Homemaking services to improve or maintain the home, including
environmental care (light housekeeping, doing the laundry, grocery
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shopping, planning and preparing meals) and teaching home
management (budgeting, home safety) and parenting (children skills
and family relations).

Supplemental services to improve the quality of life.

Pastoral counseling to provide comfort and advice to individuals and
families, especially the seriously ill.

Meals on wheels to deliver nutritious meals to the homes of those unable
to make or obtain their own meals.

Chore services to aid with or perform heavy-duty household tasks and
to maintain safety in the home, including minor home repairs (step,
rail, or electrical repair); heavy cleaning (outside window washing and
cleaning attics or basements); and yard tasks (lawn cutting or snow
removal).

Friendly visiting to provide regular visits for companionship, at least once
a week, to the homebound who are lonely. Visitors converse, write letters,
read, or often just listen.

Telephone reassurance to link the homebound to the community via a
7-day-a-week call system. Telephone reassurance diminishes
loneliness, depression, and fear common to those living alone and
assists in emergency situations.

Transportation and escort service to help those needing assistance
to leave the home. Minibuses, cars, or public systems may be

used as transportation to medical or community services.

Escorts provide physical assistance, support, or protection

needed to encourage elderly and disabled individuals to go into

the community. Often these two services work hand in

hand.

Equipment services and loan closets to provide needed health care
equipment such as hospital beds or wheelchairs. Equipment services
rent or sell equipment; loan closets lend health care devices as

needed at little or no cost.

Today, many health professionals help or counsel those who need home care
such as those who provide equipment services such as pharmacies. So how can
a health professional or lay person determine who might need home care? The
following are some signposts:

The person has trouble caring for himself/herself or family at home
because of age, health, or social problems.

The person can provide adequate care at home for another but feels
angry, frustrated, or exhausted at the end of each day and as a result
family relationships are deteriorating.

The person may be homebound, living alone or feeling depressed, fearful,
or lonely.
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e The person may be in hospital or about to go home without a satisfactory
plan for care following discharge.
e The person is missing days at work to care for a family member.

If any or all of these conditions are present, home care may be a service that
ought to be considered.

Financial advantages of home care

In locale after locale where home care programs have been founded, organiza-
tions that established and offered these programs to the public have achieved
financial savings. In a Connecticut home care program, a Blue Cross plan study
of 991 patients showed a reduction of 8919 days (an average of 9 days per
case) and money savings of $801511. And in Philadelphia in just 2 years
another longstanding plan saved an average of 12 days per patient and redu-
ced hospitals bills by $2.5 million or an average of $869 per case.* The
potential savings that home care programs can accomplish in reducing unnec-
essary hospital stays, health insurance premiums, and individual health ex-
penses, perhaps, are without limit as our population’s life expectancy increases
and begins to age in future years. Because chronic illnesses such as diabetes,
hypertension, malignancies, and other long-term partially disabling illnesses
are widespread and can be treated at home, the value of home care programs
to society is beyond measure.

Availability of home care

When the US Department of Health and Human Services certifies agencies
to provide health care services under the Medicare program, it means that
the home care agency meets minimum federal standards and qualifications to
receive Medicare reimbursement. When an agency has no such certification,
this is not a reflection of an agency providing poor services. Rather, the agency
may only wish to provide services to non-Medicare patients and not become
involved in the federal government program.

Definitions of bonded, licensed, and certified
health personnel

As already noted, certain terminology is used in regard to home care person-
nel. These include bonded, certified, and licensed.

Bonded, a term agencies use, almost always refers to the agencies and
claims against it, not to their employees. Although agencies could bond
employees, not many do because of the expense involved. It is not common
practice for individual employees to bond themselves but, if they do, bonded
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personnel, like bonded agencies, have some protection or ‘insurance’ against
consumer claims. So if a consumer has a problem with a bonded employee —
for example, personal property damage — and takes court action and wins, the
bond can pay the damages. The term ‘bonded’ does not mean that the employ-
ees are qualified to provide safe and satisfactory care.

Licensed health personnel pass a state test, upon which the state depart-
ment of health or education issues a license that permits them to work. Every
state licenses doctors, dentists, registered nurses (RNs), pharmacists, licensed
practical nurses (LPNs), and physical therapists. Some states license social
workers, dental hygienists, occupational speech, and respiratory therapists,
and laboratory personnel. States do not generally license homemaker/home
health aides.

Certified bealth personnel must meet the specific standards established by
the national organization representing the profession. For example, the
American Dietetic Association represents and certifies dieticians. The stan-
dards usually require passing a national test and/or providing proof of work
experience. Social workers and therapists are among the health personnel
who are generally certified. Homemaker/home health aides are not certified
by a national organization.

State licensure and certification help protect the public against unqualified
health personnel working in home care, health facilities, and private practice.
But standards vary from state to state, and in all instances a person’s best
defense is to screen carefully and supervise workers themselves, or rely upon a
good home care agency.’

How to find home care agency services

The most common form of home care assistance in many communities is
an informal system of friends, family, or individually hired help who earn
their living by performing work in the home, including childcare, home
nursing, homemaking, or chore work. However, more and more assistance
is provided through a variety of agencies, public and private. As a health
professional or as a lay person, you can find their names and addresses
from your physician, the public health department of your community or
state, which can refer the patient to Medicare/Medicaid-certified home
health agencies, your state or local welfare department, a hospital social
service department, or the visiting nurse association in your community. A
place of religious worship may also be able to help in finding home care
agencies.

Home care agencies may be listed in the yellow pages of a telephone
directory under ‘nursing,’, ‘nursing services,” ‘homemaker/home health aide
agencies,” ‘home health care,” ‘social service organizations,” or ‘home health
services.’
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In addition, there may be area agencies on aging in the community that
sponsor home care and other community programs to assist those aged 60 and
older to stay independent. Although such programs are established for ser-
vices to older citizens, they will often help people of any age trying to find
community home care. The Elder Locator, financed by the US Administration
on Aging, may also be able to provide information about services available in
a community (telephone: 1-800-677-1116, toll-free, or visit http://www.aoa.
dhhs.gov). The American Association of Retired Persons (AARP) may provide
information to its members (write to AARP Department P, 601 E St., NW,
Washington DC 20039 or visit http://www.aarp.org). If home care services
are needed in regard to specific problems such as cancer, blindness, mental
retardation, or other illnesses, then the local offices of the appropriate com-
munity agency such as the American Cancer Society should be contacted.
Most agencies have ‘patient services’ divisions that may be of assistance in
locating services. Finally, do not ignore city, county, or state officials. Check
with the mayor’s office, the board of supervisors, if any, state senators or
congressional representatives.” The following are common home health
agencies.

Voluntary tax-exempt agencies

Voluntary agencies are locally funded, community-based, usually operated by
a volunteer board of interested citizens, usually offer a sliding scale of fees,
good sources for information and referral, and, mostly, are visiting nurse
associations.

Public health agencies

About one-half of the Medicare-certified home health agencies are govern-
ment-sponsored and are usually supported by a city or county health depart-
ment. Most charge for their services but can arrange reduced rates or free care
for those who cannot pay. Some may limit services to the poor or the elderly,
but most serve a broad-based clientele. Even if public health departments do
not provide direct home care, they can usually refer to agencies that do.

Hospital-based agencies

A small number of hospitals operate home health agencies. They provide
many of the clinical services available in the hospital, such as laboratory work
and physical therapy. Nearly all limit themselves to providing follow-up care
for patients released from the hospital so it is in the consumer’s interest to ask
whether a hospital provides such a service.
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Proprietary agencies

A number of profit-making organizations offer home health services in cities
throughout the USA. Consumers should ask whether their agency qualifies for
Medicare benefits because not all proprietary agencies are eligible for
Medicare reimbursements. More commonly, though not universal, private
insurance plans reimburse proprietary agencies. While private agencies do
offer skilled services, many agencies emphasize nonskilled care, such as home-
makers, companions, and home health aides.

