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Introduction and
Overview of Key
Findings

1.1 Rationale for the Demonstration

In 1980, the federal government spent $36.4 billion on the Medicare program (Letsch
et al., 1992, Table 4). By 1991, the figure had reached $120.2 billion, an average increase
of 11.4% annually. For hospital care alone, the federal Medicare Program spent $26.4 billion
in 1980 versus $73.3 billion in 1991 (Letsch ef al., 1992, Table 21). Spending on physician
services rose even faster from $7.9 billion in 1980 to $32.8 billion in 1991.

The Health Care Financing Administration (HCFA) has been very active in
responding to these high rates of program outlays. On the hospital side, the Congress passed
Tax Equity and Fiscal Responsibility Act (TEFRA) legislation in 1982 that put per case
ceilings on hospital reimbursements. Then, a year later, it passed Diagnosis Related Group
(DRG) prospective payment for all short-term acute hospitals receiving Medicare payments.
In terms of physician reimbursement, the Congress passed, and HCFA implemented, the
physician fee freeze in the mid-1980s, followed by overpriced procedure rollbacks in the late
1980s, and, finally, the Medicare Fee Schedule in the early 1990s designed to link payments
more closely to work effort and the costs of each service.

Besides legislated reform, HCFA also has undertaken many cost containment
demonstrations. One approach involved negotiating global payment rates for all Medicare

hospital insurance ( Part A) and Medicare medical insurance (Part B) inpatient services
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Chapter 1 Introduction and Overview of Key Findings

associated with coronary artery bypass graft surgery (CABG). Expenditures on heart bypass
surgery have been particularly worrisome. Every year, the government spends several billion
dollars on the inpatient care for bypass patients. Outlays continued to grow rapidly in the
1980s with the growth in procedure rates. With the implementation of DRG per case
payment to hospitals in 1983, the Part A payment per case for bypass surgery has been
capped at the annual update in Medicare hospital rates nationally. However, the growth in
Part B physician outlays remained unconstrained, except for-rollbacks on the surgeon's fee.
Mitchell (1993) estimates that total allowed charges grew 12-14% for bypass surgery from
1985-88, eveh after adjusting for updates in allowable fees.

A major concern of both hospital managers and policy makers in controlling inpatient
costs for high-tech procedures is the asymmetry of financial incentives faced by hospital staff
versus physicians. Currently, hospitals are paid for bypass surgery on a per case basis
(primarily within DRGs 106 and 107). Except for extraordinary outlier costs, they are paid
a fixed amount regardless of the intensity of care provided each patient. Although surgeons,
like hospitals, receive a bundled fee for inpatient services, other physicians,. by contrast, are
paid for every additional service they provide, including routine daily hospital visits and
consultations. Surgeons, too, are paid more for more complicated surgeries requiring more
bypassed lesions. Moreover, all hospital services are essentially "free" to physicians because
they bear none of the financial risk of keeping patients in the intensive care unit (ICU)
longer, or using more expensive drugs, etc. So long as physicians operate under different

payment incentives, hospital managers have had difficulties implementing pre efficient
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practice patterns. A global fee that includes physician services would align incentives and

encourage physicians to use institutional resources in a more cost effective manner.

1.2 Overview of Demonstration Design

In 1988, the Health Care Financing Administration solicited bids from hospitals and
physicians to participate in the Medicare Participating Heart Bypass Center Demonstration.
In response to a solicitation mailed to 734 hospitals, HCFA received 209 pre applications.
After initial review, 42 hospitals were requested to submit extensive formal applications that
detailed their qualifications and bypass volumes.  Applicants were then asked to give their
best price covering all inpatient institutional and physician services for Medicare patients
discharged in DRGs 106 and 107, bypass with or without catheterization. Twenty-seven
entities submitted bids, and an expert panel of multi disciplinary experts including physicians
recommended ten finalists. At this point, Agency staff, with the assistance of staff from
Lewin-VHI and Health Economics Research, the evaluation contractors, conducted an in-
depth evaluation of each proposal. Ten criteria were used to rank applicants based on quality
and price considerations. (See Chapter 3 for details.) The HCFA administration selected
four of the ten finalists. The Agency then negotiated contracts with four applicants:

e Saint Joseph's Hospital of Atlanta;

o St. Joseph Mercy Hospital in Ann Arbor;

e The Ohio State University Hospitals in Columbus;
¢ University Hospital in Boston.
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These sites were chosen based on price and other factors, including geographic dispersion.
The intent was to maximize the policy information derived from the novel payment
arrangement as well as to test the feasibility of negotiating and then paying bundled global
rates. Negotiated global bundled payment prices were established which represented a
discount to Medicare.

