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The Honorable Michael R. Pence
President of the Senate

U.S. Capitol

Washington, DC 20510

The Honorable Paul D. Ryan
Speaker of the House

U.S. House of Representatives
U.S. Capitol

Room H-232

Washington, DC 20515

Dear Mr. President and Mr. Speaker:

I am pleased to submit the Medicare Payment Advisory Commission’s March 2018 Report to the Congress:
Medicare Payment Policy. This report fulfills the Commission’s legislative mandate to evaluate Medicare payment
issues and make recommendations to the Congress.

The report contains 16 chapters:

a chapter that provides a broader context for the report by documenting Medicare and total health care spending
and their impacts on federal spending;

a chapter that describes the Commission’s analytical framework for assessing payment adequacy;

nine chapters that describe the Commission’s recommendations on fee-for-service (FFS) payment rate updates
and related issues;

a chapter on increasing the equity of Medicare’s payments within post-acute care settings;
a chapter that updates the trends in enrollment, plan offerings, and payments in Medicare Advantage (MA) plans;

a chapter that updates the trends in enrollment and plan offerings for plans that provide prescription drug
coverage;

a chapter that recommends moving beyond the Merit-based Incentive Payment System (MIPS); and

a chapter responding to a Congressional mandate on telehealth in Medicare.

In this report, we continue to make recommendations aimed at finding ways to provide high-quality care for
Medicare beneficiaries while giving providers incentives to constrain their cost growth and thus help control program
spending.



In light of our payment adequacy analyses, we recommend no payment update in 2019 for four FFS payment systems
(long-term care hospital, hospice, ambulatory surgical center, and skilled nursing facility) and reductions of 5 percent
of the base payment for the home health and inpatient rehabilitation facility (IRF) payment systems. For four of these
sectors, we include additional elements beyond the payment update to improve payment accuracy:

* requiring ambulatory surgical centers to report cost data;

* freezing skilled nursing facility payment rates for two years while the payment system is redesigned, then having the
Secretary make any additional adjustments as needed;

* rebasing the home health payment system and eliminating therapy visits as a factor in payment; and

* reiterating our 2016 recommendations to expand the IRF outlier pool and review IRF patterns of case mix and
coding.

More broadly, changes need to be made in the post-acute care payment systems (i.e., the skilled nursing facility, home
health agency, IRF, and long-term care hospital payment systems), and the cost of inaction is mounting. Ideally, the
post-acute care sectors would be brought together under a unified payment system that would base payments on patient
characteristics. Such a system could both lower costs and ensure access for patients who may be financially less desirable
under current payment systems. As an initial step, this year we recommend blending the relative weights in each of the
setting-specific payment systems with those of the unified post-acute care system that we first described, pursuant to a
Congressional mandate, in June of 2016.

In the other sectors (acute care hospital, physician and other health professionals, and outpatient dialysis), we recommend
the updates in current law, recommend that the Merit-based Incentive Payment System (MIPS) for clinicians be
eliminated, and outline a path forward for a new program to replace MIPS. In addition, we recommend changing

how plan quality is assessed when MA contracts are consolidated and expanding the Part D coverage-gap discount to
biosimilar drugs.

I hope you find this report useful as the Congress continues to grapple with the difficult task of controlling the growth

of Medicare spending while preserving beneficiaries’ access to efficiently delivered, high-quality care and providing
equitable payments for providers.

QM f é)ossm- e

Francis J. Crosson, M.D.
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Executive summary

By law, the Medicare Payment Advisory Commission
reports to the Congress each March on the Medicare
fee-for-service (FFS) payment systems, the Medicare
Advantage (MA) program, and the Medicare prescription
drug program (Medicare Part D). In this year’s report, we:

* consider the context of the Medicare program in terms
of the effects of its spending on the federal budget and
its share of national gross domestic product (GDP).

e evaluate payment adequacy and make
recommendations concerning Medicare FFS payment
policy in 2018 for acute care hospital, physician and
other health professional, ambulatory surgical center,
outpatient dialysis facility, skilled nursing facility,
home health care, inpatient rehabilitation facility,
long-term care hospital, and hospice services.

* consider post-acute care as a whole and recommend
blending the relative weights of our recommended
unified post-acute payment system with those of each
post-acute setting to help providers in those settings
adjust to the new unified system.

e review the status of the MA plans (Medicare Part
C) that beneficiaries can join in lieu of traditional
FFS Medicare and recommend a change to how
plan quality is assessed when MA contracts are
consolidated.

e review the status of the Medicare program that
provides prescription drug coverage (Medicare Part
D) and recommend a change in applying the coverage
gap discount to biosimilar drugs.

e recommend that the Merit-based Incentive Payment
System (MIPS) for clinician quality be eliminated
and outline a path forward for a new voluntary value
program to replace it.

* report on telehealth in Medicare as mandated by the
Congress.

The goal of Medicare payment policy is to get good value
for the program’s expenditures, which means maintaining
beneficiaries’ access to high-quality services while
encouraging efficient use of resources. Anything less does
not serve the interests of the taxpayers and beneficiaries
who finance Medicare through their taxes and premiums.

We recognize that managing updates and relative payment
rates alone will not solve what have been fundamental
problems with Medicare FFS payment systems to
date—that providers are paid more when they deliver
more services without regard to the value of those
additional services and are not routinely rewarded for
care coordination. To address these problems directly, two
approaches must be pursued. First, payment reforms such
as incentives to reduce excessive hospital readmission
rates need to be implemented more broadly and
coordinated across settings, and efforts such as a unified
payment system for post-acute care must be pursued
expeditiously. Second, delivery system reforms that have
the potential to encourage high-quality care, better care
transitions, and more efficient provision of care need to be
enhanced and closely monitored, and successful models
need to be adopted on a broad scale. Our recommendation
to eliminate MIPS addresses both of these goals by
moving the definition of clinician quality beyond the
uncoordinated individual clinician focus of MIPS to a
more population-based concept of quality that encourages
clinicians to band together and be evaluated as a group.

In the interim, it is imperative that the current FFS
payment systems be managed carefully. Medicare is
likely to continue using its current payment systems for
some years into the future. This fact alone makes unit
prices—their overall level, the relative prices of different
services in a sector, and the relative prices of the same
service across sectors—an important topic. In addition,
constraining unit prices could create pressure on providers
to control their own costs and to be more receptive to new
payment methods and delivery system reforms.

For each recommendation, we present its rationale, its
implications for beneficiaries and providers, and how
spending for each recommendation would compare
with expected spending under current law. The spending
implications are presented as ranges over one-year and
five-year periods; unlike official budget estimates for
legislation, they do not take into account the complete
package of policy recommendations or the interactions
among them. They also do not take into account any
changes in current law made subsequent to our analysis,
such as those in the Bipartisan Budget Act of 2018.
Although we recognize budgetary consequences, our
recommendations are not driven by any single budget
target but instead reflect our assessment of the payment
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rate needed to provide adequate access to appropriate care
balanced with preserving the fiscal sustainability of the
Medicare program.

In Appendix A, we list all recommendations and the
Commissioners’ votes. The Commission voted on

those recommendations at its January 2018 meeting.
Subsequently, as this report was being finalized, the
Congress passed the Bipartisan Budget Act of 2018, which
contained numerous changes to the Medicare program. We
have identified those provisions in the Bipartisan Budget
Act of 2018 most pertinent to the recommendations in this
report, but these are not an exhaustive representation of all
the provisions in the legislation.

Context for Medicare payment policy

Part of the Commission’s mandate is to consider the effect
of its recommendations on the federal budget and to view
Medicare in the context of the broader health care system.
We do so in Chapter 1. In 2016, total national health care
spending was $3.3 trillion, or 17.9 percent of GDP. Private
health insurance spending was $1.1 trillion, or 6.0 percent
of GDP. Medicare spending was $672.1 billion, or 3.6
percent of GDP.

The rate of change of health care spending has fluctuated
recently. For decades—from 1975 to 2009—total health
care spending and Medicare spending grew robustly,
annually averaging 9.0 percent and 10.6 percent,
respectively. Then, from 2009 to 2013, growth in total
health care spending and Medicare spending slowed

to average annual rates of 3.6 percent and 4.3 percent,
respectively. More recently, spending increased from 2013
to 2015 and then slowed somewhat from 2015 to 2016.

The aging of the baby-boom generation will have a
profound impact both on the Medicare program and

the taxpayers who support it. Over the next 15 years, as
Medicare enrollment surges, the number of taxpaying
workers per beneficiary is projected to decline. By 2028
(when most boomers will have aged into Medicare), the
Medicare Trustees project there will be just 2.4 workers
for each Medicare beneficiary, down from 4.6 around the
time of the program’s inception and 3.0 in 2018. Those
demographics create a financing challenge not only for
the Medicare program but also for the entire federal
budget. By 2039, under federal tax and spending policies
specified in current law, Medicare spending combined
with spending on other major health care programs,
Social Security, and net interest on the national debt will
exceed total projected federal revenues and will thus either

increase federal deficits and debt further or crowd out
spending on all other national priorities.

The growth in health care spending also affects state
budgets and the budgets of individuals and families. States
pay for a significant portion of Medicaid spending (funded
jointly by states and the federal government for health care
services provided to state residents with low incomes).
Increases in private insurance premiums have outpaced
the growth of individual and family incomes over the past
decade, and out-of-pocket costs for Medicare beneficiaries
have grown faster than Social Security benefits.

Some health care spending is inefficient. For Medicare,

if such spending could be identified and eliminated, the
efficiencies achieved could result in improved beneficiary
health, greater fiscal sustainability for the program, and
reduced federal budget pressures. Certain structural
features of the Medicare program pose challenges for
targeting inefficient spending; however, the Commission
is pursuing efforts to curtail low-value care, move care to
more efficient settings, and move beyond FFS to payment
policies designed to improve care coordination.

Assessing payment adequacy and updating
payments in fee-for-service Medicare

As required by law, the Commission annually makes
payment update recommendations for providers paid under
FFS Medicare. An update is the amount (usually expressed
as a percentage change) by which the base payment for

all providers in a payment system is changed relative to

the prior year. As described in Chapter 2, to determine an
update, we first assess the adequacy of Medicare payments
for providers in the current year (2018) by considering
beneficiaries’” access to care, the quality of care, providers’
access to capital, and Medicare payments and providers’
costs. Next, we assess how those providers’ costs are likely
to change in the year the update will take effect (the policy
year, 2019). As part of the process, we examine payments
in relation to the efficient delivery of services consistent
with our statutory mandate. Finally, we make a judgment
about what, if any, update is needed.

This year, we consider recommendations in nine FFS
sectors: acute care hospitals, physicians and other health
professionals, ambulatory surgical centers, outpatient
dialysis facilities, skilled nursing facilities, home health
care agencies, inpatient rehabilitation facilities, long-term
care hospitals, and hospices. Each year, the Commission
looks at all available indicators of payment adequacy

and reevaluates any assumptions from prior years
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using the most recent data available to make sure its
recommendations accurately reflect current conditions. We
may also consider recommending changes that redistribute
payments within a payment system to correct any biases
that may make patients with certain conditions financially
undesirable, make particular procedures unusually
profitable, or otherwise result in inequity among providers.
Finally, we also may make recommendations to improve
program integrity.

Our recommendations, if enacted, could significantly
change the revenues providers receive from Medicare. Rates
set to cover the costs of relatively efficient providers help
create fiscal pressure on all providers to control their costs.
Medicare rates also have broader implications for health care
spending. For example, Medicare rates are commonly used
to set hospital rates charged to uninsured patients eligible for
financial assistance, used by Medicare Advantage plans to
set hospital prices, and used by the Department of Veterans
Affairs (VA) to pay non-VA providers.