Private nonprofit agencies

These are usually small organizations owned by families or individuals who
technically earn a salary, rather than take a profit. This situation makes such
agencies eligible for Medicare reimbursement, regardless of state licensing
procedures, and Medicare patients represent a high percentage of their clients.
The majority of private nonprofit agencies operate in urban areas where there
are large numbers of elderly persons.

Employment agencies and nurses' registries

These agencies refer and place health personnel in a home for a fee. The
resident of the home assumes the responsibility of an employer. In general,
although employment agencies and nurses’ registries furnish a referral
system that helps locate and employ individuals who are willing to work
in a home, they do not supervise them once they have been placed. Thus,
an agency concerned with good quality of care — whether profit making,
nonprofit, or government — and which supervises its employees provides
additional services that are not available otherwise to the person seeking
assistance.’

If contacting a home health agency, it is important for patients to explain
the kind of health problems for which they are seeking help and to select an
agency that seems most likely to meet personal needs. A good agency carefully
evaluates the home situation and works with patients to develop a plan of
service that corresponds to their health, social, and financial needs. This is
very important. A good agency will only provide those services that the
patient requires. For example, it will not provide round-the-clock services
when a few hours a day is all that is necessary. It would not provide assistance
for tasks patients would and could do themselves. This can help patients
maintain or regain their independence and help lessen home care costs. A
good home care agency supervises all personnel coming into the home, includ-
ing volunteers, so problems are prevented or corrected as soon as possible if
they occur.



190 | Health Economics

Medicare's Home Health Compare

Regardless of the sponsorship of a home health agency, Medicare has made
available a tool to the public to judge the quality of care a home heath agency
provides. It is called Home Health Compare, is available on the Medicare
website (http://www.Medicare.gov), and provides quality-of-care informa-
tion about home care agencies throughout the country. These measures offer
information about patients’ physical and mental health and whether their
ability to perform basic daily activities is maintained or improved. The qual-
ity-of-care measures are grouped into four categories, and include:

four measures related to improvement in getting around

four measures related to meeting the patient’s activities of daily living
two measures related to patient medical emergencies

one measure related to improvement in mental health.

The quality measures are based on data collected about home health patients
whose care is covered by Medicare or Medicaid and provided by a Medicare-
certified home health agency. Anyone of any age can access the website. To
reduce the chance that the home health agency which serves sicker, older, or
frailer patients may look worse in the quality measures, the quality measures
are risk-adjusted. That means that some of the percentages have been changed
to take into consideration the fact that agencies treat sicker people. In more
specific terms, the website informs patients of the following quality-of-care
measures:

percentage of patients who get better at walking or moving around

percentage of patients who get better at getting in and out of bed

percentage of patients who get better at getting to and from the toilet

percentage of patients who have less pain when moving around

percentage of patients who get better at bathing (improvement in

ability); percentage of patients who stayed the same or don’t get worse

at bathing (stabilizing measures of maintaining ability)

e percentage of patients who get better at taking their medicine correctly
(by mouth)

e percentage of patients who get better at getting dressed

e percentage of patients who had to be admitted to the hospital

e percentage of patients who need urgent, unplanned medical care

e percentage of patients who are confused less often.

These various tools can help consumers make the kind of decision as to what
agency will best meet their personal needs. Again, to access the comparative
information consumers can log on to the Medicare consumer website, http:/
www.Medicare.gov, and click ‘Home Health Compare.” Once on the site,
consumers can search home health care information by state, county, zip
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code, or name of agency. Consumers can also obtain the information via
Medicare’s 24-hour-hotline at 1-800-Medicare (telephone: 1-800-633-4227).

Home care personnel

There is a wide variety of personnel who provide home care services. These
include the following major categories:

Physicians (doctors of medicine and osteopathy) may prescribe home
care for their patients. They outline specific health or other services
that are needed and the level of care. Sometimes doctors provide
medical care at home.

Social workers provide counseling and find and coordinate resources

and supervise home care services.

Registered dieticians or nutritionists plan special diets to hasten

recovery from illness or injury or to manage health conditions such as

high blood pressure or diabetes.

Speech therapists help those with communication problems, such as

learning to speak after a stroke.

Respiratory therapists help patients with breathing difficulties so that

their lung function is restored or kept at its highest possible level.

Physical therapists use exercise, heat, light, water, or other methods to

treat patients with problems of movement.

Occupational therapists teach people how to manage daily activities at

home and/or work despite physical or mental disabilities: for example,

carrying out housekeeping from a wheelchair.

Nurses: RNs provide skilled nursing care and LPNs also provide

nursing care.

e RNsare the most highly skilled and educated. RN are best prepared
to manage the critical needs of patients who may require complex
treatment. The RNs often act as home care supervisors. RNs with
public health education may be employed to coordinate agency
services with other health and social services available in the
community.

e  LPNs have less education in nursing than RNs. LPNs are equipped to
take care of patients with simpler nursing needs who usually require
more routine treatment and care.

Homemaker/home health aides may provide one or more services:

homemaking services (environmental care and home management),

personal care, and others. When delivering personal care services, they
may be called ‘nursing assistants,” ‘health aides,” ‘home health aides,” and

‘attendants.” When employed primarily to perform household duties,

aides may be called ‘homemakers,” ‘housekeepers,” or ‘home helps.’
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e Case manager is a professional, usually a nurse or social worker, who will
thoroughly review the patient’s needs and coordinate services. To learn
the names of qualified case managers in a local community, contact the
National Association of Professional Geriatric Care Managers in Tucson,
Arizona at 1-520-881-8008 or click on its website at http://www.
caremanager.org.

In addition to the previous personnel others may provide home care services.
These include the clergy, laboratory technicians, and others.

Cost of home care services

As far as fees and visit charges are concerned, most home health care agencies
charge for professional services by visit. Bringing an aide into a home just
three times a week (2-3 hours per visit) to help with dressing, bathing,
preparing meals, and similar household chores can cost $1000 a month or
$12 000 per year. In 2004 the national average cost for home care provided by
a home health aide was $18 per hour or $37 000 per year for a 40-hour week
of assistance: in or near cities the charges would probably be higher, but less in
rural areas. When the costs of skilled help such as physical therapists are
added, the costs can be greater. In comparison, nursing home care during
2001 as a national average cost more than $54 900 per year and by 2003
almost $58 000, and much more than this amount in some regions of the
country. In its April 2009 survey report Genworth Financial, a global finan-
cial security firm, noted that the national average median daily rate, with
variations among states, was $183.25 for a semiprivate room in a skilled
nursing home or $66 886 a year, and $203.31 for a private room in a skilled
nursing home or $77 208 per year.® "' As already noted, an official home care
agency is an organization sponsored by a unit of the government such as a city
or county, while nonofficial agencies are all nongovernmental home health
organizations, whether they are operated for profit or on a nonprofit basis.
Proprietary agencies require a minimum stay of 2—4 hours (thus, sometimes
raising the cost per visit), although this is subject to negotiation. Therefore,
when consumers employ the service of a home health care agency they should
ask about its fees and minimum-stay policy in advance so that they can
compare public versus proprietary costs. Some services such as meals on
wheels, friendly visiting, and telephone reassurance usually operate at little
or no cost because of volunteer help. The same may be true in some cities
where transportation and escort services operate as community services.

How to finance home health care services

In determining whether consumers can afford home care services, they should
know that a variety of private and public sources are available to help them
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pay for such care, including Medicare, Medicaid, other public programs,
private health insurance, health maintenance organizations (HMOs), as well
as charitable funds. However, consumers should be aware that government
and private financial assistance may not be sufficient to pay for all home care
services. Some of the funding is too limited in the type of services covered. As a
result, patients can sometimes pay more out of their own pocket when they
stay at home than if they were hospitalized and an insurance plan paid for the
hospital stay. Moreover, some people who could be cared for at home must
enter an institution or give up the home care because they cannot meet all the
third party’s (insurance or government assistance program) requirements for
payment. Consequently, if a consumer needs home care, the following sources
may help pay for such care. But it is very important to learn in advance what
restrictions home health agencies impose in order to receive their services.
Consumers will then know what kind of financial burden they may have to
assume in deciding whether they can afford to receive care at home.