Under the demonstration, Medicare paid each of these applicants a single global rate
for each discharge in DRGs 106 and 107. This rate included all inpatient hospital and
physician services. The standard Medicare hospital passthroughs were also included, i.e.,
capital and direct medical education, on a prorated basis. Any related readmissions were
also included in the rate. Pre- and post-discharge physician services were excluded except
for the standard inclusions in the surgeon's global fee. All four participants agreed to forego
any outlier payments for particularly expensive cases. However, an outlier amount based on
the hospital’s previous experience was included on the global price.

Hospitals began receiving payments in May and June of 1991. The length of
demonstration was set at three years, ending in June of 1994. Participants were required to
assemble all physician bills along with the hospital discharge abstract and submit the package
to HCFA Central Office for payment. The hospital and physicians were free to divide up the
payment any way they chose. Rates were updated annually according to existing hospital
prospective payment and physician fee schedule rules.

Applicants were required to collect a predetermined financial obligation from

Medicare patients. This included any Part A hospital and Part B physician deductibles plus
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the 20% Part B coinsurance. Ordinarily, the coinsurance amount varies by the amount of
physician services each patient receives, but under the demonstration the Agency set a fixed
actuarial amount per discharge adjusted to be below the (estimated) negotiated Part B amount
for a typical admission.

The government placed few requirements on participants other than those already
imposed by the program. Hospitals were still subject to the usual utilization review activities
that monitored necessity for admission. Physicians were not allowed to balance bill patients,
nor could they bill for outpatient services normally included in their global inpatient fee.
When the Agency reclassified most DRG 108 bypass patients back into DRGs 106 and 107
in 1992, these patients became part of the demonstration as well. Similarly, when the
Congress passed the Medicare Fee Schedule that rolled back many surgical fees, the Agency
made downward adjustments in the Part B component of the global rates.

Unlike the current Medicare program, the Agency required that it have the right to
review and approve any promotional materials used by the hospitals and physicians under
the demonstration. One of the marketing strategies proposed by applicants was to forego the
deductible and copays for patients without supplemental insurance. The Agency finally ruled
against this request on the grounds that it would discriminate against third-part insurers (and
their subscribers) who would still be liable. Providers were not willing to forego deductibles

and copays on all demonstration patients.
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In the spring of 1993, the government expanded the demonstration to include three
more participants:

o St. Luke's Episcopal Hospital in Houston;

e St. Vincent's Hospital in Portland, Oregon;

o Methodist Hospital in Indianapolis.
All six of the remaining ten applicants from the first round were invited to submit new bids,
but only St. Luke's, St. Vincent's, and Methodist Hospital did so. These hospitals began
receiving payments in the second quarter of 1993 under three-year contracts. The original

four hospitals all agreed to continue being paid global rates under the demonstration after

their cohtracts ended in the summer of 1994,

1.3 Evaluation Issues
Many issues were addressed in the evaluation. Some of the more important ones

included:

s Feasibility

Was it possible for the government to negotiate discounts with providers that
included both hospital and physician services? Could this process be fair and efficient?
What data and other requirements were required on the government's part? On the provider
side, would any hospitals and physicians be able to work together and submit a single
packaged rate? Could they provide the data necessary for the government to evaluate the

quality of their services and the extent of the discounts they were offering?
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* Implementation

In order to begin paying global rates, what payment processes had to be changed?
What requirements would providers have to meet for payment? How should demonstration
billings and payments be integrated with the on-going systems of Fiscal Intermediaries and
Carriers? How should the patient obligations be determined? How would changes in
Medicare payment policies be applied to the demonstration? What kinds of routine reporting
by participants would be required?

e  Volume Growth

Did the imprimatur of being named a Medicare Participating Heart Bypass Center
result in increased bypass volumes among the participants? How did participants promote
the demonstration? Did they increase volume at the expense of local competitors? How did
competitors react to the demonstration?