The Commission also examines payment rates for services
that can be provided in multiple settings. Medicare often
pays different amounts for similar services across settings.
Basing the payment on the rate in the most efficient setting
would save money for Medicare, reduce cost sharing for
beneficiaries, and reduce the financial incentive to provide
services in the higher paid setting. However, putting into
practice the principle of paying the same rate for the same
service across settings can be complex because it requires
that the definition of the services and the characteristics

of the beneficiaries across settings be sufficiently similar.
In March 2012, we recommended equalizing rates for
evaluation and management office visits provided in
hospital outpatient departments and physicians’ offices.

In 2014, we extended that recommendation to additional
services. In the Bipartisan Budget Act of 2015, the
Congress made payment to outpatient departments for
certain services equal to the physician fee schedule rates
for those same services provided at any new outpatient
off-campus location beginning in 2018. In 2016, to make
payments across all of the post-acute care (PAC) payment
settings comparable, the Commission recommended
elements of a single prospective payment system (PPS) for
all PAC to replace the four independent PPSs in use today
(skilled nursing facility, inpatient rehabilitation facility,
long-term care hospital, and home health). In Chapter 7,
we recommend blending setting-specific and unified PAC
PPS relative weights to help transition to a unified system.
The Commission will continue to analyze opportunities
for applying this principle to other services and settings.

Hospital inpatient and outpatient services

In 2016, the Medicare FFS program paid 4,700 hospitals
$183 billion for about 10 million Medicare inpatient
admissions and 200 million outpatient services, and for $6
billion of their non-Medicare uncompensated care costs.
These sums represent a 2.3 percent increase in hospital
spending per FFS beneficiary from 2015 to 2016. On

net, inpatient payments increased by about $4 billion,
outpatient payments increased by about $3 billion, and
uncompensated care payments decreased by about $1
billion. Inpatient payments increased primarily because
of an increase in inpatient surgeries. Outpatient payments
rose because of rapid growth in Part B drug spending

and an increase in physician services billed as hospital
outpatient services (which in part reflects hospitals’
acquisition of physician practices).

As discussed in Chapter 3, most payment adequacy
indicators for hospitals (including access to care, quality
of care, and access to capital) are positive. Aggregate
Medicare margins continue to be negative, although
hospitals with excess capacity still have an incentive to
see Medicare beneficiaries because Medicare payment
rates remain about 8 percent higher than the variable costs
associated with Medicare patients.

Beneficiaries’ access to care—The average hospital
occupancy rate was 62 percent in 2016, suggesting
hospitals have excess inpatient capacity in most markets.
Inpatient admissions per beneficiary decreased by 2.8
percent in 2016, and outpatient services per beneficiary
increased by 1.1 percent. The 2.8 percent decline per
beneficiary in admissions reflects a 5 percent decline in
medical admissions per capita and a 4.3 percent increase
in surgical admissions per capita. This is the first time in
20 years that inpatient surgical admissions per capita have
increased.

Quality of care—Hospital mortality and readmission rates
have improved in recent years. Patient satisfaction also has
improved somewhat: The share of patients who rated their
hospital a 9 or a 10 on a 10-point scale increased from 69
percent in 2011 to 73 percent in 2016.

Providers’ access to capital— Access to bond markets is
very strong, with hospital bond offerings increasing from
$25 billion in 2015 to $37 billion in 2016. Much of the
increase represented refinancing of older debt. While some
hospitals struggle with low occupancy and limited access
to capital, most hospitals have good access to capital
because of strong all-payer profit margins.
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Medicare payments and providers’ costs—In 2016,
hospitals’ aggregate Medicare margin was —9.6 percent.
The decline in margins from 2015 was primarily due
to a freeze in outpatient rates in 2016 and a decline in
uncompensated care payments as the share of insured
people increased from 2015 to 2016. While average
Medicare payments were lower than average costs,
Medicare payments were higher than the variable costs
of treating Medicare patients in 2016—resulting in a
marginal profit of about 8 percent. Therefore, hospitals
with excess capacity still have a financial incentive to
serve more Medicare patients.

In light of these findings on payment adequacy, the
Commission recommends that, for 2019, the Congress
should update the 2018 Medicare base payment rates
(inpatient and outpatient) for acute care hospitals by the
amount determined under current law.

Physician and other health professional
services

Physicians and other health professionals deliver a

wide range of services, including office visits, surgical
procedures, and diagnostic and therapeutic services in a
variety of settings. In 2016, Medicare paid $69.9 billion
for physician and other health professional services. About
952,000 clinicians billed Medicare—nearly 589,000
physicians and almost 363,000 nurse practitioners,
physician assistants, therapists, chiropractors, and other
practitioners. Medicare pays for the services of physicians
and other health professionals using a fee schedule. In
Chapter 4, we discuss the available indicators of payment
adequacy for physicians and other health professionals.

Beneficiaries’ access to care—QOverall, beneficiary access
to physician and other health professional services is
comparable with prior years. Most beneficiaries continue
to report that they are able to find a new doctor without

a problem. A small number of beneficiaries report

more difficulty, with a higher share reporting problems
obtaining a new primary care doctor than reporting
problems obtaining a specialist. The number of physicians
per beneficiary declined slightly, the number of advanced
practice registered nurses and physician assistants per
beneficiary rose, and the share of providers enrolled in
Medicare’s participating provider program remained high.
In 2016, across all services, volume per beneficiary grew
by 1.6 percent.

Quality of care—CMS assesses the quality of Medicare-
billing physicians and other health professionals based on
clinician-reported individual quality measures. Starting
in 2019, clinicians’ payments will be adjusted through
the mechanism mandated in MIPS, which builds on the
current quality assessment programs. The Commission
does not agree with this approach and recommends
eliminating MIPS and taking another direction for
rewarding quality (see Chapter 15 for further discussion).
In Chapter 4, we report two population-based measures—
avoidable hospitalizations for ambulatory care—sensitive
conditions and rates of low-value care in Medicare. On
these measures, clinicians’ performance is mixed.

Medicare payments and providers’ costs—CMS currently
projects that the increase in 2019 in the Medicare
Economic Index will be 1.8 percent. In 2016, Medicare
payment rates for physician and other health professional
services were 75 percent of commercial rates for preferred
provider organizations, compared with 78 percent in
2015. Average compensation in 2016 was much lower for
primary care physicians than for physicians in specialty
groups such as radiology and nonsurgical procedural
specialties, continuing to raise concerns about the relative
prices Medicare pays for clinician services.

The evidence suggests that payments for physicians and
other health professionals are adequate. Therefore, the
Commission recommends that the 2019 payment rates
for physician and other health professional services be
updated by the amount specified in current law.

Ambulatory surgical center services

Ambulatory surgical centers (ASCs) provide outpatient
procedures to patients who do not require an overnight
stay after the procedure. In 2016, 3.4 million FFS
Medicare beneficiaries were treated in the 5,532 ASCs
certified to provide services to Medicare beneficiaries.
Medicare program and beneficiary spending on ASC
services was about $4.3 billion.

As discussed in Chapter 5, our results indicate that
beneficiaries’ access to ASC services is adequate. The
available indicators of payment adequacy for ASC services
are positive.

Beneficiaries’ access to care—Beneficiaries’ access to
ASC services has generally been adequate. From 2011 to
2015, the number of ASCs grew at an average annual rate
of 1.3 percent. In 2016, the number of ASCs increased 1.4
percent. Most new ASCs in 2016 (92 percent) were for-
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profit facilities. From 2011 through 2015, the volume of
services per beneficiary grew by an average annual rate of
0.7 percent. In 2016, volume decreased by 0.5 percent.

Quality of care—The first three years of ASC-reported
quality data show improvements in performance but also
identify opportunities for improvement in both ASCs’
quality of care and the ASC Quality Reporting (ASCQR)
Program. Among the 10 quality measures for which data
were available in 2015, the 4 adverse event measures
reflect consistently low levels of adverse events, and the
share of ASCs reporting no adverse events has increased
each year since 2013. CMS made improvements to the
ASCQR Program for 2018, but the Commission remains
concerned about the share of ASCs for which quality
data are missing and the lack of claims-based outcomes
measures that apply to all ASCs. For example, CMS could
add a measure targeting the frequency of ASC patients
receiving subsequent hospital care.

Providers’ access to capital—Because the number of
ASC:s has continued to increase, access to capital appears
to be adequate.

Medicare payments and providers’ costs—Medicare
payments per FFS beneficiary increased by an average of
3.6 percent per year from 2011 through 2015 and by 3.5
percent in 2016. ASCs do not submit data on the cost of
services they provide to Medicare beneficiaries. Therefore,
we cannot calculate a Medicare margin as we do for other
provider types to help assess payment adequacy.

Based on these indicators, the Commission concludes that
ASCs can continue to provide Medicare beneficiaries with
access to ASC services with no update to the payment
rates for 2019. In addition, the Commission recommends
that the Secretary of Health and Human Services collect
cost data from ASCs without further delay.

Outpatient dialysis services

Outpatient dialysis services are used to treat the majority
of individuals with end-stage renal disease (ESRD). In
2016, more than 390,000 beneficiaries with ESRD on
dialysis were covered under FFS Medicare and received
dialysis from more than 6,700 dialysis facilities. Since
2011, Medicare has paid for outpatient dialysis services
using a prospective payment system (PPS) that is based on
a bundle of services. In 2016, Medicare expenditures for
outpatient dialysis services were $11.4 billion, a 2 percent
increase over 2015 expenditures.

Our payment adequacy indicators for outpatient dialysis
services, discussed in Chapter 6, are generally positive.

Beneficiaries’ access to care—Measures of the capacity
and supply of providers, beneficiaries’ ability to obtain
care, and changes in the volume of services suggest
payments are adequate. Dialysis facilities appear to

have the capacity to meet demand. Between 2015 and
2016, growth in the number of dialysis treatment stations
was faster than growth in the number of FFS dialysis
beneficiaries. Between 2015 and 2016, the number of FFS
dialysis beneficiaries grew by 1 percent, while the total
number of treatments grew by 3 percent.

Quality of care—From 2011 to 2016, unadjusted
mortality, hospitalization, and 30-day readmission

rates declined, though emergency department use
increased. With regard to anemia management, negative
cardiovascular outcomes associated with high use of
erythropoiesis-stimulating agents declined, and blood
transfusion use, which initially increased under the PPS,
has trended down since 2013. Between 2011 and 2016,
beneficiaries’ use of home dialysis, which is associated
with improved patient satisfaction and quality of life,
increased from 9 percent to 11 percent of dialysis
beneficiaries. Since 2014, a shortage of dialysis solutions
needed for the predominant home method, peritoneal
dialysis, has slowed this modality’s growth.

Providers’ access to capital—Access to capital for
dialysis providers continues to be adequate. The number
of facilities, particularly for-profit facilities, continues to
increase. Since 2011, the two largest dialysis organizations
have grown through acquisitions of and mergers involving
midsized dialysis organizations and other providers,
including physician services organizations.

Medicare payments and providers’ costs—Our analysis
of Medicare payments and costs is based on 2015 and
2016 claims and cost report data submitted to CMS by
freestanding dialysis facilities. During this period, cost
per treatment decreased by 0.7 percent, while Medicare
payment per treatment decreased by about 0.6 percent.
We estimate that the aggregate Medicare margin was 0.5
percent in 2016, and the rate of marginal profit—that is,
the rate at which Medicare payments exceed providers’
marginal costs—was 17.2 percent. The 2018 Medicare
margin is projected at 0.4 percent.

The Commission recommends that for 2019, the Congress
should update the 2018 dialysis PPS base rate by the
amount determined under current law.
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Post-acute care: Increasing the equity of
Medicare’s payments within each setting

PAC providers offer important recuperation and
rehabilitation services to Medicare beneficiaries after an
acute care hospital stay. PAC providers include skilled
nursing facilities (SNFs), home health agencies (HHAs),
inpatient rehabilitation facilities (IRFs), and long-term
care hospitals (LTCHs). In 2016, FFS program spending
on PAC services totaled $60 billion.