Medicaid

All states and the District of Columbia are required to provide Medicaid
payments for three home health care services: nursing, home health aides,
and medical supplies and equipment. As an option of the state, Medicaid
may also provide other services such as physical therapy, occupational ther-
apy, and speech and hearing services. Consumers should ask their local or
state public assistance or welfare departments, their local department of social
services, or local social security office whether Medicaid in their state pays for
these additional services.

Blue Cross

Many Blue Cross plans provide some form of home health benefits. A major-
ity no longer require prior hospitalization. If consumers have Blue Cross
coverage, they should find out from their plan or insurance agent whether
this waiver applies to them. Many plans also pay for comprehensive home
care services: drugs, medical/surgical supplies, transportation, nutritional
guidance, counseling, social services, rental of equipment in addition to visits
by medical professionals. Homemaking services are not usually covered.

Private insurance

Many Americans who have major medical insurance may have home care
benefits included in their insurance coverage plan. Except for prior hospital-
ization and coverage of prescription drugs, the restrictions of the insurance
coverage are similar to those of Medicare. Many private health insurance
plans require the patient to pay a deductible and a percentage (usually 20%)
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of any charges beyond the deductible. Except in some states where home
health care coverage is mandatory, private hospitalization plans will prob-
ably not cover home care. Consumers should check their policy carefully or
contact their private insurer. In some instances, consumers will not find
home care listed specifically in the policy, but they may be covered under
‘miscellaneous’ or ‘other’ clauses.

Federal programs

Aside from Medicare and Medicaid, for persons who qualify there may be
other federal program funds available for home health care services.
Homemaker services may be provided to needy persons under Title XX of
the Social Security Act which is block grants to states for social services. When
these programs are available, they are usually administered by the local
welfare agency. Money for home care for the elderly is available on a limited
basis under an Administration on Aging program or the Older Americans Act.
Consumers should check with their local agency or state Agency on Aging.
Disabled persons may qualify for home health services under the Devel-
opmentally Disabled Assistance Act. An agency that deals with rehabilitation
of handicapped individuals may be able to help.

Health maintenance organizations

The Health Maintenance Organization Act of 1973 requires that a federally
qualified HMO provide home health services to its members. Others may
include some aspects of home care in their consumer health plans.

Charitable funds

Nonprofit home health agencies such as visiting nurse associations often
receive United Way Funds to help offset the costs of home care when patients
cannot pay the full cost of service.?

Special insurance

Special insurance, including workers’ compensation, disability, home liability
or care insurance, may cover home care services under specified conditions,
for example, if care is needed as a result of an injury at work or in a car.

US Department of Veterans Affairs

This federal agency provides home care benefits for military-related illnesses
or injury.
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Medicare

Under Medicare home health care was originally conceived as a way to bring
about early hospital discharge. In the 1980s, due to litigation, the Medicare
manual for home health agencies was revised so that coverage could no longer
be denied just because a patient has a chronic disease, and a physician’s
prescription for home care could no longer be rejected unless objective evi-
dence was found that contradicted the order. To qualify for home care under
Medicare, a beneficiary must be 65 years or older, or have been entitled to
social security disability benefits for 24 consecutive months, under a
physician’s care, and certified by a physician that he/she needs a specified
home health service which can be provided by a home health agency partic-
ipating in the Medicare program.

The Medicare program provides home health care services under its hos-
pital insurance program (Part A) and its voluntary medical insurance program
(Part B). Coverage under the hospital insurance to which all social security
beneficiaries are automatically entitled pays the reasonable cost of unlimited
home health visits during a benefit period. A benefit period begins with the
first day a beneficiary receives covered inpatient services in a hospital. It ends
when the beneficiary has been out of the hospital or the skilled nursing home
for 60 consecutive days (including the day of discharge). There is no limit to
the number of benefit periods a person may have. The payment for the home
health care visits may be made for a noncalendar year (365 days) after the start
of each benefit period. Therefore, the beneficiary qualifies for home health
visits under the hospital insurance (Part A) of Medicare if the beneficiary
meets the following conditions:

e  The beneficiary is in a Medicare program-participating hospital.
Effective from July 1, 1981 and as a result of the enactment of the
Omnibus Budget Reconciliation Act of 1980 (PL 96-499), the
beneficiary can qualify directly for home care under Part A of
Medicare without first being hospitalized for 3 days.

e A home health plan is established by a physician within 14 days
after the beneficiary leaves the hospital or the skilled nursing home
if the beneficiary needs such services before receiving home
care.

e The home care program is for further treatment of a condition
for which the beneficiary received treatment in the hospital or the
skilled nursing home if the beneficiary required such prior care or can
receive home care directly without first being hospitalized. The
beneficiary is confined to his/her home.

e  The beneficiary’s condition is such that the beneficiary needs
skillful nursing care on an intermittent basis or physical or speech
therapy.
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In addition to the home health care benefits of the hospital insurance plan
(Part A), additional home health benefits are available under the insurance
plan (Part B) of Medicare for which a beneficiary can sign up on a voluntary
basis. The home health services under the supplementary voluntary medical
insurance program of Part B are without limit within a calendar year, unlike
Part A, which is within a noncalendar year. The benefit period does not apply
in the Part B program as it does in Part A. Also, like Part A, no prior stay in
a hospital or a skilled nursing home is required in the Part B program
of Medicare before these home health benefits become effective. Con-
sequently, a beneficiary can become eligible for home health benefits under
Part B of Medicare if the beneficiary voluntarily signs up for this insurance (it
will pay 100% of the reasonable costs of the covered services), is confined to
his/her home, a doctor orders and reviews periodically the plan for home
health care, and the beneficiary’s condition is such that he/she will need skilled
nursing care on an intermediate basis or physical therapy or speech therapy. If
the beneficiary qualifies for any of these home health benefits, his/her eligi-
bility for home health services may be extended solely on the basis of con-
tinuing need for occupational therapy.

Home care services provided under the Medicare program are delivered by
home health agencies that qualify for participating in the Medicare program.
Such agencies have policies established and supervised by physicians and
RN, are licensed under state and local laws, and are approved for participa-
tion in the Medicare program. The agencies retain clinical records of all
patients and carry out the orders of the physician. In addition, services may
be performed outside the patient’s home if the patient requires special equip-
ment that cannot be brought to the home.

Medicare pays for the following services which home care agencies pro-
vide: professional skilled nursing (part-time); practical nursing care; physical
therapy services; speech therapy services; occupational therapy services; med-
ical social services to understand the social and emotional problems or per-
sonal difficulties related to the beneficiary’s recovery and health; home health
aide services such as assistance with personal grooming and bathing; exercises
under a physician’s orders and under the supervision of a nurse or therapist;
and medical supplies like surgical dressing, oxygen, gauze, cotton, rubbing
alcohol, and intravenous fluids. The services do not include: drugs or biolog-
icals; medical appliances like wheelchairs, crutches, hospital beds, oxygen
tanks, trapeze bars, and air pressure mattresses as prescribed by the physician;
and physician services.

However, while many services are covered under Medicare’s home health
program, many are not. Medicare does not cover the following health ser-
vices: full-time nursing care; drugs and biologicals, as already noted; personal
comfort items; general housekeeping services; meals on wheels (meals deliv-
ered to the patient’s home); and ambulance or special transportation to and
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from a patient’s home when the patient receives covered services on an out-
patient basis.