¢ Program, Beneficiary, and Hospital Savings

How large were the discounts that the government negotiatedbwith participants? How
much did Medicare beneficiaries (and their insurers) benefit as a result of the discounts? Did
post-discharge utilization and costs change as a result of bundling all inpatient physician
services into a single rate? Did any gains in market shares of demonstration hospitals result
in further program savings at the market level? By aligning physician with hospital
incentives under a per case payment, did practice patterns change that generated lower

hospital costs?
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¢ Patient Qutcomes

Did patient outcomes change under the demonstration, as measured by inpatient
mortality and complication rates? Did one-year post-discharge outcomes change, as
measured by mortality, angina relief, and readmissions? Were there any systematic
differences in outcomes among participants?

¢ Appropriateness of Care

Did the overall level of appropriateness of care change under the demonstration? If
so, did the changes vary by clinical presentation, i.e., stable vs. unstable angina, acute
myocardial infarction? What was the extent of disease among demonstration patients and
how did that change over the demonstration period?

* Patient and Hospital Management

Did physicians change the way in which they managed patients in the hospital under
the demonstration? Were there changes in ICU, surgery, catheter lab, pharmacy, and routine
nursing services? Were there any changes in the use of consulting physicians under a single
fixed global payment? Did hospitals introduce significant management changes to lower
costs and improve service efficiency over-and-above changes in patient management?

e  Marketing Programs

How did participants market their selection as a demonstration hospital? Did they

employ different strategies towards patients, referring physicians, and insurers? Were

Health Economics Research, Inc. Medicare Heart Bypass Center Demonstration: 1-8
Heart2\final\chap1 . wpd\nd



Chapter 1 Introduction and Overview of Key Findings

participants in a better position to compete for managed care contracts because of the
demonstration? What impacts did marketing have on volumes? How did competitors
respond in their marketing efforts?

e Physician Payments

Once the hospital received the bundled payment, how was it divided up between the
institution and physicians? How were consulting physicians that were not routinely involved
in a case reimbursed? Did physicians share in any of the cost savings that may have resulted
from changes in their practice patterns? What impact did the Medicare Fee Schedule
rollbacks on certain bypass-related procedures have on physician payments?

¢ Reimbursement Difficulties

What problems did participants encounter in receiving payment from the
government? What problems did they encounter in billing third-party payers for the
supplemental insurance?

e Achievement of Goals

How satisfied were hospitals and physicians with the demonstration? Did they feel
that the demonstration helped them gain volume and market share? Did it force them to
improve their patient and cost reporting for management purposes? Did they feel that the
alignment of incentives led to significant improvements in hospital and patient management?

Did they believe that the demonstration resulted in a closer working relationship between the
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hospital and clinical staffs? Were participants disappointed with any aspect of the

demonstration?

1.4 Evaluation Approach

To provide answers to these questions, the Health Care Financing Administration
initially contracted with Lewin-VHI and Health Economics Research (HER). Their
interdisciplinary staff of economists, physicians, and marketing experts were responsible for
assembling a variety of data bases and conducting numerous on-site interviews with
participants as part of an extensive quantitative and subjective evaluation of the program.
The staff also assisted HCFA in the evaluation of the bids of the ten finalists. Then, in 1995,
the Agency awarded a contract to HER for an extended evaluation to cover the remaining
years of the demonstration.

Databases. The principal data bases used in the evaluation included:

o all MedPAR discharge records for DRGs 106, 107, and 108 for seven
years, 1990-96;

» all National Claims History Part B claims for patients identified on
the MedPAR files;

¢ detailed hospital micro-cost information on each patient;

» detailed medical records information on each demonstration patient;

» follow-up patient outcome status one year post-discharge;

o the Medicare enrollment file information on all demonstration
patients;

¢ angiographic films and reports for a sample of 120 patients in six
sites;

» detailed patient volumes, marketing, and referral information from all
seven sites;

o primary surveys of patients and physicians.

Health Economics Research, Inc. Medicare Heart Bypass Center Demonstration: 1-10
Heart2\final\chap 1 .wpd\nd



Chapter 1 Introduction and Overview of Key Findings

Natural Bypass Trends. The Medicare claims were used to document national
trends in Medicare bypass (and angioplasty) volumes, patient demographics, lengths of stay,
mortality rates, and costs. Trends were decomposed by hospital location, teaching status, and
bedsize. Physician costs were decomposed into three segments representing 30 days prior
to bypass surgery, inpatient, and 90 days post-discharge. Inpatient physician costs were
further separated by specialty. Finally, national Medicare bypass expenditure regressions
were used to isolate the trend and hospital and patient factors explaining the variation in
hospital DRG and hospital plus Part B physician expenditures.