Each year, in addition to evaluating the adequacy of
Medicare FFS payments, the Commission considers
whether revisions to the payment systems are needed
to better align program payments with the costs of
treating patients with different care needs. For years,
the Commission has raised concerns that the PAC

PPSs encourage providers to favor treating some types
of patients over others (thereby impairing access for
some beneficiaries), furnish therapy services unrelated
to a patient’s condition, engage in certain questionable
coding practices, extend the length of stay so that a

full payment (rather than short-stay outlier payment) is
made, or engage in some combination of these strategies.
The Commission has urged CMS to revise the payment
systems to correct these shortcomings.

In addition, the Commission has recommended lowering
the level of payments for HHAs and IRFs to more
closely align them with the cost of care. But concern
about the wide variation in financial performance across
providers has constrained these recommendations. The
Commission’s update recommendations this year again
signal that Medicare’s aggregate payments are too high
relative to the costs to treat Medicare beneficiaries
receiving PAC.

As explained in Chapter 7, PAC presents particular
challenges in establishing accurate and equitable
payments because it is not always clear whether the
beneficiary requires PAC and, if so, which setting is best
suited to the patient’s care needs or how much care would
yield the best outcome. The lack of uniform assessment
tools makes it difficult to compare beneficiaries, cost of
services, and outcomes of care across settings on a risk-
adjusted basis.

In 2016, in response to a congressional mandate, the
Commission recommended design features of a unified
payment system to be used in the four PAC settings.

The Commission found that a unified PAC PPS could use
readily available data to pay for a stay based on a patient’s
characteristics, not the site of service or the amount of
therapy furnished. The design would correct current
distortions in the SNF and HHA PPSs that encourage
providers to furnish services of questionable value and
advantage providers that avoid medically complex
patients. In June 2017, the Commission recommended that
the new payment system begin to be implemented in 2021
so that inequities in the current payment systems could
start to be corrected as soon as possible.

Before implementing a unified PAC PPS, the
Commission recommends that the Congress direct the
Secretary to begin blending the relative weights of the
setting-specific payment systems and the unified PAC
PPS in 2019. Because the resulting payments would

be more closely aligned with the cost of care across

all conditions, the equity of the program’s payments
would increase. Under this blend, each PAC setting’s
total payments would be kept at the recommended level
while payments would be redistributed within each
setting based on a provider’s mix of patients, costs, and
therapy practices. Blending unified PAC PPS and setting-
specific relative weights before the implementation of

a unified payment system would give providers more
time to adjust their practices and costs to the incentives
of the new system. With closer alignment of payments
and costs and the redistribution of payments across
providers, policymakers then could consider establishing
a level of payment that more accurately reflects the costs
of care. When the PAC PPS is fully implemented, the
relative weights of that design would be used exclusively
in establishing payments for providers in the four PAC
settings.

The recommendation to blend the relative weights in

no way detracts from the Commission’s concurrent
recommendations to revise the SNF and HHA

payment systems. Because the PAC PPS is on a longer
implementation timetable, Medicare must continue

to improve its setting-specific payment systems. To
address the persistently high level of payments in the
PAC settings, the Commission has setting-specific
recommendations to lower payments in the case of HHAs
and IRFs and to provide no updates to the payments for
SNFs and LTCHs. The blending recommendation to
redistribute payments within a setting would not interfere
with the consideration of the setting’s payment level
either in the aggregate or for individual PAC settings.
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Skilled nursing facility services

SNFs provide short-term skilled nursing and rehabilitation
services to beneficiaries after a stay in an acute care
hospital. In 2016, about 15,000 SNFs furnished 2.3 million
Medicare-covered stays to 1.6 million FFS beneficiaries.
Medicare FFS spending on SNF services was $29.1 billion
in 2016, about 1 percent less than in 2015.

The key measures, discussed in Chapter 8, indicate
Medicare payments to SNFs are adequate. We also find
that 970 relatively efficient SNFs provided relatively
high-quality care at relatively low costs, suggesting that
opportunities remain for other SNFs to achieve greater
efficiencies.

Beneficiaries’ access to care—Access to SNF services
remains adequate. The number of SNFs participating in
the Medicare program has been stable. The vast majority
(89 percent) of beneficiaries live in a county with three

or more SNFs or swing bed facilities (rural hospitals

with beds that can serve as either SNF beds or acute care
beds), and less than 1 percent live in a county without one.
Between 2015 and 2016, the median occupancy declined
slightly but remained high (85 percent). Medicare-covered
admissions per FFS beneficiary decreased between 2015
and 2016, consistent with decreases in inpatient hospital
admissions (a three-day inpatient stay is required for
Medicare coverage of SNF services). Lengths of stay also
declined. Both trends contributed to fewer covered days in
2016 compared with 2015.

Quality of care—Between 2015 and 2016, SNFs had
mixed performance on quality measures. The community
discharge rate increased (improved), while the rates of
hospital readmissions (during SNF stay and within 30 days
after discharge) increased slightly (got worse). However,
since 2011, both readmission rates have improved overall.
Measures of changes in patients’ functional status have
remained essentially constant.

Providers’ access to capital—Because most SNFs are
part of nursing homes, we examine nursing homes’ access
to capital. Access to capital was adequate in 2017 and is
expected to remain so in 2018. Medicare is regarded as a
preferred payer of SNF services.

Medicare payments and providers’ costs—In 2016, the
average Medicare margin for freestanding SNFs (96
percent of SNFs) was 11.4 percent—the 17th year in

a row that the average was above 10 percent. Margins

varied greatly across facilities, reflecting differences

in costs and shortcomings in the SNF PPS that favor
treating rehabilitation patients over medically complex
patients. The marginal profit, a measure of the relative
attractiveness of treating Medicare beneficiaries, was at
least 19.6 percent.

On the basis of these factors, the Commission
recommends no update to SNF payment rates for

two years (2019 and 2020) and that the Secretary
implement a revised SNF PPS in 2019. Then, in 2021,
the Secretary would evaluate the need to make further
adjustments to payments to bring them in alignment

with costs. This recommendation is made in the context
of the Commission’s recommendation to establish SNF
payments using a blend of the unified PAC PPS and
current SNF PPS relative weights beginning in fiscal year
2019. A blend of the relative weights would redistribute
payments within the SNF setting by increasing payments
for medically complex patients and lowering payments for
patients who receive rehabilitation therapy unrelated to
their care needs.

Medicaid trends

As required by the Patient Protection and Affordable Care
Act of 2010, we report on Medicaid use, spending, and
non-Medicare (private-payer and Medicaid) margins.
Medicaid finances mostly long-term care services
provided in nursing homes, but also covers copayments
for low-income Medicare beneficiaries (known as dual-
eligible beneficiaries) who stay more than 20 days in

a SNF. The number of Medicaid-certified facilities has
declined slightly since 2015 but remains close to 15,000.
CMS reports total FFS spending on nursing home services
declined 3.2 percent between 2015 and 2016 and estimates
a smaller decline between 2016 and 2017. In 2016, the
average total margin—reflecting all payers and all lines

of business—was 0.7 percent. The average non-Medicare
margin (which includes all payers and all lines of business
except Medicare FFS SNF services) was —2.3 percent.

Home health care services

Home health agencies (HHASs) provide services to
beneficiaries who are homebound and need skilled nursing
or therapy services. In 2016, about 3.4 million Medicare
beneficiaries received care, and the program spent about
$18.1 billion on home health care services. In that year,
over 12,200 agencies participated in Medicare.

The indicators of payment adequacy for home health care,
discussed in Chapter 9, are generally positive.
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Beneficiaries’ access to care—Access to home health care
is generally adequate: Over 99 percent of beneficiaries
lived in a ZIP code where a Medicare home health agency
operated in 2016, and 86 percent lived in a ZIP code with
five or more agencies. In 2016, the number of agencies fell
slightly by 1.2 percent after increasing by over 60 percent
between 2004 to 2015. In 2016, the total number of users
increased slightly, the average number of episodes per
home health user declined by 0.9 percent, and the volume
of 60-day episodes decreased by 0.7 percent. From 2002
to 2015, home health utilization increased substantially,
with the number of episodes rising by over 60 percent and
the episodes per home health user climbing from 1.6 to

1.9 episodes. Episodes not preceded by a hospitalization
accounted for most of the growth in this period, increasing
from about half to two-thirds of total episodes since 2001.

Quality of care—In 2016, performance improved on some
quality measures. The share of beneficiaries reporting
improvement in walking and transferring increased
significantly, though this finding may be due to changes in
coding practices; the share of beneficiaries hospitalized or
using emergency care during their home health stay was
unchanged.

Providers’ access to capital—Access to capital is a less
important indicator of Medicare payment adequacy

for home health care because this sector is less capital
intensive than other health care sectors. The major publicly
traded for-profit home health companies had sufficient
access to capital markets for their credit needs. Several
capacity acquisitions and expansion of capacity by
publicly traded home health care firms indicate adequate
access to capital.

Medicare payments and providers’ costs—In 2016,
Medicare spending for home health care increased about
0.1 percent. However, between 2002 and 2016, spending
increased by over 80 percent. For more than a decade,
payments under the home health PPS have consistently
and substantially exceeded costs. In 2016, Medicare
margins for freestanding agencies (which accounted for 90
percent of episodes in 2016) averaged 15.5 percent. Also
in 2016, freestanding HHAS’ marginal profit was 17.4
percent. The projected margin for 2018 is 14.4 percent.
Two factors have contributed to payments exceeding costs:
Agencies have reduced episode costs by lowering the
number of visits provided, and cost growth has been lower
than the annual payment updates for home health care.

On the basis of the positive indicators for payment
adequacy and freestanding HHAs’ high margins, the
Commission recommends a 5 percent reduction in the
home health PPS base payment rate for 2019 and a two-
year rebasing beginning in 2020. These two actions should
help to better align payments with actual costs, ensuring
better value for beneficiaries and the taxpayer without
impeding access.

Our update recommendation is made in the context of the
Commission’s recommendation (discussed in Chapter

7) to establish HHA payments using a blend of the
unified PAC PPS and current HHA PPS relative weights
beginning in calendar year 2019. A blend of the relative
weights would redistribute payments within the HHA
setting by increasing payments for medically complex
patients and lowering payments for patients who receive
therapy services unrelated to their care needs.

We continue to recommend, as we have for the last six
years, that Medicare eliminate the use of the number of
therapy visits as a payment factor in the home health

PPS. Doing so would base home health payment solely

on patient characteristics and would result in a more
patient-focused approach to payment. (Subsequent to

the Commission’s vote on the recommendation, the
Bipartisan Budget Act of 2018 eliminated the number of
therapy visits as a payment factor in the home health PPS,
beginning in 2020.)

Inpatient rehabilitation facility services

IRFs provide intensive rehabilitation services to patients
after illness, injury, or surgery. Rehabilitation programs
are supervised by rehabilitation physicians and include
services such as physical and occupation therapy,
rehabilitation nursing, speech—language pathology, and
prosthetic and orthotic services. In 2016, Medicare spent
$7.7 billion on FFS IRF care provided in about 1,200
IRFs nationwide. About 350,000 beneficiaries had almost
391,000 IRF stays. On average, Medicare accounts for
about 60 percent of IRF discharges.

Our indicators of Medicare payment adequacy for IRFs,
discussed in Chapter 10, are positive.

Beneficiaries’ access to care—Capacity remains adequate
to meet demand. After declining for several years, the total
number of IRFs increased in 2014 and continued to grow
through 2016. Over time, the number of hospital-based
and nonprofit IRFs has declined, while the number of
freestanding and for-profit IRFs has increased. In 2016,
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the average IRF occupancy rate remained at 65 percent.
The number of FFS cases grew 2.4 percent between 2015
and 2016.