In looking for home care services, beneficiaries can find out whether the
agency is approved by Medicare by asking their local Social Security Office,
their physician, or the home health agency itself. If the beneficiary qualifies for
the hospital insurance program (Part A) under Medicare and voluntarily
purchases the supplementary medical insurance (Part B), the beneficiary will
not have to decide whether to receive home health care services under the
hospital insurance (Part A) or the medical insurance (Part B). If the beneficiary
meets the hospitalization requirements of Part A, he/she will automatically
come under the hospital insurance plan and its home health benefits.'* If the
beneficiary does not meet Medicare hospitalization requirements, the home
health benefits will automatically come under the medical insurance plan
(Part B). After beneficiaries receive their home health visits, they do not have
to pay the home health agency directly and then collect the cost of service from
Medicare. Rather, the home health agency will collect from Medicare
directly. And if beneficiaries are living in a rest home, they are still eligible
for home health care benefits because the rest home is their place of residence.
In addition, the home health agency provides services for the treatment of
mental illness if the beneficiary meets all the qualifications for receiving home
health care under Medicare.

Now when Medicare reimburses the home health care agency they use a
system that went into effect in the year 2000, called a prospective payment
system (PPS). Under this system Medicare pays a fixed, predetermined rate
for services and supplies bundled into 60-day episodes of home health care.
The episode payment rates vary, depending on the characteristics of the
patient’s clinical, functional, and utilization of services, that is, the payment
rates vary depending upon the home health resource groups (HHRGs) to
which Medicare patients are assigned. Reduced or additional amounts are
paid when certain conditions exist. The six home health disciplines are: home
health aide services, medical social services, occupational therapy, physical
therapy, skilled nursing care, and speech language pathology. All payments
are subject to medical review adjustments reflecting beneficiary eligibility
decisions, medical necessity determinations, and HHRG assignments. The
new approach is expected to redistribute Medicare payments among home
health agencies, achieve cost savings, improve the coordination of services,
and reduce the number of unnecessary home health visits.

Prior to the establishment of the PPS, Medicare paid home health agencies
at a rate reflecting either their reasonable costs or their per-visit cost limit that
was applied in the aggregate, whichever was lower. The lower-rate test gave
home health agencies the financial incentives to continue furnishing care as
long as a visit’s revenues exceeded the costs involved in producing those
revenues, regardless of whether the benefits to the patients were noticeable.



198 | Health Economics

These inflationary underpinnings contributed to the rapid increase in home
care service expenditures over the years. For example, during the calendar
year 1999, about 2.7 million Medicare enrollees received over 113 million
home health visits. Total program charges were almost $11.4 billion, of which
payments of $7.9 billion were made. In contrast, a decade earlier, in 1988,
1.6 million Medicare enrollees received 37.7 million visits, for whom total
program charges were almost $2.5 billion, of which $1.9 billion in program
payments were made. This growth was the result of the 1988-1989 liberal-
ization and standardization coverage for home health care services, which, in
turn, spurred a substantial increase in the number of home health agencies
certified by Medicare. Between 1989 and 1999, the number of agencies
increased by almost 40% (from 5676 to 7857)."3

Thus, home care has proven to be a very important alternative within the
health care field to other forms of more expensive delivery systems such as
hospitals and nursing homes in attempting to control the rapid rise in the
overall costs of health care services. Its role in the health care system of the
future will become ever more important as our aging population grows and
home health agencies are asked to provide needed services to this group as
well as others in ways that will have to be financially and organizationally
more efficient because of systems such as PPS, in contrast to the more open-
ended reimbursement system that existed before the establishment of the PPS.
If the past is any indicator of the future, then home health agencies should be
able to meet these challenges successfully as American society has placed
health care reform as one of its top priorities in the years that lie ahead.

Hospice care

One form of care that can be delivered at home, in a nursing home, in a
hospital, or in any kind of inpatient facility is a relatively new addition to
the US health care system in regard to the services it provides, the illnesses it
treats, and its method of financing. Its name is hospice care. The focus of the
hospice movement is so basic that most people prefer not to think about it —
namely, our death.

The concept of hospice care began when a group of Catholic widows
founded a hospital in Lyon, France, in 1842 for young women with incurable
disease and inoperable cancer. In the mid-1800s, the Irish Sisters of Charity
established a hospice for the dying in Dublin, Ireland. The beginning of
today’s modern hospice movement started in England in 1967 when Dame
Cicely Saunders began St. Christopher’s in London to provide care for termi-
nally ill patients. This hospice served as a model for a movement that
has migrated to northern Europe and the USA. In 1974 the first hospice
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in America was established in New Haven, Connecticut.'* The National
Hospice and Palliative Care Organization (NHPCO) estimates that, as of
2007, there were about 4700 hospices in the USA and that 1.4 million patients
received hospice services during 2006 compared to 495000 in 1997. The
hospice organization further estimated that about 930000 patients died
while receiving hospice care in 2006 (or about 38.8% of all deaths in the
USA in that year)."?

Hospice care is a notion, not necessarily a physical place. The concept is
based primarily on the relief of pain so that the dying patient may make more
complete use of the final stages of life. If a patient’s condition so warrants,
medication is administered on a regular basis before the patient feels the need.
Pain is something to be prevented and controlled and the dosage of narcotics is
always concentrated downward to get the minimal effective dose to alleviate
the pain without making patients into drugged zombies. Although some
hospices may provide care in discrete units of hospitals or other free-standing
facilities, it is the nature and the underlying philosophy of hospice care rather
than its setting which distinguish it from other approaches to terminal care
treatment because hospice care provides pain management and symptom
control, as already noted, as well as psychosocial support and spiritual care
to patients and their families, before a patient’s death and even after. In 2006
while 44.1% of hospice admissions were for the primary diagnosis of cancer,
the next highest four admissions were noncancer diagnoses. These include
heart disease (11.8%), debility unspecified (11.2%), dementia, including
Alzheimer’s disease (10.3%), and lung disease (7.9%)."* In 2006, the average
length of stay for patients receiving hospice care held steady at 67.4 days.
The median length of service —a more accurate measure in understanding the
experience of the typical patient — was 20.0 days. This means that one-half of
hospice patients received care for less than 3 weeks and one-half received care
for more than 3 weeks."

The shift in the patient mix in hospice care has created a very difficult
problem for the federal government. Since about 2000 through 2007, the
federal government has begun to demand that some hospices begin to repay
hundreds of millions of dollars to the Medicare program since the hospices
have exceeded their reimbursement limits because some patients do not die
according to the actuarial tables. Unlike those with cancer, patients with
Alzheimer’s disease and dementia have less predictable trajectories in regard
to a terminal illness and the latter patients now form the majority of hospice
consumers. Their average stay is far longer — 86 days for Alzheimer’s patients,
for example, compared with 44 days for those with lung cancer, according to
the Medicare Payment Advisory Commission, which analyzes Medicare
issues for Congress. This situation, where the money has already been spent,
may force some hospices out of business, at a time when the demand for
hospice care services is increasing and when research indicates that hospice
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care actually saves money for the Medicare program. Medicare has now
issued disease-specific guidelines for certifications, which must be made by
both a personal physician and the hospice medical director. In the initial days
of the Medicare hospice benefit, which was designed for those with less than 6
months to live, nearly all patients were cancer victims who tended to die
relatively quickly and predictably once curative efforts ceased.

As already noted, hospice care is palliative, unlike other institutions such
as hospitals which are oriented toward curative cases and the rehabilitation of
the patient; that is, hospice care is aimed at pain relief and symptom control
for the patient, not a cure for the illness. To ease the dying process, the hospice
program focuses on helping the patient live as long as possible; providing
support for the entire family as the unit of care; making it possible for the
patient to remain at home as long as home care is appropriate; supplementing
rather than duplicating existing services; and keeping expenses down.'®
Providing hospice care involves a broad range of disciplines and skills, includ-
ing physicians, psychologists, nurses (RN, LPNs, and nurses’ aides or visiting
nurse), nutritionists, pharmacists, occupational and physical therapists, social
workers, home health aides, clergy, administrative personnel, and volunteers.