Market Shares. .= When subsetted to the demonstration hospitals and their
competitors in local markets, the claims data supported quantitative analyses of shifts in
market shares and comparative differences in patient demographic mix, costs, and lengths
of stay. These analyses involved statistical tests of the differences in shares and other
characteristics between 1990, the baseline year, and 1996, the last year of the demonstration.

Medicare Savings. The Part A and B claims data, along with the negotiated global
prices provided by HCFA, were also used to measure the extent of program and beneficiary
savings under the demonstration. Negotiated prices were compared with predicted Medicare
prospective payment rates and physician inpatient outlays to derive the immediate savings
from the demonstration. To test for shifts in services post-discharge, the other claims
associated with demonstration patients 30-days prior and 90-days post-discharge were
compared, year-by-year, with what might have been expected in lieu of the demonstration,

based on 1990 average outpatient payments at each demonstration hospital updated by the
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national growth in outlays for the same two pre- and post-discharge "windows". Finally, any
market share savings were derived by taking the difference between the negotiated prices and
what other competitors were being paid by Medicare and multiplying by the shift in cases.

Patient Costliness. The micro-cost information was used to evaluate trends in
institutional costs and profits on demonstration patients. Each of the four original
participants submitted cost data on each patient by individual service and/or by department
for a baseline 1990 period and for the 1991-93 demonstration period. (After 1993, HCFA
decided not to fund additional micro-cost analysis.) Average total and variable costs were
derived, then compared, showing overall gains in costliness and profits per case. Per case
costs, within DRG, were also decomposed by department to isolate the source of any
efficiency gains.

Patient Outcomes. Every demonstration hospital provided a set of clinical
information on each patient throughout the demonstration period, including discharge status
(died, other), risk indicators, comorbid conditions, admission priority, type of coronary heart
disease, age, gender, height, whether they had had a previous bypass operation, and ejection
fractioﬁ. Additional information was provided on disease anatomy, e.g., number of lesions,
percent occlusion by lesion, and intra- and post-operative complications, e.g., return to the
operating room for bleeding, infection. Extensive descriptive analyses were performed
comparing the seven hospitals in terms of mortality, stratified by risk factor and other
relevant variables. Logistic analysés were then conducted explaining inpatient mortality,

complication rates, and lengths of stay. The demonstration effect was tested in these models
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using a ﬁontMy time trend over the demonstration period. The mortality analyses were
extended to 90-day and one-year follow-up using the Medicare enrollment files that record
dates of death that may have occurred after discharge.

Patient Satisfaction and Health Status. Because detailed medical records data were
not available from a set of control hospitals, a primary care survey was conducted on a
sample of bypass discharges from demonstration and competitor hospitals at a point in time.
The survey included questions on the reasons patients and referring physicians selected a
particular hospital for surgery, how satisfied they were with the attention and care they
received, and their health status before and after the operation. The responses were then
analyzed using tabular and multivariate methods holding selected patient risk factors
constant.

Demo Versus Competitor Outcomes. To further supplement the analysis, Medicare
claims data were used to c;)nstruct patient risk factor profiles in all demonstration and
competitor hospitals. Spanning the 1991-96 period of the demonstration, these indicators
were then used in multivariate analysis to explain differences in levels and trends in inpatient
bypass mortality between demonstration and competitor hospitals. Using the detailed clinical
data as a “gold standard,” the claims-based risk factors were first validated by comparing
inpatient mortality coefficients generated from the two data sources in demonstration
facilities.

Appropriateness of Care. To test for any changes in the appropriateness of bypass

surgery, a special panel of clinical experts was convened to rate the appropriateness of bypass
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surgery along several dimensions, including clinical presentation, surgical risk, number and
type of arterial vessels occluded, extent of drug therapy, and ejection fraction. These ratings
were merged onto the clinical data base according to each patient's mix of appropriateness
criteria. Descriptive and multivariate analyses were then performed testing the change in
appropriateness ratings depending upon the period in which the patient was discharged.

Appropriateness depends in part on the degree of vessel stenosis, or blockage. A
concern over systematic differences in physician interpretations of the degree of stenosis
resulted in a methodological study in which six of seven demonstration hospitals voluntarily
submitted 20 films and angiographic reports for reinterpretation by an expert investigator.
Again, descriptive and multivariate analyses were performed on over 300 lesions reported .
for the 120 patients using either the visual or computer-generated differences between the
hospital and the expert as the dependent variable.