Quality of care—The Commission tracks three broad
categories of IRF quality indicators: risk-adjusted facility-
level change in functional and cognitive status during

the IRF stay, rates of discharge to the community and

to skilled nursing facilities, and rates of readmission to

an acute care hospital. Most measures were steady or
improved between 2011 and 2016.

Providers’ access to capital—The parent institutions

of hospital-based IRFs continue to have good access

to capital. The major freestanding IRF chain, which
accounted for almost half of all freestanding IRFs in 2016
and about a quarter of all Medicare IRF discharges, also
has good access to capital. This assessment is based on the
chain’s continued expansion.

Medicare payments and providers’ costs—After a period
of steady growth between 2009 and 2015, the aggregate
IRF margin declined in 2016 but remained high at 13.0
percent. The Medicare margin in freestanding IRFs was
25.5 percent. Hospital-based IRF margins were lower, but
one-quarter of hospital-based IRFs had Medicare margins
greater than 11 percent, indicating that many hospitals
can manage their IRF units profitably. Lower margins

in hospital-based IRFs were driven largely by higher

unit costs. Given the difference in financial performance
across IRFs, we examined IRFs’ marginal profits to
assess whether they have a financial incentive to expand
the number of Medicare beneficiaries they serve. We
found that Medicare payments exceed marginal costs by
a substantial amount—19.3 percent for hospital-based
IRFs and 40.9 percent for freestanding IRFs—suggesting
that IRFs with available beds have an incentive to admit
Medicare patients. We project an aggregate Medicare
margin of 11.9 percent for IRFs in 2018.

Considering these factors, the Commission recommends
that the IRF payment rate for fiscal year 2019 be reduced
by 5 percent. The reduction in the payment rate is made
in the context of the Commission’s recommendation

in Chapter 7 that the Congress direct the Secretary to
adjust IRF payments using a blend of the current IRF
PPS relative weights and the unified post-acute care PPS
weights beginning in 2019. A blend of the relative weights
would redistribute payments within the IRF setting by
increasing payments for medically complex patients

and lowering payments for patients with less complex

conditions. In addition, the Commission reiterates its
March 2016 recommendations that the high-cost outlier
pool be expanded to further redistribute payments in

the IRF payment system and that the Secretary conduct
focused medical record review of IRFs that have unusual
patterns of case mix and coding, and reassess the inter-
rater reliability of the IRF assessment tool to improve the
accuracy of payments and protect program integrity.

Long-term care hospital services

LTCHs provide care to beneficiaries who need hospital-
level care for relatively extended periods. To qualify as

an LTCH for Medicare payment, a facility must meet
Medicare’s conditions of participation for acute care
hospitals, and certain Medicare patients must have an
average length of stay greater than 25 days. In 2016,
Medicare spent $5.1 billion on care provided in LTCHs
nationwide. About 111,000 FES beneficiaries had roughly
126,000 LTCH stays in 407 LTCHs. On average, Medicare
FFS beneficiaries account for about two-thirds of LTCHs’
discharges. Chapter 11 presents our findings on payment
adequacy for LTCHs.

Beneficiaries’ access to care—We consider the capacity
and supply of LTCH providers and changes over time

in the volume of services they furnish. The number

of LTCHs decreased in recent years because of two
moratoriums on new facilities and changes to Medicare’s
LTCH payment policy. The number of LTCHs and

LTCH beds decreased annually by an average of 1.1
percent and 2.3 percent, respectively, from 2012 through
2016. We expect these trends to continue because of

the implementation of the patient-specific criteria that
began in fiscal year 2016. However, the average LTCH
occupancy rate was 66 percent in 2016, suggesting that
LTCHs have excess capacity in the markets they serve.
From 2015 to 2016, the number of LTCH cases decreased
by 4.2 percent, continuing a four-year trend that began in
2013. The number of LTCH cases per beneficiary declined
during this period (2015 to 2016) by 5.1 percent, similarly
continuing a trend of decreasing per capita LTCH use that
began in 2012.

Quality of care—Consistent with prior years, we found
stable non-risk-adjusted rates of readmission, death in the
LTCH, and death within 30 days of discharge across the
top 25 LTCH diagnoses.

Providers’ access to capital—The new criteria to receive
the higher LTCH payment rate specified in the Pathway
for SGR Reform Act of 2013, coupled with payment
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reductions to annual updates required by statute, have
limited opportunities for growth and reduced the industry’s
need for capital in the near term.

Medicare payments and providers’ costs—The aggregate
Medicare margin for qualifying cases was 6.8 percent in
2015 and 6.3 percent in 2016. Financial performance in
2016 varied across LTCHs, reflecting differences in cost
control and responses to payment incentives. Marginal
profit, an indicator of whether LTCHs with excess capacity
have an incentive to admit more Medicare patients,

was about 20 percent in 2016. We project that LTCHs’
aggregate Medicare margin for discharges that meet the
patient-specific criteria and that qualify for the full LTCH
payment rate will be 4.7 percent in 2018.

On the basis of these indicators and in the context of
recent changes in payment policy, the Commission
concludes that LTCHs can continue to provide Medicare
beneficiaries with access to safe and effective care and
accommodate changes in their costs with no update to
LTCH payment rates in fiscal year 2019. This update
recommendation applies to the Medicare LTCH PPS
base payment rate. That is, it applies to payments for
discharges that meet the criteria specified in the Pathway
for SGR Reform Act of 2013 and to the portion of the
blended payment that reflects the LTCH payment rate for
discharges that do not meet the specified criteria.

The recommendation about the level of payments to
LTCHs is made in the context of the Commission’s
recommendation (discussed in Chapter 7) to establish
LTCH payments using a blend of the current LTCH

PPS relative weights and the unified post-acute care

PPS weights beginning in fiscal year 2019. A blend of
the relative weights would redistribute payments within
the LTCH setting by increasing payments for medically
complex patients and lowering payments for patients with
less complex conditions.

Hospice services

The Medicare hospice benefit covers palliative care and
support services for beneficiaries who are terminally ill
with a life expectancy of six months or less if the illness
runs its normal course. Beneficiaries may elect the
Medicare hospice benefit; in so doing, they agree to forgo
Medicare coverage for conventional treatment of their
terminal illness and related conditions. In 2016, more than
1.4 million Medicare beneficiaries (including nearly 50
percent of decedents) received hospice services from more

than 4,380 providers, and Medicare hospice expenditures
totaled about $16.8 billion. In Chapter 12, we find the
indicators of payment adequacy for hospices are positive.

Beneficiaries’ access to care—Hospice use among
Medicare beneficiaries has grown substantially in recent
years, suggesting greater awareness of and access to
hospice services. The number of hospice providers
increased by about 4.4 percent in 2016 because of growth
in the number of for-profit hospices, continuing a more
than decade-long trend of substantial market entry by for-
profit providers. In 2016, the proportion of beneficiaries
using hospice services at the end of life continued to
grow, and length of stay among decedents increased
slightly. In 2016, 49.7 percent of Medicare beneficiary
decedents used hospice, up from 48.6 percent in 2015. In
2016, hospice use increased across all demographic and
beneficiary groups examined. However, rates of hospice
use remained lower for minority beneficiaries than for
White beneficiaries. Between 2015 and 2016, average
length of stay among decedents increased from about 87
days to 88 days and median length of stay increased from
17 to 18 days.

Quality of care—Hospices’ performance on seven quality
measures related to processes of care at hospice admission
is generally high and increased between 2015 and 2016. In
2016, most hospices scored high (93 percent or higher) on
six of the seven measures, while performance on the pain
assessment measure was lower and more varied.

Providers’ access to capital—Hospices are not as capital
intensive as some other provider types because they do

not require extensive physical infrastructure. Continued
growth in the number of for-profit providers (a more than
7 percent increase in 2016) suggests capital is available to
for-profit providers. Less is known about access to capital
for nonprofit freestanding providers. Hospital-based and
home health—based hospices have access to capital through
their parent organizations.

Medicare payments and providers’ costs—The aggregate
2015 Medicare margin, which is an indicator of the
adequacy of Medicare payments relative to providers’
costs, was 10.0 percent, up from 8.2 percent in 2014. The
projected 2018 aggregate Medicare margin is 8.7 percent.

On the basis of strong financial performance and other
strong positive indicators of payment adequacy, the
Commission recommends no update for the 2019
Medicare hospice payment rates.
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The Medicare Advantage program: Status
report

Each year, the Commission provides a status report on
the MA program. In 2017, the MA program included
almost 3,300 plan choices, enrolled about 19 million
beneficiaries (32 percent of all Medicare beneficiaries),
and paid MA plans about $210 billion (not including Part
D drug plan payments). In Chapter 13, we examine MA
enrollment trends, plan availability for the coming year,
and payments for MA plan enrollees relative to spending
for FFS Medicare beneficiaries. We also provide updates
on risk adjustment, risk coding practices, and current
quality indicators in MA. As a result of the analyses,

we recommend changes for determining eligibility for
bonuses under the quality bonus program.

The MA program gives Medicare beneficiaries the option
of receiving benefits from private plans rather than from
the traditional FFS Medicare program. The Commission
strongly supports the inclusion of private plans in the
Medicare program; beneficiaries should be able to

choose between the traditional FFS Medicare program
and alternative delivery systems that private plans can
provide. Because Medicare pays private plans a per person
predetermined rate rather than a per service rate, plans
have greater incentives than FFS providers to innovate and
use care-management techniques.

The Commission has emphasized the importance of
imposing fiscal pressure on all providers of care to
improve efficiency and reduce Medicare program costs
and beneficiary premiums. For MA, the Commission has
recommended that payments be brought down from prior
levels, which were generally higher than FFS, and be set
so that the payment system is neutral and does not favor
either MA or the traditional FFS program. Legislation has
reduced the inequity in Medicare spending between MA
and FFS. As a result, over the past few years, plan bids and
payments have come down in relation to FFS spending
while MA enrollment continues to grow. The pressure of
lower benchmarks has led to improved efficiencies and
more competitive bids that enable MA plans to continue to
increase enrollment by offering benefits that beneficiaries
find attractive.

Enrollment—Between 2016 and 2017, enrollment in MA
plans grew by about 8 percent (1.4 million enrollees) to
18.9 million enrollees. About 32 percent of all Medicare
beneficiaries were enrolled in MA plans in 2017.

Among plan types, HMOs continued to enroll the most
beneficiaries (12.2 million).

Plan availability—Access to MA plans remains high in
2018, with most Medicare beneficiaries having access to
many plans. Nearly all Medicare beneficiaries (96 percent)
have an HMO or local preferred provider organization
plan operating in their county of residence. Overall, 99
percent of Medicare beneficiaries have access to an MA
plan. Compared with 2007, MA enrollment in 2017 is
more heavily concentrated in large MA organizations.
The top 10 MA organizations (ranked by enrollment) had
72 percent of total enrollment in 2017, compared with 61
percent in 2007.

Risk adjustment and coding intensity—Medicare
payments to MA plans are enrollee specific, based on

a plan’s payment rate and an enrollee’s risk score. Risk
scores account for differences in expected medical
expenditures and are based in part on diagnoses that
providers code. Medicare pays most claims in traditional
FFS Medicare using procedure codes, which offer little
incentive for providers to record more diagnosis codes
than necessary to justify ordering a procedure. In contrast,
MA plans have a financial incentive to ensure that their
providers record all possible diagnoses because higher
enrollee risk scores result in higher payments to the plan.

Our analysis for 2016 finds that higher diagnosis coding
intensity resulted in MA risk scores that were 8 percent
higher than scores for similar traditional FFS Medicare
beneficiaries. By law, CMS makes a minimum across-
the-board adjustment to MA risk scores to make them
more consistent with FFS coding. In 2016, the adjustment
reduced MA risk scores by 5.41 percent, compared with
our estimate of 8 percent. The adjustment for 2018 will be
5.91 percent. The Commission previously recommended
that CMS change the way diagnoses are collected for use
in risk adjustment and estimate a new coding adjustment
that improves equity across plans and eliminates the
impact of differences in MA and FFS coding intensity.