An indepth analysis of all Medicare beneficiaries aged 65+ who died in
2002 was published in 2007 and conducted by researchers at Harvard
University in cooperation with NHPCO. The analysis validated what previ-
ous smaller studies have shown about this age 65+ population. Female dece-
dents use hospice services more than their male counterparts (30% versus
27% in 2002). White decedents use hospice services more than blacks (29%
versus 22% in 2002); and overall, about one out of three older Americans use
hospice services (28.6% in 2002)."” The same study also reported that hospice
use was higher for diseases that impose a high burden on caregivers, or
diseases that predictably lead to death. The three causes of death with highest
hospice utilization rates (malignancies, nephritis/kidney disease, and
Alzheimer’s disease) correspond to diseases that commonly impose high bur-
dens of caregiving on family caregivers and/or that make it easier for decision-
makers to predict the time frame of death.

Financing hospice care services

The Medicare hospice benefit, enacted by the US Congress in 1982, is the
dominant source of payment to hospice providers. A hospice’s total annual
reimbursement cannot exceed the product of the number of patients it serves
and a per-patient allowance set by the government each year ($21410 in
2007). In 2005 Medicare spent about $8.2 billion on hospice care services,
almost triple the amount in the year 2000."®

Under this hospice benefit, a patient may be asked to pay 5% of the cost of
outpatient prescription drugs or $5 for each prescription, whichever is less,
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and 5% of the Medicare rate for respite care (short-term care given by another
caregiver, so the usual caregiver can rest). The beneficiary may also have to
pay room and board if the beneficiary receives hospice care in a facility other
than for short-term general inpatient care or respite care. The Medicare
hospice benefit does not pay for treatments or services unrelated to the ter-
minal illness. In order to be eligible for this benefit, beneficiaries must be
entitled to Medicare Part A and be certified by their medical doctor and the
hospice medical director as having a terminal condition with a prognosis of
6 months or less to live if the illness was to follow its natural course, and the
care is provided by a Medicare-certified hospice program. To be certified a
hospice must provide 24-hour staffing, medical and nursing care, home health
services, access to patient care, social work services, counseling, including
bereavement counseling, medications, medical supplies, and durable medical
equipment.

Twenty-six years after Congress enacted the hospice care benefit under
Medicare, the federal health program issued a new rule in June 2008 that
became effective on December 2, 2008. The rule requires hospice providers to
be more closely accountable on the quality of care they provide by implement-
ing a quality assessment and improvement system, and guaranteeing that
hospice care patients have an input into their treatment plans. The rule also
requires hospice care providers to demonstrate to the Centers for Medicare
and Medicaid Services that they are improving areas where they have been
found to be deficient. Initially, data about quality will only be available to
each hospice organization and Medicare. Eventually, providers and advocates
of hospice care expect that the data will be made available to the public just as
the federal government has shared such information about nursing homes,
hospitals, and home health agencies. On their own volition, hospices are
working on quality care issues. NHPCO members have already been volun-
tarily following performances through its Quality Partners program, while
most hospices use family surveys to measure how well they have handled a
case. In 2006 Medicare spent about $10 billion on hospice care, an increase
from about $3 billion in 2000. According to the Medicare Payment Advisory
Commission, for-profit hospices, which represented about one-half of the
hospices in 2005, made annual profits of about 12% from 2001 to 2005."”

Presently, there are two initial 90-day benefit periods with one additional
30-day period, followed by an unlimited number of 60-day periods (each
period requires physician recertification). Under Medicare the patient may
stop hospice care at any time and return to cure-oriented care. Any remaining
days in a benefit period are forfeited once the hospice care is stopped. The
percentage of patients covered by the Medicare hospice benefit (versus other
payment sources) is presently 83.6%. Most agencies (93.1%) have been
certified by the Centers for Medicare and Medicaid Services to file for reim-
bursement under the Medicare hospice benefit. There also exists a small
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minority of all-volunteer programs that do not seek federal reimbursement for
patient care, but instead rely on community donations for support.’® In
addition to Medicare, private health insurance policies as well as many state
Medicaid programs cover hospice care services.

In 2007, a Duke University study found that hospice care reduced
Medicare costs by an average of $2309 per hospice patient when Medicare
beneficiaries who used hospice care were compared to those who did not. In
addition, hospice care cost would have been reduced for seven out of 10
hospice recipients if a hospice had been used for a longer period of time.
For cancer patients hospice care decreased Medicare costs up until 233 days
of care. For noncancer patients, the savings were observed up to 154 days of
care. Beyond these periods hospice use costs Medicare more than conven-
tional care.?’

Finding hospice care

There are a number of sources to find hospice care in a community. Patients or
their loved ones can check with their physician, local Blue Cross and Blue
Shield plan or other local insurance company, a church or synagogue, the
hospital administrators in the community or the social service department,
the visiting nurse association, local public health or welfare department, state
hospice organization, local social security office, and the county medical
society. Since hospices include care at home, home care agencies may be listed
in the yellow pages of the local telephone directory under ‘nursing,” or ‘home
health services.” Or an individual may telephone the NHPCO help line
(1-800-658-8898) or visit the website at http://www.nhpco.org.

Conclusion

To die with dignity is a phrase that many people hope will one day apply to
themselves. The fact that hospice care is an ever-growing part of the health
care system reinforces that hope. Hospices are hard at work helping people
live their lives as fully and as completely as possible during their remaining
days by emphasizing the fullness and quality of life, rather than death.
Hospice care tells people that perhaps in their final days they do not have
to die in the sterility of a hospital environment or in pain, shunned by friends
who are reminded in their presence of their own mortality or surrounded by
loved ones who, at this special time, do not know how to act around them.
Through hospice care they can now have the support of many kinds of
professionals, be they pharmacists, physicians, nurses, bereavement counse-
lors or others, who can ease the transition for a person who is dying and those
who survive the deceased. Only time will determine whether hospice care will
succeed in changing society’s attitude toward the process of dying as the
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treatment becomes an ever-important part of our health system. Given the
increasing number of persons who are turning toward and using this special
health care service, perhaps it has begun to achieve such a goal.
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Health care planning

Introduction

The year was 1974, another period of economic crisis in the health care field.
Health care spending had risen from $26.7 billion in 1960 to $41.8 billion in
19635, the year Medicare and Medicaid had been enacted into law. A year
earlier Congress had enacted the Health Maintenance Act of 1973 to create a
new form of health care delivery and, hopefully, reduce health care costs that
in 1975 amounted to $132.9 billion, almost triple the figure of 10 years
earlier.! In 1974 Congress was considering another law to address health care
costs. This law aroused so much fear and opposition that Dr. James Sammons,
then executive vice president of the American Medical Association, made the
following comments: ‘It is the single most dangerous piece of legislation ever
enacted by a US Congress ... it will totally restructure the practice of medi-
cine, make the HEW [Department of Health, Education, and Welfare]
Secretary an absolute czar of the delivery of health care and give nonmedical
people the power to decide whether a service to be rendered in a hospital is the
appropriate one.”> With this strong denunciation, Dr. James Sammons gave
his view of the National Health Planning and Resources Development Act of
1974 (PL 93-641).

Ironically, as time was to demonstrate, it was actually the Health Main-
tenance Law of 1973 that gave nonmedical people the power to decide
whether a service to be rendered in hospital was the appropriate one.
Rather than slowing down the rise in medical costs, America’s national health
expenditures while this health maintenance organization (HMO) law was on
the books rose rapidly from $132.9 billion (8% of gross domestic product in
1975) to almost $2 trillion ($1987.7 billion) or about 16% of gross domestic
product by 2005.