Referral Patterns. How successful hospitals were at marketing the program was
determined by collecting detailed information from each site on their Medicare and non-
Medicare bypass volumes. Data was also gathered on the location of patients and referring
physicians. Descriptive analyses of trends over time in volumes and shifts in referrals were
then conducted.

In-depth Case Studies. In addition to the quantitative analyses using primary and
secondary data, a team of three evaluators visited all seven sites once and the four original
sites a second time for in-depth interviews with managers and clinical staffs. These

interviews were designed to fill in the gaps and help explain the results of the quantitative
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analyses. Interviews were conducted with hospital CEOs, COOS,VCFOS, demonstration
managers, department managers, marketing and managed care directors, billing/collection
personnel, micro-cost data managers, operating room and floor nurses, and utilization review
and quality of care directors. Interviews were also conducted with thoracic surgeons,
cardiologists, anesthesiologists, catheter lab clinicians, and other consulting physicians.
Questions regarding operational changes were asked of each respondent and whether they
were the result of participating in the demonstration. Respondents were also asked why they
decided to participate, how successful the demonstration had been, and what problems were
encountered.

To supplement the interviews in the demonstration hospitals, interviews were
conducted in two competitor hospitals with managers and physicians. (Attempts to interview
in the two other original sites were unsuccessful.) These interviews focused on marketing

and competitive issues.

1.5 Summary of Findings

1.5.1 National Trends in Medicare Bypass Surgery

The number of Medicare heart bypass cases in the United States grew by 40 percent
between 1990 and 1996, with over 180,000 procedures performed in the latter year. Over
the seven-year period, 1990-96, total Medicare program costs on bypass surgery alone
increased by roughly $2.8 billion to $7.3 billien by 1996. This estimate includes not only

an extra $1.9 billion in hospital payments, but a 175% increase in 90-day post-discharge
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outlays as well. Home health costs grew four fold and skilled nursing costs increased
eleven fold over the period.

National Medicare inpatient mortality rates fell from 1990 through 1996 by one
percentage point to 5.4% in 1996. Rates were 1.5 points higher in small (under-200 bed)
hospitals. Significant differences in inpatient mortality rates exist across hospitals more
generally. Ten percent of the roughly 900 bypass hospitals have mortality rates less than 2%
versus another 10% with rates above 9.0%. Hence, the issues of quality and regionalization
of bypass surgery in larger hospitals provide a strong motivation for the demonstration.

Substantial reductions in inpatient stays also took place while mortality rates were
falling. As recently as 1990, the average bypass stay was 15 days. Six years later, it had
fallen to 9.9 days. Yet, as with mortality rates, significant variation in lengths of stay of
nearly a week remained between the top and bottom 10% of hospitals.

Despite shorter stays, Medicare outlays per case for bypass surgery, including a
90-day post-discharge follow-up period, rose 15% over six years to $40,124. Inpatient
costs, including associated physician services, rose $2,148 to $31,5 82; post-discharge costs
rose by $2,780. When hbspital location, size, and patient age and gender are controlled for,
surgery in major teaching hospitals cost the government almost $9,000 more than in

nonteaching hospitals, including both institutional and physician bills.
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1.5.2 Feasibility of Bundled Payment

The federal government received 209 letters of interest to its initial request for bids
to bundle both Medicare Part A hospital and Part B physician services. Forty-two qualiﬁed
bidders were recommended by the pre applicant review panel to apply; 27 responded with
full bids. Of these, four hospitals were chosen initially, later expanded to seven. Thus, it is
clear that many hospitals can work jointly with their medical staffs to develop a single
bid.

Without question, substantial data are required on the applicant's part to establish a
bid for all services. The Health Care Financing Administration also requires all hospital and
physician bills associated with previous discharges from applicants in order to evaluate the
discounts being offered and how they relate to average payments elsewhere in the local
market. Fortunately, HCFA's new 100% claims files support such detailed evaluation.

Finally, through a series of follow-up questions, hospitals and physicians were able
to answer many detailed questions relating to quality assurance, components of the bid price,
what services and specialties were covered, the definition of related readmissions covered
under the global rate, and similar technical questions. All successful applicants were also
willing to forego any outlier payments and balance billing; thereby bearing all the risk

for costly cases.

Hea