Plan payments—Using the 2018 plan bid data, before
adjusting fully for coding intensity, we estimate that 2018
MA benchmarks, bids, and payments (including quality
bonuses) average 107 percent, 90 percent, and 101 percent
of FFS spending, respectively. All these values increase
by about 2 percentage points if coding intensity beyond
the legislatively mandated downward adjustment is
reflected fully; for example, payments for MA plans will
average 103 percent of FFS spending. On average, quality
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bonuses in 2018 add 4 percent to the average plan’s base
benchmark and add 3 percent to plan payments.

Quality measures—Plans in MA contracts receive bonus
payments if their contract has an overall rating of 4 stars
or higher on CMS’s 5-star rating system. Plans in a
lower rated contract can obtain a bonus payment if their
contract is absorbed (consolidated) with a contract that

is rated 4 stars or higher. At the end of 2017, 1.4 million
enrollees were in a nonbonus contract that was absorbed
by another contract with a rating of 4 stars or higher and,
thus, will be in bonus status for the 2018 payment year.
Since 2013, over 4 million enrollees—over 20 percent of
MA enrollees—have been moved by organizations among
contracts to secure bonus payments. Thus, while over 70
percent of MA enrollees are classified as being in plans
at 4 stars or higher, taking into account the enrollees who
are in bonus-status plans because of consolidations, the
actual share could be as low as 50 percent. In addition to
the unwarranted bonus payments, the wave of contract
consolidations has resulted in inaccurate reporting of
Medicare Plan Finder star ratings that beneficiaries use to
choose among plans in their area.

The Commission recommends that contract consolidations
should not be allowed to affect star ratings and bonus
payments when two contracts serving different geographic
areas are consolidated. The determination of star ratings
for each geographic area of the original contracts and the
reporting of quality indicators that are the basis of the star
ratings should continue as though the consolidation had
not occurred. (Subsequent to the Commission’s vote on
the recommendation, the Bipartisan Budget Act of 2018
directed the Secretary to address contract consolidations
by averaging the star results of contracts that are being
combined.) In conjunction with the recommendation
addressing consolidations, the Commission restates its
recommendation that the geographic unit for quality
reporting should be the local health care market area.

The Medicare prescription drug program
(Part D): Status report

In 2016, Medicare spending and enrollee premiums for
Part D benefits totaled $91.6 billion. Enrollee premiums
made up $12.7 billion of that total (enrollees also paid cost
sharing). In 2017, 42.5 million individuals (72.5 percent
of all Medicare beneficiaries) were enrolled in Part D
plans. Of those enrolled, 59 percent were in stand-alone
prescription drug plans (PDPs) and 41 percent were in
Medicare Advantage—Prescription Drug (MA-PD) plans.

In Chapter 14, the Commission provides a status report
on the Medicare prescription drug benefit that describes
beneficiaries’ access to prescription drugs: enrollment
levels, plan benefit designs, and the quality of Part D
services. The report also analyzes changes in plan bids,
premiums, and program costs. In addition, the chapter
includes a recommendation related to biosimilars.

For the past two years, the Commission has noted its
concern that a growing share of program spending has
been for high-cost enrollees—beneficiaries who reach the
catastrophic phase of Part D’s benefit. The Commission’s
June 2016 recommendations addressed these concerns.
This year’s status report provides further evidence that this
trend has continued, and we point to factors that contribute
to greater catastrophic spending.

Medicare beneficiaries’ drug coverage in 2017 and
benefit offerings for 2018—Among the 42.5 million
beneficiaries enrolled in Part D drug plans in 2017,

12.2 million received the low-income subsidy (LIS).
Three percent of all Medicare beneficiaries (1.6 million
individuals) received drug coverage through employer-
sponsored plans that received Medicare’s retiree

drug subsidy. The remaining 25 percent of Medicare
beneficiaries not enrolled in a Part D plan or in an
employer plan receiving the retiree drug coverage subsidy
were divided about equally between those who had
creditable drug coverage (i.e., benefits at least as generous
as Part D) from other sources, and those with no coverage
or coverage less generous than Part D.

For 2018, plan sponsors are offering 782 PDPs and 2,003
MA-PDs, about 5 percent and 16 percent, respectively,
more plans than in 2017. Beneficiaries continue to have
broad choice among plans—between 19 and 26 PDPs to
choose from, depending on where they live, as well as
typically 10 or more MA options. MA-PDs continue to
be more likely than PDPs to offer enhanced benefits. For
2018, 216 premium-free PDPs are available to enrollees
who receive the LIS, a 6 percent decrease from 2017. With
the exception of one region (Florida), all regions continue
to have at least 3 and as many as 10 PDPs available at no
premium to LIS enrollees.

In 2018, the 10 PDPs with the highest 2017 enrollment
continue to use a 5-tier formulary with differential cost
sharing. Over time, many plan sponsors have moved
from charging fixed-dollar copayments to coinsurance for
certain tiers.
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Part D program costs—Between 2007 and 2016, Part D
program spending on an incurred basis increased from
$46 billion to $79 billion (an average annual growth

rate of about 6 percent). Medicare’s reinsurance subsidy
(which covers 80 percent of spending if an enrollee
reaches the catastrophic phase of the benefit) became the
largest component of program spending in 2014 and has
remained the fastest growing component, at an average
annual growth rate of nearly 18 percent between 2007
and 2016. Thus, in 2016, a higher share of Medicare
payments was retrospective, cost-based reimbursement
rather than prospective, risk-based payments—a result
not contemplated in the original design of the program.
Enrollees who incur spending high enough to reach the
catastrophic phase of the benefit (high-cost enrollees)
have been driving Part D program costs, accounting for
57 percent of gross spending in 2015. Spending on a per
enrollee basis for high-cost individuals grew by more than
10 percent, and that growth was accounted for almost
entirely by increases in the average price per prescription
filled (reflecting both price inflation and changes in the
mix of drugs used). Going forward, the pharmaceutical
pipeline is shifting toward greater numbers of biologic
products and specialty drugs, many of which have high
prices. The use of high-priced drugs by Part D enrollees
will likely grow and put significant upward pressure on
Medicare spending for reinsurance and the LIS.

Financial disincentives to use biosimilars in

Part D—Biologics make up a fast-growing segment in
the biopharmaceutical sector and will continue to grow
in importance. Biosimilars are expected to have lower
prices than originator biologics. However, the take-up
of biosimilars in Part D may be dampened by certain
Part D policies. To rectify financial incentives that
disadvantage biosimilars, the Commission recommends
applying the same discount that manufacturers of
originator biologics and brand-name drugs provide in
the coverage gap to biosimilar products. Consistent with
the Commission’s 2016 recommendations, discounts

on biosimilars would not count as though they were

an enrollee’s own out-of-pocket spending for purposes
of determining when an enrollee reached Part D’s
catastrophic phase. To the extent that the adoption of
the Commission’s set of recommendations results in net
program savings, the Congress could consider enhancing
protections for non-LIS enrollees facing high cost-sharing
burdens. (Subsequent to the Commission’s vote on this
recommendation, the Bipartisan Budget Act of 2018
directed biosimilar manufacturers to, beginning in 2019,

provide a discount on their products in the coverage gap.
However, unlike the Commission’s recommendation, the
discount amount would continue to count as though it
were the enrollees’ own OOP spending.)

Access to prescription drugs—Giving plans greater
flexibility to use management tools could help ensure
that prescribed medicines are safe and appropriate for the
patient and could potentially reduce overuse or misuse.
However, for some beneficiaries, those same tools could
also limit access to needed medications. Beneficiary
advocates, prescribers, plan sponsors, and CMS have all
noted frustrations with Part D coverage determinations,
exceptions, and appeals processes. A more efficient
approach would be to resolve such issues at the point of
prescribing, through e-prescribing and electronic prior
authorization, rather than at the pharmacy counter.

Quality in Part D—In 2018, the average star rating among
Part D plans increased somewhat for PDPs and remained
about the same for MA—-PDs. However, quality measures
used currently for Part D may not help beneficiaries make
informed choices among plan options. For example, Part
D plans are required to implement medication therapy
management (MTM) programs to improve quality.
However, sponsors of stand-alone PDPs do not have
financial incentives to engage in MTM. In 2017, Medicare
began testing enhanced MTM programs by providing
incentives for selected stand-alone PDPs to conduct
medication reviews and tailor drug benefit designs that
encourage adherence to appropriate drug therapies.

Moving beyond the Merit-based Incentive
Payment System

Recognizing that an enacted public policy is not fulfilling
its intended goals and therefore calling for its elimination
is complex. For example, the sustainable growth rate
(SGR) system, which was intended to limit growth in
Medicare fee schedule spending to a formula based on
GDP, started in 1999, was repeatedly overridden by the
Congress between 2003 to 2014 and was not eliminated
until the Medicare Access and CHIP Reauthorization
Act of 2015 (MACRA). The Commission supports

the elements of MACRA that repealed the SGR and
encouraged comprehensive, patient-centered care
delivery models such as advanced alternative payment
models (A—APMs).

Notwithstanding, the Commission has concluded that
one part of MACRA, the Merit-based Incentive Payment
System (MIPS), will not fulfill its goals and therefore
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should be eliminated. The Commission did not reach

this conclusion hastily. We first examined options for
improving MIPS as it was implemented, and we provided
constructive feedback as CMS established rules for the
first two years of the program. However, as we continued
to explore the issue in several Commission reports to the
Congress, we determined that, from the Commission’s
perspective, the basic design of MIPS is fundamentally
incompatible with the goals of a beneficiary-focused
approach to quality measurement.

The basic design principle of MIPS is that quality of care
and payment adjustments for quality can and should be
determined primarily at the individual clinician level,
based on measures that clinicians themselves choose to
report. But a system built on this design will be inequitable
for two reasons. First, clinicians will be evaluated and
compared on dissimilar measures— measures which they
will have likely chosen based at least in part on their self-
assessment of their own ability to perform well on those
measures. Second, many clinicians will not be evaluated at
all. As individuals, they will not have a sufficient number
of cases for statistically reliable scores. Further, the design
is at odds with the fact that quality outcomes for patients—
the principal objective of any value-improvement
program—are determined primarily through the combined
efforts of many providers rather than by the actions of any
one clinician.

It is this underlying conception of how best to improve
quality that is most essential. The core Commission
principle for value-based purchasing programs is that
clinical outcomes, patient experience, and cost must be
evaluated together and that these measures are dependent
on the totality of the delivery system that produces them.
It can be difficult to put all these principles in operation
given the uncoordinated nature of traditional FFS
Medicare payment, but it can be done. However, MIPS,
by design, does not meet this principle. In fact, the core
of MIPS is based on predecessor Medicare programs
that have generally not been successful at improving
population outcomes or substantively improving care
processes. In addition:

e MIPS imposes a significant reporting burden on
clinicians (estimated by CMS as over $1.3 billion in
the first year);

*  MIPS scores are not comparable among clinicians
because each clinician’s composite MIPS score will
reflect a mix of different, self-chosen, measures;

*  MIPS is complex and inequitable, with different rules
for clinicians depending on location, practice size, and
other factors, and it exempts more clinicians than will
participate; and

e MIPS-based payment adjustments will be small in the
first years, providing little incentive, and then arbitrary
and possibly very large in the later years, creating
significant financial uncertainty for clinicians.

For these reasons, the Commission recommends that the
Congress eliminate the current MIPS program as soon as
possible. At the same time, the Commission believes that
traditional Medicare FFS payment should have a value-
based payment component. Thus, we recommend creating
a new clinician value-based purchasing program to take
its place. This recommendation reflects a conceptual
direction for rewarding clinician quality in Medicare FFS
according to the core quality principles developed by the
Commission. The Commission will engage in a more
detailed development of the concept should the Congress
choose to pursue these recommendations.