A decade earlier the Comprehensive Health Planning and Public Health
Service Amendments of 1966 were enacted into law. At the time, Dr. William
H. Stewart, then Surgeon General of the US Public Health Service, stated that
‘the people shall be served and new social instruments, institutions, and
patterns of operation shall be developed to serve them.’® That statement
has proven to be quite prophetic. In the ensuing decades, as America entered
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the 21st century the US health care system has seen the creation of new
payments systems for hospitals, nursing homes, and home care agencies called
prospective payment systems; resource-based relative value scales that af-
fect physician and other providers’ payments under Medicare and HMOs;
the evolvement of managed care into new organizational formats like pre-
ferred provider organizations; convenience clinics being established in retail
stores; the rapid increase in ambulatory surgical centers; physician payments
being based on the quality of their performance; the creation of consumer-
driven health financing mechanisms like health savings accounts which make
consumers more responsible than ever before for paying for their own health
care services; the development of report cards on judging the quality of care
provided by hospitals and nursing homes; the enactment of federal laws like
the Employee Retirement Income Security Act of 1974, the Consolidated
Omnibus Budget Reconciliation Act of 1986, the Health Insurance Port-
ability and Accountability Act of 1996, as well as the creation of new phar-
macy payment systems like the federal government’s maximum allowable
cost program; and the development of pharmacy payment intermediaries
called pharmacy benefit managers.

So what is health planning? Why did and does the nation need to have
such a law even today? When we hear about the costs of health care today
we listen to numbers that can boggle the human mind. We hear about
billions of dollars spent for this social service each year and health profes-
sionals who themselves number in the millions. We hear about scientific
advances in health fields whose technology and subject matter have become
so complex that consumers have little everyday understanding of their
nature. Under these circumstances, basic questions arise. How can ordinary
consumer-patients have any influence over such a complex health system
which keeps absorbing more and more of their personal income? How can
consumers exert any control over the prices they must pay for their health
care services? How can they make any input which ensures that they will
receive quality health care at reasonable costs and not inferior care at
expensive prices? After all, it is their out-of-pocket expenses, their personal
income taxes, and their insurance premiums which are supporting the health
care system. How can they be assured that the decisions which the health
professional is making are for their best interest as a patient rather than for
health professionals’ personal self-interest? Where is the entrance into the
health care system that everyone keeps talking about? How can consumer
voices be heard and their rights and interests, as consumers and patients, be
protected and respected? These are some of the legitimate questions which
consumers have begun to ask as they realize that it is becoming terribly
expensive to become sick in America today.

From a practical point of view, a single consumer cannot affect the billions
of dollars which are being spent on health care nationally. Nor can the single
consumer specifically affect the national costs of pharmaceutical care,
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hospital care, or physician services, nor the costs of the other health services
and problems which are discussed or heard about on a daily basis. But a single
consumer can have a significant influence on the costs and quality of health
care where the consumer lives. This was the original intent of the health
planning law in 1974. Wherever a consumer lived — in urban or rural areas,
north or south, east or west — at that time from the mid-1970s through the
mid-1980s there existed across the country an organization called a health
systems agency (HSA) which represented their health care interests and geo-
graphic area. This agency, along with others at higher levels of government,
was established in accordance with requirements of the Health Planning Act
of 1974. In the ensuing years health planning agencies encountered severe
funding problems as the 1974 health planning law under which they were
created was repealed by the Reagan administration in 1986 so that by 2009
only 14 HSAs on the local level were still operating in the country. There were
five in Virginia, two in New York, and seven in Florida. At least in these local
agencies a consumer can still sit on the agency’s governing board as part of
majority representation while the providers of health care services, such as
physicians or pharmacists, constitute the minority representation. Consumers
can have their voices heard as they consider how health care services ought to
be delivered in their local community. By participating in the processes of this
agency consumers can create a dialogue with the members of their community
upon whom their health care depends — their doctor, their pharmacist, their
hospital administrator, or health insurer, to name but a few. They can now
decide whether their hospital should build a new wing or purchase various
kinds of expensive equipment. It is not only their judgment which is involved
but also their money. Their decision will be reflected in their hospital’s daily
charges, their physician’s fees, and their health insurer’s premiums.

But health planning not only involves consideration of costs, but also the
quality of care which consumers receive from those who provide the services.
There were many who negatively viewed the role which HSAs assumed in the
health care system, although today their role on the local community level has
been severely diminished numerically from their original conception in the
1970s. These opponents consider HSAs to be a potential evil rather than a
positive good. These detractors have many reasons for their beliefs. In view of
this dichotomy of opinions, let us examine the issue of health care planning:
whatitis, how it has evolved, the conflicts it has created within the health care
field, and what it has meant thus far and for the future.

Definition of health planning

Health planning is part of an evolving process called creative federalism — a
term used to describe a pluralistic approach to solving problems of urban
society. Creative federalism encompasses an environment which Nelson
Rockefeller, former governor of New York State and Vice President under
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President Gerald Ford, described as ‘the free play of individual initiative,
private enterprise, social institutions, political organizations, and voluntary
association.”*

As a concept, there are various forms of planning. But they have the
common basis, that planning is the opposite of improvisation. Planning is a
process of developing alternative courses of action and predicting foreseeable
results. Planning is not just a decision-making process. It is also a process of
projecting and documenting choices of action. The selections are made
through the political and social decision-making system of society. Dr.
William H. Stewart, former Surgeon General of the US Public Health
Service, gave a good explanation of the planning process when he stated:

there are at least two kinds of planning, interrelated but distinct from
each other, that need to go on simultaneously if we are to fulfill the
expectations of the society we serve. One type is largely operational — it
is directed toward day-to-day and year-to-year decisions on specific
activity directed toward a specific objective. It is the kind of planning
done by a program manager to carry out his program mission. The
other type of planning is truly comprehensive. It is less concerned with
targets and more concerned with directions. Ultimately, it must be
tuned to values — the changing aspirations of society that require
translation into changing goals for health and changing patterns of
relationship among target-oriented activities.’

In a further refinement of this working planning concept, certain questions
may be asked when attempting to accomplish the objective of comprehensive
health planning. They include:

e What is the problem for which the plan is being developed?

e  What information is required for developing a comprehensive plan?

e Who has the information, including the experience and judgment,
required as an input into the development of the plan?

e What groups and agencies are expected to act on the plan?’

In seeking the answers to these questions, planning embraces essentially four
basic steps: the survey, its analysis, the plan, and its implementation. In more
specific terms:

e The survey: the problems are defined, resources located, and the facts
obtained.

e The analysis: this includes the forecasting of anticipated conditions
and the relation of the central issue to those either influencing or
influenced by it.

e The plan: directed toward goals, based on the needs and standards, and
elaborated with cost estimates and time schedules for implementation.
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e  The implementation, which most planners are not inclined to ignore.
They approach it by stimulating community participation in the planning
process.

These steps are the basis upon which the principles of health planning are
carried out. Although these principles seem quite simple and direct in their
approach, the process of health care planning has slowly evolved and has been
characterized as much by failure as it has by success.

The historical development of planning

The evolution of health planning in the USA has several phases, the first of
which evolved during the early 1920s. During this period the public became
cognizant of the planning effort. In 1921, the New York Academy of
Medicine issued a report which found that there was one hospital bed for
every 200 persons in New York and concluded this ratio was sufficient. At the
time, under the prevailing standard of the US Public Health Service, it was
estimated that about 2% of the population would be sufficiently sick at any
given moment to require hospital care. However, during the ensuing decade,
the realization developed that the method for determining a community’s
need for hospital beds had to be refined. Separate criteria had to be established
for hospital beds in a general hospital, beds for contagious diseases, maternity
beds, and beds for mental and tubercular patients. By the 1930s, local socio-
economic conditions were the primary criteria for making these hospital bed
determinations. These criteria included the economic status of the commu-
nity, the character of housing and industry, education, morbidity levels, and
caliber of the local profession.® In addition to the US Public Health Service,
other estimates of ideal bed size were made at this time. In the late 1920s, both
the Duke Endowment and American Hospital Association’s Committee on
County Hospitals agreed upon a ratio of five general hospitals beds per 1000
population. In addition, the Duke Endowment established bed ratio standards
for contagious, children’s, and tubercular disease.” In 1945, the US Public
Health Service sanctioned a ratio of 4.5 beds per 1000 population which, with
slight refinement, became the national standard for the Hill-Burton law
of 1946.

As the number of planning agencies increased during the 1930s, there was
a general belief that the quality of health services would be greatly improved if
hospitals began to work more closely with each other. Thus, planning agen-
cies became interested not only in hospital beds, but also in the organization of
health facilities. However, by the 1940s a general shortage of hospital beds,
their uneven distribution throughout the nation, and a lack of coordinating
operations among hospitals were observed. Rural areas especially faced a
crisis not only in terms of a supply of hospital beds but also in regard to the
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availability of medical personnel. These situations led to the second period of
health planning which began when the US Congress passed the Hospital
Survey and Construction Act of 1946 (PL 79-725, also known as Hill-
Burton). This law offered federal funds to states for the construction of
hospitals and related facilities, pending a survey by each state of its existing
institutions and submission of a state plan to meet its needs.

Although the Hill-Burton Act did not contain any reference to the coor-
dination of facilities on a regional basis, the Act did provide limited acknowl-
edgment to planning and regionalization by means of area-wide planning
councils.” As a result of Hill-Burton, all states between 1946 and 1961
developed plans and established priorities. A total of $1.6 billion in federal
monies and $3.4 billion in state funds was spent on the construction of
239000 general hospital beds. One-third of these beds were in communities
of less than 50 000 population. Although hospital design and construction
were improved during this period of time, no real progress was achieved in
terms of the coordination or integration of facilities on either a regional or
local level.®

However, interest in the subject did not disappear. It was rekindled by a
series of meetings which were held in 1958, under the co-sponsorship of the
American Hospital Association and the US Public Health Service. These meet-
ings developed a joint report which assisted in the organization and operation
of planning agencies. In 1961 the planning process received a further boost by
the passage of the Community Health Service and Facilities Act which autho-
rized grants for area-wide planning and the development of hospitals and
related facilities. This Act became part of the Hill-Burton program and,
together with the 1964 amendments to the Hill-Burton Act, provided finan-
cial impetus for health planning agencies. With these changes came a resur-
gence of interest in planning for other health services as well. For example, the
enactment of the Community Mental Health Center Act (PL 88-164) in 1963
encouraged the planning of mental health services.

By 1966, there were about 60 voluntary health planning agencies operat-
ing in the country. These agencies focused on the supply and geographic
distribution of hospital beds; on controlling the duplication of services and
facilities; and on encouraging activities and programs of coordination
between institutions. Thus, the agencies were involved with institutional
planning such as that related to hospitals. Physicians were not the subject of
the planning process at this time. Consequently, they were not directly
affected by the decision of the agencies. Agency planning was more techno-
logically oriented than systems-oriented.®

As the concept of health planning evolved during this period together with
the establishment of planning agencies and the federal funding of such pro-
grams, Congress became increasingly aware that the changing character of
American health care demanded new government initiatives. These included
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comprehensive health planning for health services, health manpower, and
health facilities at every level of government; revitalized administration
of health agencies at the state level; and broader and more flexible support
of health services at the community level as well. This perception led, in part,
to the enactment of the Regional Medical Program (RMP) in 1965 (PL
89-239). The original purpose of this program was to encourage regional
planning and the transfer of medical technology for the categorical illnesses
of heart disease, cancer, and stroke from university medical centers to the
community providers of health services. Over the years the program shifted its
focus toward regionalizing health care delivery, facilitating cooperative
action among health care providers, and designing as well as testing innova-
tive ways to improve health care services.

Despite the passage of the Regional Medical Program in 1965, health
planning activities were still not considered broad enough nor sufficiently
oriented toward the problems of upgrading the health status of the public,
improving the environment, and raising the quality of life of the American
people. Therefore, Congress enacted the Partnership for Health Act (PL 89-
749) in November 1966 and then amended the law in 1967. It was passed to
correct the earlier flaws of health planning and to undertake once again the
rationalization of our health care delivery system. The Comprehensive Health
Planning (CHP) program established gradations of agencies within state and
local government, including the 314(b) agencies which were named after the
authorizing section of the Act. The CHP(b) agencies were charged with the
responsibility of planning the total needs of their region. They were expected
to build on the activities of the area-wide Hill-Burton agencies, whose federal
support was phased out with the passage of Partnership for Health Act in
1966. However, in some states, Hill-Burton continued to exist with local
funding.

The legislative purpose of the Regional Medical and the CHP programs
was to improve the health care system without interfering with existing
patterns of medical practice.” However, the concerns and focus of the new
agencies were at times so broad that the planners went from problem to
problem, never quite solving one before another became of immediate con-
cern. Too often they spent more time debating what should be done rather
than doing anything. But by the late 1960s, despite these problems, CHP
agencies received some powers to influence health activities through their
role of reviewing and commenting on statewide certificate-of-need (CON)
programs, where they existed, and through their participation in the award
process of federal grants for some Public Health Service programs. One of
the important ways in which CHP influenced the health system was by
participating in Section 1122 of the Social Security Amendments of 1972
(PL 92-603).° Under Section 1122, a hospital or other health care institution
cannot recoup any major financial capital investment by adding charges to
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the bills of Medicare or Medicaid patients unless an authorized state author-
ity permitted the improvements first. However, despite having the authority
to make these reviews, both the Regional Medical and CHP programs still
remained dependent upon whatever persuasive powers they could muster
to encourage the development of health resources among their regional
constituencies.

Also, by the late 1960s, the emphasis on delivering health services began to
shift toward other nonhospital organizations such as neighborhood health
centers, community mental health centers, and HMOs. By the early 1970s, the
rise in the cost of medical care, growing concern about the quality of care
which was being delivered, and the re-emergence of national health insur-
ance as a major policy issue gave further impetus for designing a more effec-
tive health planning system. By about 1972, there was general agreement that
comprehensive health planning had been a failure. After a brief flirtation
with substitute experimental health delivery systems, the US HEW (since
renamed the US Department of Health and Human Services) began to look
for a wholly new approach to health planning. This search ultimately led to
the passage of the National Health Planning and Resource Development Act
of 1974 (PL 93-641). The act was signed into law on January 4, 1975.

The 1974 legislation combined aspects of the Hill-Burton, Regional
Medical, and CHP programs into a new generation of agencies. These orga-
nizations took over the health planning and resource development functions
previously performed by the CHP and Regional Medical programs which were
phased out under the 1974 health planning law. Also, the experimental health
service delivery systems, which HEW was testing for the purpose of public
demonstration, were terminated upon the enactment of the 1974 legislation.

Health Planning Act of 1974

The National Health Planning Act of 1974 (PL 93-641) not only established a
new program of comprehensive health planning but also empowered a system
of local planning agencies to oversee the use of some federal funds, including
funds for new hospital construction. The goals and purposes of the law were
increased accessibility, acceptability, continuity, and quality of health ser-
vices; restraint of the rising costs of health services; and the prevention of
unnecessary duplication of services. The law thus created a prospective
national framework for reviewing the funds which would be spent under
any future national health insurance plan.