Mandated report: Telehealth services and
the Medicare program

The 21st Century Cures Act of 2016 mandated that the
Commission provide, by March 15, 2018, information
about (1) the extent to which the Medicare FFS program
covers telehealth services, (2) the extent to which
commercial insurance plans cover telehealth services,
and (3) ways in which the telehealth coverage policies of
commercial insurance plans might be incorporated into
the Medicare FFS program. The Commission fulfills this
mandate in Chapter 16.

Medicare coverage of telehealth services—(The
Bipartisan Budget Act of 2018 expanded coverage of
telehealth services under Medicare related to telestroke
care, MA, and accountable care organizations.) Medicare
coverage of telehealth services is broad and flexible under
payment systems in which providers or payers bear some
degree of financial risk, but more limited under the fee
schedule for physicians and other health professionals
(referred to as the physician fee schedule, or PFS). The
PFS covers telehealth services originating at rural medical
facilities and offices, as well as certain telehealth services
paid for as a part of a bundle of services delivered in

both urban and rural areas. Under Medicare’s other FFS
payment systems (e.g., hospital inpatient and home
health), providers receive a fixed payment for patient
encounters and are able to use telehealth services that best
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serve beneficiaries under the fixed payment. Under the
MA program, plans must cover all telehealth and non-
telehealth services included in the basic Medicare FFS
benefit, but plans also can offer extra telehealth benefits
that are supplemental to the basic FFS benefit. MA

plans must use rebate dollars or additional premiums to
finance extra benefits. Under CMS’s Center for Medicare
& Medicaid Innovation (CMMI), some entities bearing
financial risk (e.g., accountable care organizations (ACOs)
in the Next Generation ACO Model) have waivers from
PFS rules to use telehealth in urban areas or from a
patient’s residence.

The use of telehealth services under the PFS has grown
rapidly in recent years, but remains low. In 2016,
108,000 beneficiaries (0.3 percent of FES beneficiaries)
accounted for over 300,000 telehealth visits totaling $27
million. These services were most commonly used for
basic physician office and mental health services. Use
was concentrated among a small group of clinicians and
beneficiaries. Beneficiaries using telehealth services
tended to be under age 65, disabled, and dually eligible
for Medicare and Medicaid; reside in rural areas; and
disproportionately have chronic mental health conditions.
In addition, our analysis suggests that some portion

of telehealth claims are supplemental to, rather than a
substitute for, in-person services.

Commercial insurance plan coverage of telehealth—The
coverage of telehealth services by commercial insurance
plans in 2017 was variable. In general, most plans we
surveyed covered some form of telehealth service, but

few covered a comprehensive set of services. The most
commonly used telehealth services were basic physician
office and mental health services. Several plans covered
direct-to-consumer (DTC) virtual visits (i.e., clinical
services provided by clinicians other than the patient’s
primary care provider that are available to patients 24
hours per day, typically routine medical services). Plans
consistently covered telehealth in urban and rural areas;
only half covered telehealth from the patient’s residence.
As with Medicare FFS, commercial use was low, less than
1 percent of plan enrollees. Commercial insurers often test
telehealth using pilot programs before implementation.

In general, cost reduction does not appear to be a
significant consideration in plans’ decisions to cover
telehealth services. Plan representatives with whom we
spoke cited competitive pressures from employers or other
insurers rather than cost reduction as the primary rationale
for covering telehealth services.

Expanding Medicare coverage of telehealth services—
Our analysis found relatively little use of telehealth
services among enrollees in commercial plans and a

lack of uniformity in how commercial insurers covered
telehealth services. We also found that cost is not a
significant consideration in commercial insurers’ adoption
of telehealth services. However, as a public payer,
Medicare is obligated to consider costs to the program,
beneficiaries, and taxpayers in determining whether to
expand coverage of telehealth. Therefore, because we do
not see clear examples of commercial payer practices that
should be imported into FFS Medicare, this report does
not make recommendations about coverage of specific
telehealth services. Instead, the Commission recommends
that policymakers use a set of principles (cost, access,
and quality) to evaluate individual telehealth services
separately before adoption into Medicare coverage. The
Commission’s principle-based approach can be applied to
telehealth services commonly used by commercial plans
today and for telehealth services developed or considered
for coverage in the future.

Several of the most commonly implemented and tested
services by commercial insurers include telestroke
services, telehealth services for beneficiaries with
disability-related treatment-intensive conditions, tele—
mental health services, DTC services, telehealth for
nursing home residents, and remote patient monitoring. In
cases where evidence exists that these services balance the
cost, access, and quality principles, policymakers could
consider adopting them for Medicare. However, when
such evidence is lacking, policymakers should consider
pilot testing these services through CMMI, just as testing
before implementation is common among commercial
insurers. Under the Medicare FFS payment systems other
than the PFS, providers maintain adequate flexibility to
evaluate and use telehealth services. MA plans and risk-
bearing ACOs could be granted greater flexibility to use
telehealth services because, in bearing financial risk, they
have the financial incentive to assess the value of these
services. B
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Chapter summary

Part of the Commission’s mandate is to consider the effect of its
recommendations on the federal budget and view Medicare in the context

of the broader health care system. To help meet this mandate, this chapter
examines health care spending growth—for the nation at large and Medicare
in particular—and considers its effect on federal and state budgets as well

as the budgets of individuals and families. The chapter also reviews recent
mortality and morbidity trends, profiles the health status of the next generation
of Medicare beneficiaries, and reviews evidence of inefficient health care
spending, structural features of the Medicare program that contribute to
inefficient spending, and the Commission’s approach to combating those

challenges.

In 2016, total national health care spending was $3.3 trillion, or 17.9 percent
of gross domestic product (GDP). Private health insurance spending was $1.1
trillion, or 6.0 percent of GDP. Medicare spending was $672.1 billion, or 3.6
percent of GDP.

Health care spending growth has fluctuated recently, first with several years
of historic lows, followed by a period of accelerated growth, and most
recently with a return to modest growth. For decades—from 1975 to 2009—
total health care spending and Medicare spending grew robustly, annually

averaging 9.0 percent and 10.6 percent, respectively. Then from 2009 to 2013,

CHAPTER

In this chapter

* National health care spending

* Medicare’s financing
challenge

* Health care spending
consumes growing shares of
state and family budgets

* Recent trends in life
expectancy, morbidity, and
mortality

* The relationship between
Medicare spending and
quality

* Baby boomers will make
up the next generation of
Medicare beneficiaries

* Inefficient spending suggests
Medicare could spend less
without compromising care,
but not without challenges
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growth in total health care spending and Medicare spending slowed to average

annual rates of 3.6 percent and 4.3 percent, respectively.

The causes of the system-wide slowdown are still a matter of speculation. A variety
of factors could have contributed—weak economic conditions, payment and
delivery system reforms, lower Medicare payment rates for most types of providers
as mandated by the Patient Protection and Affordability Act of 2010 (PPACA), and
the increased use of generic drugs as top-selling brand drugs lost patent protection
(Boards of Trustees 2016, Centers for Medicare & Medicaid Services 2015b, Cutler
and Sahni 2013, Holahan et al. 2017).

However, spending increased from 2013 to 2015. Medicare actuaries estimate
that national health care spending grew 5.4 percent and Medicare spending grew
4.9 percent. The increase in the national health care spending growth rate was
largely due to the continued effects of coverage expansions for health insurance
that commenced in 2014 under PPACA; higher growth in spending for private
health insurance (driven largely by price growth and increases in hospital care and
physician and clinical services); and the continued rapid growth in Medicaid and

retail prescription drug spending.

The aging of the baby-boom generation will have a profound impact both on the
Medicare program and the taxpayers who support it. Over the next 15 years, as
Medicare enrollment surges, the number of taxpaying workers per beneficiary is
projected to decline. By 2028 (when most boomers will have aged into Medicare),
the Medicare Trustees project there will be just 2.4 workers for each Medicare
beneficiary, down from 4.6 around the time of the program’s inception and 3.0 in
2018. Those demographics create a financing challenge not only for the Medicare
program but also for the entire federal budget. By 2039, under federal tax and
spending policies specified in current law, Medicare spending combined with
spending on other major health care programs, Social Security, and net interest on
the national debt will exceed total projected federal revenues and will thus either
increase federal deficits and debt further or crowd out spending on all other national

priorities.

The growth in health care spending also affects state budgets and the budgets of
individuals and families. States pay for a significant portion of Medicaid spending
(funded jointly by states and the federal government for health care services
provided to state residents with low incomes). Under PPACA, the Medicaid
population is expanding; however, under current law, the federal government

will pay for most of the costs associated with the expansion. Increases in private

insurance premiums have outpaced the growth of individual and family incomes
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over the past decade, and out-of-pocket costs for Medicare beneficiaries have grown

faster than Social Security benefits.

Some health care spending is inefficient. For Medicare, if such spending could
be identified and eliminated, the efficiencies achieved could result in improved
beneficiary health, greater fiscal sustainability for the program, and reduced
federal budget pressures. Certain structural features of the Medicare program
pose challenges for targeting inefficient spending; however, the Commission
has a framework to address those challenges, focusing on payment accuracy and
efficiency, care coordination and quality, information for patients and providers,

engaged beneficiaries, and an aligned health care workforce. B
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The Medicare program lies at the junction between the
national health care system as a whole and the federal
government. For this reason, this chapter reviews the
following key areas to help explain the Medicare payment
policies discussed in the rest of this report:

* national health care spending and Medicare spending;

* impact of health care spending on federal and state
budgets;

» effects of health care spending on individuals and
families;

* recent trends in life expectancy, morbidity, and
mortality;

* impact of Medicare spending on the quality of health
care;

* the next generation of Medicare beneficiaries; and
* evidence of inefficient health care spending.

This chapter also reviews the challenges that Medicare
in particular faces and the Commission’s principles
for constructing recommendations to address those
challenges.

Spending growth

The relationship between health care spending growth
and the nation’s economic growth serves as a gauge

for assessing spending trends. For decades, health care
spending rose as a share of gross domestic product (GDP),
but in the recent past, its growth rate slowed. That general
trend has been true both for private health insurance
spending and Medicare (Figure 1-1, p. 8). From 1975 to
2009, health care spending as a share of GDP more than
doubled, from 7.9 percent to 17.3 percent ($133 billion

to $2.5 trillion). Private health insurance spending as a
share of GDP more than tripled over that period, from

1.8 percent to 5.8 percent ($31 billion to $833 billion).
Medicare spending as a share of GDP also more than
tripled over that period, from 1.0 percent to 3.5 percent
($16 billion to $499 billion). In contrast, from 2009

through 2013, total health care, private health insurance,
and Medicare spending as a share of GDP remained
relatively constant. But beginning in 2014, spending as a
share of GDP for all three began rising again (Centers for
Medicare & Medicaid Services 2017a).

The recent slowdown in the rate of health care spending
growth has not been fully explained. Contributing factors
could include weak economic conditions, payment and
delivery system reforms, lower Medicare payment rates
for most types of providers as mandated by the Patient
Protection and Affordable Care Act of 2010 (PPACA),
and the increased use of generic drugs as top-selling brand
drugs lost patent protection (Boards of Trustees 2016,
Centers for Medicare & Medicaid Services 2015b, Cutler
and Sahni 2013, Holahan et al. 2017).!

Medicare actuaries estimate that spending growth was
higher from 2013 through 2015 and then slowed somewhat
from 2015 to 2016, both for private health insurance and
for Medicare (Hartman et al. 2017). Higher growth is
projected to continue in 2017 and beyond. From 2009

to 2013, total health care spending growth averaged 3.6
percent annually, while from 2013 to 2015, it averaged 5.4
percent annually. From 2015 to 2016, growth fell to 4.3
percent. By 2016, total health care spending accounted for
17.9 percent of GDP (Centers for Medicare & Medicaid
Services 2017a). The growth from 2013 through 2015

was due largely to the increase in the insured population
resulting from the implementation of the PPACA health
insurance exchanges and the Medicaid expansions, which
have since leveled off. The growth in total health care
spending from 2013 to 2015 was also due to higher growth
in spending for private health insurance—driven largely
by hospital care and physician and clinical services, as
well as the continued rapid growth in Medicaid and retail
prescription drug spending (Hartman et al. 2017, Martin
et al. 2016).