A network of local health planning agencies called HSA was at the core
of the new program. A total of 205 geographic areas throughout the country
had been designated for such agencies. To the maximum extent possible
their boundaries were approximately coordinated with professional stand-
ard review organizations (PSROs), which evolved into the peer review
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organizations of the 1980s, which, in turn, became the quality improvement
organizations as the 21st century began as well as existing regional planning
areas and state planning administrative areas. Each of these agencies was
to serve, except in special cases, a specific population of between 500 000
and 1000000 people. These local agencies could be either a nonprofit pri-
vate corporation or public agency operating under the auspices of a unit
of general-purpose local government or public regional planning body.
The Secretary of HEW (now the US Department of Health and Human
Services) had to certify these agencies according to criteria laid out in the
law. In addition to the HSA, there were planning bodies at the state level and
the national level which formed policy and supervised the work of these local
agencies. These included the National Council on Health Planning and
Development, which assisted the Secretary of HEW in developing national
health planning guidelines; the Statewide Coordinating Council, which
developed the state health plan, which, in turn, could supersede the plan
developed at the local HSA, and monitored the activities of HSAs, reporting
to Washington on its importance; and the State Health Planning and
Development Agency, which could enforce the HSA’s decisions on major
equipment purposes and new construction since the state agency administers
the state’s CON laws. The State Health Planning and Development Agency
(often called the ‘state agency’), for example, provided the enforcement for
carrying out the HSA’s decisions on major equipment purchases and new
construction. They administered the CON laws (that all states had to enact
under the penalty of losing federal funds). State agencies were designated by
the governor from one of the existing agencies, such as state health depart-
ment, which had previously operated the CON program.”
On the local level, the HSA is required to:

e gather and analyze data

e establish area-wide long-range health system plans and an annual
implementation plan

e provide planning assistance to organizations seeking to develop plans

e review and approve or disapprove applications for federal grant funds for
health programs in the health service area

®  assist states in reviewing capital expenditures under Section 1122 of the
Medicare Act

e  assist states in their mandated CON programs

e recommend to states projects for modernizing, constructing, and
converting medical facilities.'’

The HSA develops a health systems plan for its geographic service area. This
plan, in turn, is approved at the state level. When established, the HSA directly
controlled the federal grant monies which were spent for health projects in
their areas under the Public Health Service Act, the Community Mental
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Health Centers Act, and the Comprehensive Alcohol Abuse and Alcoholism
Prevention, Treatment and Rehabilitation Act of 1970. Even though federal
regulations guided the HSAs, the organizations are very important to orga-
nized medicine and the rest of the health care field. Their plans and recom-
mendations may determine which new hospital, nursing home, or even
physician’s office, receives the all-important building permit — the CON from
the state agency.”

Before the passage of the 1974 planning law, there were very few con-
straints to control the costs of health care. Until this law mandated that all
states enact CON laws, only slightly more than one-half had done so on their
own volition. Also, only a small number of states have attempted to regulate
costs through the establishment of state rate-setting commissions such as
Maryland and the law provided monies for up to six states that had wished to
do so in the future. Before this new law, if a group of doctors in a hospital
wished to add a service or increase their rates, they only needed the approval
of the hospital board of directors — bodies which are not known for contra-
dicting the wishes of their physician staff. But under the 1974 law, both the
local HSA and the state planning agency were to conduct at least every §
years elaborate reviews of existing facilities, services, and of any proposed
construction to determine the need or lack of need for these additions. There
were no sanctions in regard to an HSA’s findings. Even the Hill-Burton
hospital construction program was affected by the 1974 law. Rather than
concentrating on the building of new facilities, as in years past, the 1974
planning law gave the Hill-Burton program new directives. These include
concentrating on the construction of ambulatory care centers and improving
and converting existing facilities, but only in areas of rapid population
growth.

A final example of the new planning law’s orientation is its emphasis on
the consumer movement within the health field as well as the greater voice it
gives to planning professionals in directing the course of health delivery. At
the state and local levels, governing boards oversaw health planning activ-
ities. These boards were carefully constituted so that a majority of their
members would be consumers, professionals, and government officials. The
providers of health care — the doctors, hospital administrators, and others
who have a vested interest at stake — were legislated to form a minority on
these boards."

Aftermath of the 1974 Planning Law Certificate of Need laws

Health planning is not the only method that has been tried to control health
care costs in the USA. There has also been government and industry regula-
tion, provider incentives, ‘free market’ incentives, and educational efforts.
Some of these include:
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e limitations on physician referrals to facilities in which they or a family
member have a financial interest

e supervision by insurers to make sure a treatment is necessary
(precertification, concurrent, or retrospective medical necessary review)

e prepayment for insured or covered services

e fixed payment for defined services such as diagnostic-related groups in
hospital care

e providing information to patients about the costs and necessity of certain
tests and treatments (including transparency and disclosure program)

e providing information to patients about the quality of outcomes at

certain facilities.'?

Aside from these methodologies to control health care costs, states have used
another way to restrain the rising cost of medical care. This tool is called
CON programs. As already noted, these programs, authorized by law, are
aimed at holding down health care facility costs and to permit the coordinated
planning of new services and construction. Many CON laws were established
across the country as part of the National Health Planning and Resources
Development Act of 1974. These laws were supposed to help the country
achieve several health care goals. These included keeping down skyrocketing
health care costs, preventing the unnecessary duplication of services, and
achieving equal access to quality health care at reasonable cost. When
Congress required CON laws, it sought to reduce the total cost of health care
in the USA. Despite numerous changes in ensuing decades, as of 2009 about
36 states and the District of Columbia still retained some kind of planning
law. Health planning agencies in states without CON programs include
Arizona, California, Colorado, Idaho, Indiana, Kansas, Minnesota, New
Mexico, North Dakota, Pennsylvania, South Dakota, Texas, Utah, and
Wyoming. In contrast, from 1945 to the mid-1980s, virtually all states had
significant health service planning operations. As of 2009, as already noted,
only 14 HSAs at the local level in the USA remained in operation — five in
Virginia, two in New York State, and seven in Florida. In a 19-state survey, at
least 10 states have sustained a health services planning operation at the state
level. These states appear to be concentrating on traditional health care
facilities and equipment issues directly related to the CON process.

In 1964, New York became the first state to pass a statute giving the state
government the power to make sure whether there was a need for any new
hospital or nursing home before it was approved for construction. Four years
later the American Hospital Association expressed an interest in CON laws,
and began a national campaign for states to initiate their own CON laws. The
1974 federal Act required that all 50 states have a mechanism that, before any
major capital projects could begin, such as building expansions or ordering
high-tech devices, proposals had to be submitted and approved by the state
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planning agency. Many states established CON programs, in part because
they had the incentive of receiving CON federal funds.

In 1986, as already noted, the federal CON mandate was repealed, along
with its federal funding, as the Reagan administration wanted to cut federal
spending and regulation. After repealing the 1974 Health Planning Act and its
CON requirements, Congress did not abolish CON throughout the nation.
Congress only repealed the legislation mandating CON laws. States were still
free to continue regulating health care facilities with CON even after Congress
repealed the mandate itself. In the decade that followed 14 states discon-
tinued their CON programs. However, 36 states maintain some form of
CON programs, as already noted, and even the 14 that repealed their state
CON laws still retain some mechanisms whose purpose is to regulate costs
and duplication of services. Puerto Rico and District of Columbia also have
CON programs.

States that have kept CON programs currently tend to concentrate their
activities on outpatient facilities and long-term care. This is largely due to the
trend toward free-standing, physician-owned facilities that constitute an
increasing segment of the health care market. The basic assumption underly-
ing CON regulations is that extra capacity (in the form of facility overbuild-
ing) directly brings about health care inflation. When a hospital cannot fill its
beds, fixed costs must be met through higher charges for the beds that are
used. Larger institutions have higher costs, so the CON supporters state that it
makes sense to limit facilities to building only enough capacity to meet actual
needs.

Statistics, called the ‘Roemer effect’ after the person who developed the
theory, have shown that when there are more beds open in a hospital, more
beds will be filled. Thus, if a hospital has excess beds due to unnecessary
construction and additions, the hospital will begin to manufacture demand to
fill all the beds because it is widely accepted by hospitals that an empty bed
costs the hospital about two-thirds as much as an occupied one. The original
purpose of the CON programs was to regulate the number of beds in hospitals
and nursing homes, and to prevent the purchase of more expensive equipment
than was necessary. This was based on the belief of health care consumers,
providers, and hospitals that the quality of a facility can be directly related to
the institution having the biggest, most elaborate, most modern facilities and
equipment. Again, it was the belief that if these hospitals had all of this space
and new equipment, the hospital would want to put it to use in order to begin
paying it off. Doctors would want to practice in hospitals with the newest
technologies, with the ensuing hospital revenues, while a hospital without the
same equipment might lose revenues if the doctor