From 2009 to 2013, Medicare spending averaged 4.3
percent growth annually. Then, from 2013 to 2015, it grew
4.9 percent annually (Centers for Medicare & Medicaid
Services 2017a, Centers for Medicare & Medicaid
Services 2017b). Specifically, growth from 2013 to 2014
was “primarily attributable to faster growth in spending
for prescription drugs, physician and clinical services, and
government administration and the net cost of insurance”
(Martin et al. 2015). The growth from 2014 to 2015 was
the result of mixed trends among services: Hospital and
prescription drug spending growth slowed, while spending
growth for nursing home and home health care accelerated

Report to the Congress: Medicare Payment Policy | March 2018



Health care spending growth rates have begun to

gradually increase following recent slowdown
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Note:  GDP (gross domestic product), B (billion), T (trillion). First projected year is 2017. Beginning in 2014, private health insurance spending includes federal subsidies
for both premiums and cost sharing for the health care exchanges created by the Patient Protection and Affordable Care Act of 2010.

Source: MedPAC analysis of National Health Expenditure Accounts from CMS, historical data released December 2017, projected data released March 2017.

(Martin et al. 2016). From 2015 to 2016, growth fell to
3.6 percent (Centers for Medicare & Medicaid Services
2017a). The slowdown was due to lower per enrollee
growth rates for both the traditional fee-for-service (FFS)
program and Medicare Advantage (MA). Medicare
enrollment growth peaked at 4.1 percent in 2012 and has
since fallen to 2.8 percent in 2016 (Hartman et al. 2017).

Medicare actuaries project that, over the next decade,
faster projected growth in medical prices will be partly
offset by slower projected growth in the use and intensity
of medical goods and services, relative to the high
growth that resulted from PPACA coverage expansions.
Thus, growth rates for health care spending will average
5.6 percent, outpacing average growth in GDP by 1.2
percentage points. By 2025, total health care spending as

a share of GDP will grow to 19.9 percent (Keehan et al.
2017). In that year, private health insurance spending and
Medicare spending are projected to reach 6.5 percent and
4.6 percent of GDP, respectively (Centers for Medicare &
Medicaid Services 2017b).

Personal health care spending

To better understand who is paying for health care, we
examine personal health care spending—all medical goods
and services provided for an individual’s treatment. In
2016, personal health care spending—which excludes
spending on government public health activities (e.g.,
epidemiological surveillance and disease prevention
programs), administration of private and public health
insurance, and investments in medical research,
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declined,

Out-of-pocket spending as a share of personal health care spending

while the share of spending by payers—private,

Medicare, and Medicaid—increased, 1976 and 2016

1976
Total = $0.1 trillion

5%
DoD and VA 15%
($7B) Medicare
($198]

31%
Out of pocket
($418)

11%
Medicaid
($14B)

12%
Other third-party
payers
($168B)

26%

Private health

insurance

($33B)

2016
Total = $2.8 trillion

4%
CHIP, DoD, and VA
13% ($1208) 22%
Out of pocket Medicare
($353B) ($625B

18%
Medicaid
($505B)

35%
Private health
i 8%
insurance 4
($994B) Other third-party
payers
[$2388B)

Note:
of-pocket” spending includes cost sharing for both privately and publicly insured

DoD (Department of Defense), VA (Department of Veterans Affairs), B (billion), CHIP (Children’s Health Insurance Program). Spending is in nominal dollars. “Out-

individuals. Premiums are included in the shares of each program (e.g., Medicare

and private insurance) rather than in the out-of-pocket category. “Other third-party payers and programs” includes work-site health care, other private revenues,
Indian Health Service, workers’ compensation, general assistance, maternal and child health, vocational rehabilitation, other federal programs such as the
Substance Abuse and Mental Health Services Administration, other state and local programs, and school health.

Source: MedPAC analysis of National Health Expenditure Accounts historical data from CMS, released December 2017.

equipment, and structures—accounted for 85 percent
of total health care spending (Centers for Medicare &
Medicaid Services 2017a).

Over the past four decades, total personal health care
spending increased from $0.1 trillion to $2.8 trillion
(Figure 1-2). During this period, out-of-pocket (OOP)
spending (e.g., cost sharing, deductibles, and health care
services not covered by insurance) as a share of total
personal health care spending declined from 31 percent
to 13 percent, while the shares accounted for by private

health insurance, Medicare, and Medicaid all increased. At
the same time, Medicare has remained the single largest
purchaser of health care in the United States (Centers

for Medicare & Medicaid Services 2017a, Centers for
Medicare & Medicaid Services 2017b).2

Despite the decline in the share of health care spending
paid directly out of pocket by individuals and the increase
in the share of health care spending paid by private and
public insurance, people generally have not experienced
real declines in the share of health care costs they pay.
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Hospital care and physician and clinical services accounted for the largest
shares of personal health care spending in 1976 and 2016

1976
Total = $0.1 trillion
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7% ($598)
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2016
Total = $2.8 trillion
6%
Nursing 8%
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2% and CCR  health care
Durable facilities  ($236B)
medical ($1638B) 38%
equipment Hospital
($518B) ($1,082B)

12%

Retail

prescripfion drugs
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prescription drugs

($329B)
1%

Home health
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Home health

care care
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$18 Q2B
($18) 1$928) Other
professional
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Physician and

professional Physician and
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clinical services
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clinical services

($6658)

Note:  CCR (continuing care retirement), B (billion). “Personal health care” is a subset of national health expenditures. It includes spending for all medical goods and
services that are provided for the treatment of an individual and excludes other spending, such as government administration, the net cost of health insurance,
public health, and investment. “Other health care” includes expenditures on nondurable medical products and other health, residential, and personal care. “Other
professional” includes expenditures on dental and other professional services. “Nursing care facilities” includes nursing care facilities and continuing care retirement
communities. “Hospital” includes inpatient care and inpatient prescription drugs.

Source: MedPAC analysis of National Health Expenditure Accounts historical data from CMS, released December 2017.

One reason is that, in the commonly defined health care
spending categories, the premiums people pay (which
have grown over time) are not included in the OOP
category but, rather, in the private health insurance and
Medicare categories. Second, people receive lower salaries
and reduced benefits in exchange for employer-sponsored
health insurance (Baicker and Chandra 2006, Gruber
2000, Milusheva and Burtless 2012).

CMS actuaries estimate that, in 2016, Medicare covered
about 56 million people, and Medicaid covered about
71 million people. Private health insurance covered 196

million people, and 29 million people were uninsured
(Hartman et al. 2017). Enrollment in Medicare, Medicaid,
and private health insurance continues to increase
because of the aging of the baby-boom generation and the
enactment of PPACA, albeit at a slower pace in the most
recent year.

Some people have coverage from more than one source.
For example, in 2015, about 10 million people were
enrolled in both Medicare and Medicaid (Boards of
Trustees 2016). Medicaid pays for either a portion or all
of the Medicare premium and OOP health care expenses

10 Context for Medicare payment policy



Medicare’s share of spending on personal health care varied by type of service, 2016
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administration, the net cost of health insurance, public health, and investment. “Hospital” includes all services provided in hospitals to patients: room and board,
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spending. Other service categories included in personal health care that are not shown here include other professional services; dental services; other health,
residential, and personal care; and other nondurable medical equipment.

Source: MedPAC analysis of National Health Expenditure Accounts from CMS, historical data released December 2017.

for those enrollees who qualify for dual enrollment care and continuing care retirement facilities (6 percent,
based on limited income and resources. Enrollees in or $163 billion), and home health care services (3 percent,
public health insurance programs may also have private or $92 billion). Between 1976 and 2016, the share of
health insurance. For example, Medicare beneficiaries spending on hospital care declined (from 46 percent to 38
typically also have supplemental insurance sold by percent), while the share of spending for retail prescription
private companies to pay some of the health care costs drugs increased (from 7 percent to 12 percent) (Centers
that Medicare does not cover, such as copayments, for Medicare & Medicaid Services 2017a, Centers for
coinsurance, and deductibles. Medicare & Medicaid Services 2017b).

In 2016 as well as 1976, the largest shares of personal In 2016, Medicare accounted for 22 percent of spending
health care spending were for hospital care and physician for all personal health care services (Figure 1-2, p. 9), but
and clinical services (Figure 1-3). In 2016, hospital care its share varied by type of service, with a slightly higher
accounted for 38 percent of spending ($1,082 billion), and share of spending on hospital care (25 percent) and a
physician and clinical services accounted for 23 percent much higher share of spending on home health services
($665 billion). Smaller shares went to spending on retail (40 percent) (Figure 1-4). Medicare’s share of spending

prescription drugs (12 percent, or $329 billion), nursing




on nursing care facilities was smaller than Medicaid’s
share because Medicare’s benefit pays for skilled nursing
or rehabilitation services only, whereas Medicaid pays

for custodial care (assistance with activities of daily

living) provided in nursing homes for people with limited
income and assets. Other service categories included

in personal health care that are not shown in Figure 1-4
include other professional services; dental services; other
health, residential, and personal care; and other nondurable
medical equipment.

Medicare spending can be divided into three program
components: the traditional FFS program, the MA
program, and the Part D prescription drug program.

®  Medicare’s traditional fee-for-service program. In
FFS, Medicare pays health care providers directly for
health care goods and services furnished to Medicare
FFS beneficiaries at prices set through legislation and
regulation. In 2016, Medicare spent $384 billion, or
$10,079 per beneficiary in traditional FFS.?

®  Medicare Advantage program. As an alternative
to FFS, beneficiaries can choose to enroll in MA,
which consists of private health plans that receive
capitated payments (or per enrollee payments) for
providing health care coverage for enrollees. MA
plans pay health care providers for health care goods
and services furnished to their enrollees at prices
negotiated between the plans and providers. In
2016, Medicare spent $188 billion, or $10,231 per
beneficiary in MA.

e Medicare Part D prescription drug program.
Through Part D, beneficiaries can obtain subsidized
prescription drug coverage by voluntarily purchasing
insurance policies from private stand-alone drug plans
or MA prescription drug plans. Medicare heavily
subsidizes the premiums established by those plans. In
2016, Medicare spent $79 billion, inclusive of Part D
premiums, or $1,827 per beneficiary in Part D.

Growth in per beneficiary spending tends to differ across
the three program components. From 2009 to 2013,
growth was fairly slow across all three (Figure 1-5). More
mixed trends emerged between 2013 and 2016. The lower

growth rates were generally because of decreased use of
health care services and restrained payment rate increases.

From 2013 to 2016, FFS per beneficiary spending growth
averaged 1.2 percent annually. PPACA lowered payment
rate updates in FFS for many types of providers (except
for physicians) beginning in 2011. However, beginning

in 2014, FES spending grew because of an increase in

per beneficiary spending on a wide range of outpatient
services, including services received in hospital outpatient
departments and physician services.

From 2013 to 2016, MA per beneficiary spending growth
averaged 1.1 percent annually. Historically, Medicare

has spent more for a beneficiary enrolled in MA than

if that same beneficiary had been enrolled in FFS. To
bring payments more in line with FFS, PPACA began
lowering payments to plans in 2011. MA’s growth rate
would therefore have been lower, but the PPACA payment
reductions were offset somewhat by quality bonus
payments and plans’ increased coding of beneficiaries’
medical conditions (payments to MA plans are higher
when beneficiaries have more medical conditions, all other
things being equal).

Part D per beneficiary spending growth has fluctuated

the most of the three program components over the

past decade. However, from 2010 to 2013, average per
beneficiary spending was somewhat constant, growing
from $1,600 to $1,650 per year.* The low growth for those
years was in part due to the increase in low-priced generic
drugs on the market and plans’ efforts to encourage
beneficiaries to use generics and other low-priced drugs.

However, in both 2014 and 2015, per beneficiary spending
growth in excess of 6 percent caused Part D spending to
spike to $1,871 per beneficiary. Increased spending on
high-priced specialty drugs to treat hepatitis C mainly
accounts for this jump. For 2016, the surge of hepatitis

C drug spending tapered off while Part D enrollment
continued to grow, which contributed to per Part D
enrollee spending declining by 2.3 percent to $1,827
(Boards of Trustees 2017). The Medicare Trustees project
the annual growth in per beneficiary Part D spending
from 2017 to 2026 to remain higher than growth in other
spending categories of spending, averaging 5 percent per
year (Boards of Trustees 2017).

Figure 1-6 (p. 14) provides a more detailed look at
FES spending growth over the last decade. Generally,
all settings experienced a slowdown in per beneficiary
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Growth in per beneficiary Medicare spending was slow between

2009 and 2013 and mixed between 2013 and 2016
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Source: MedPAC analysis of data from the 2017 annual report of the Boards of Trustees of the Medicare trust funds.

spending growth; however, the impact was not uniform.
For example, for inpatient hospital care, the average
annual growth in per beneficiary spending fell from 2.4
percent in the period from 2007 to 2009 to —0.5 percent
in the period from 2013 to 2016. Even the fastest growing
categories experienced some reductions. For example,

the average annual per beneficiary spending growth in
outpatient hospital and lab services was lower between
2009 and 2013 (6.7 percent) than between 2007 and 2009
(8.2 percent) but bounced back to 7.5 percent between
2013 and 2016 annually, in part because of shifts in site of
care from both the inpatient hospital setting and physician
offices to the outpatient hospital setting.” As a reference
point, average annual growth in GDP between 2007 and
2016 was about 2.8 percent (data not shown).

Despite the recent slowing of growth rates, cumulative
growth in per beneficiary FFS spending over the last
decade has increased in almost all settings and increased

substantially in some settings. Per beneficiary spending
on outpatient hospital and lab services, hospice, and
labs performed in physician offices and independent
laboratories all grew faster than per capita GDP. In
contrast, during this time, per beneficiary spending on
durable medical equipment fell by an average of 3.3
percent per year. That decline was primarily due to the
phasing in of a competitive bidding program for durable
medical equipment in which suppliers submit bids to
provide services to beneficiaries.

Prior Commission reports have explored the relationship
between inpatient, outpatient, and physician services and
found that growth in outpatient services in part reflects
hospitals purchasing freestanding physician practices

and billing these services through the higher paying
hospital outpatient prospective payment system (Medicare
Payment Advisory Commission 2015, Medicare Payment
Advisory Commission 2014b, Medicare Payment
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Per beneficiary FFS spending growth remained high in some settings

despite 2009-2013 slowdown in growth of health care spending, 2007-2016
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Advisory Commission 2013, Medicare Payment Advisory
Commission 2012).

Comparison of private sector and Medicare
spending trends

From 2010 to 2015, per capita spending on health care in
the private sector grew steadily (Health Care Cost Institute
2016, Health Care Cost Institute 2015). Increased prices
were largely responsible for spending growth, which
occurred despite a decline in service use. One key driver
of the private sector’s higher prices was provider market
power (Baker et al. 2014a, Baker et al. 2014b, Gaynor and
Town 2012, Medicare Payment Advisory Commission
2017, Robinson and Miller 2014). Hospitals and physician
groups have increasingly consolidated, in part to gain
leverage over insurers in negotiating higher payment rates.
For the private sector, that consolidation contributed to per
capita spending growth from 2010 to 2015 of 3.2 percent
annually. By comparison, over that same period, Medicare
spending per beneficiary increased by 1.3 percent annually

(Martin et al. 2016). This increase is partly attributable to
restrained increases in Medicare’s payment rates.

On average, since 2007, commercial insurance prices have
grown faster than Medicare’s prices (Health Care Cost
Institute 2016, Medicare Payment Advisory Commission
2017). The faster growth in provider prices from 2007

to 2016 has contributed to HMO premiums growing by

53 percent and preferred provider organization (PPO)
premiums by 47 percent (Figure 1-7).

To compare employer-sponsored plans’ premium growth
with Medicare cost growth, we examined per capita
spending for beneficiaries with FFS Medicare, including
per capita spending on Part A, Part B, and Part D. Over the
period from 2007 to 2016, combined Medicare per capita
costs grew by about 20 percent. If FFS Medicare spending
had followed growth in commercial pricing, Medicare
costs would have grown substantially more.

Regulators and researchers have noted concerns about
increased consolidations and their effect on prices. In
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FIGURE
1-7

Cost of employer-sponsored commercial insurance
has grown more than twice as fast as Medicare costs
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Part D spending for 2016 is a projection based on MedPAC analysis.

2015, the number of hospital mergers increased 18

percent from the prior year and 70 percent from 2010
(Ellison 2016). Consolidation of clinician practices

has also increased; a study of available data found a 47
percent jump from 2014 (Irving Levin Associates Inc.
2016). The American Medical Association’s survey of
physicians indicates that, over time, physicians have
shifted from solo and small practices to larger practices
(Kane 2015). The Government Accountability Office
(GAO) found that, between 2007 and 2013, the number

of physicians in “vertically consolidated” practices—
hospital-acquired physician practices, physicians hired as
salaried employees, or both—nearly doubled (Government
Accountability Office 2015). In addition, the Federal
Trade Commission observed that “providers increasingly
pursue alternatives to traditional mergers such as

affiliation arrangements, joint ventures, and partnerships,
all of which could also have significant implications for
competition” (Federal Trade Commission 2016). Increased

consolidation has an inflationary effect on prices paid

in the private sector. A recent study found that disparity
in hospital prices within regions is the primary driver of
variation in health care spending for the privately insured
(Cooper et al. 2015). The study shows that hospitals that
face fewer competitors have substantially higher prices;
hospital prices in monopoly markets are more than 15
percent higher than those in areas with four or more
competitors. It also found that, where hospitals face only
one competitor, prices are over 6 percent higher; where
they face two, almost 5 percent higher.

The Commission recently investigated the effect of
provider consolidation on private prices and the pressure
that has created for Medicare to increase FFS payment
rates (Medicare Payment Advisory Commission 2017).
The Commission presented the following key findings:

*  Markets with greater physician practice consolidation
have had greater increases in physician prices.
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Despite recent slowdown in per beneficiary spending growth,
total Medicare spending growth rate is projected to rise
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Source: 2017 annual report of the Boards of Trustees of the Medicare trust funds and CBO's Medicare June 2017 baseline.

Commercial insurers pay small independent physician
practices at rates similar to Medicare for standard
office visits. However, physicians in large practices
and hospital-affiliated practices (who have stronger
market power) receive higher rates from insurers for
those visits.

Commercial insurers also pay higher rates to hospitals
with greater market power. Gaynor and colleagues
report that “mergers between rival hospitals are likely
to raise the price of inpatient care and these effects
are larger in concentrated markets. The estimated
magnitudes are heterogeneous and differ across
market settings, hospitals, and insurers” (Gaynor et al.
2014).

Commercial prices vary widely by individual hospital
and individual insurer. On average, commercial prices
are about 50 percent higher than average hospital
costs and are often far more than 50 percent above
Medicare payment rates (Cooper et al. 2015, Health
Care Cost Institute 2014, Medicare Payment Advisory
Commission 2014a, Selden et al. 2015).

The Commission is concerned that these market
concentration effects will lead to higher Medicare
spending if commercial prices are “imported” into
Medicare. The Commission has tried to counteract these
effects by recommending restrained payment updates and
by recommending site-neutral payments (paying the same
for a service regardless of the setting of care). Medicare
beneficiaries have robust access to hospital and physician
services in most markets. And with respect to hospital
services, given the low occupancy rates and the marginal
profits of taking a Medicare patient, access to care is
unlikely to be of concern in the near term (Medicare
Payment Advisory Commission 2017).

Over time, private sector trends can influence Medicare
trends. If the private sector is unable to constrain price
growth, the profitability of caring for commercially
insured patients will increase relative to the profitability
of caring for Medicare beneficiaries. Eventually, the
difference between commercial rates and Medicare rates
will grow so large that more hospitals would have an
incentive to focus primarily on patients with commercial
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insurance, which will exert pressure on the Medicare
program to increase its payment rates. Thus, in the long
term, Medicare beneficiaries’ access to care may in part
depend on commercial payers restraining rates paid to
hospitals (Medicare Payment Advisory Commission 2009,
Stensland et al. 2010, White and Wu 2014).

Medicare spending projections

What do these current trends portend for Medicare? The
growth in Medicare’s per beneficiary spending has fallen
from average annual rates of 10 percent in the 1980s

and 6 percent and 7 percent in the 1990s and 2000s
(respectively) to 1 percent over the last five years (Figure
1-8). This average annual growth over the last five years,
however, includes some zero-growth years.

For the next 10 years, the Trustees and the Congressional
Budget Office (CBO) project that growth in per
beneficiary spending will be higher than the recent lows
but lower than the historical highs, with an average

annual growth rate of 4 percent (Boards of Trustees 2017,
Congressional Budget Office 2017c¢). High spending
growth could trigger a PPACA provision designed to limit
Medicare spending growth by the Independent Payment
Advisory Board.

At the same time, the aging of the baby-boom generation
is causing an enrollment increase. Over the last few years,
the enrollment growth rate rose from about 2 percent

per year historically to 3 percent and is projected to
continue growing throughout the next decade. So, despite
the slowdown in spending per beneficiary (relative to
historical standards), growth in total spending over the
next decade is projected by the Trustees and CBO to
average 7 percent annually, which outpaces the projected
average annual GDP growth of less than 5 percent. At
those rates, Medicare annual spending would rise from
nearly $700 billion in fiscal year 2016 to $1 trillion by
2022 under either projection (Figure 1-9) (Boards of
Trustees 2017, Congressional Budget Office 2017a).
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m Medicare enrollment is rising while workers per Hl beneficiary is declining
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. . . become insolvent by 2029—one year later than predicted
Medicare’s fmancmg Cha“enge in last year’s report—but that date does not tell the whole
................................................................................... financial story (Boards of Trustees 2017). The HI Trust
Fund covers less than half of Medicare spending (41
percent in 2016), and that share is projected to fall to

38 percent by 2026 (Figure 1-11). The Supplementary
Medical Insurance (SMI) Trust Fund covers the remainder
and is described on page 19. The HI Trust Fund pays for
Medicare Part A services, such as inpatient hospital stays,
skilled nursing facilities, and hospice, and is largely (88
percent in 2015) funded through a dedicated payroll tax
(i.e., a tax on wage earnings).®

The aging of the baby-boom generation will have a
profound impact both on the Medicare program and the
taxpayers who support it. Workers pay for the Medicare
program through payroll taxes and taxes that are deposited
into the general fund of the Treasury. The number of
workers per Medicare beneficiary has already declined
from about 4.6 around the program’s inception to 3.1 in
2016 (Figure 1-10). Over the next 15 years, as Medicare
enrollment surges, the number of workers per beneficiary
is projected to decline further. By 2030 (the year by

which all baby boomers will have aged into Medicare), To keep the HI Trust Fund solvent over the next 25 years,
the Medicare Trustees project just 2.4 workers for each the Trustees estimate that either the payroll tax would
Medicare beneficiary.® need to be increased immediately by 18 percent, rising

from its current rate of 2.90 percent to 3.43 percent, or
Part A spending would need to be reduced immediately
by 13 percent (Boards of Trustees 2017).° (For projection
periods of 50 years and 75 years, see Table 1-1, p. 20.)

These demographics create a financing challenge for the
Medicare program.’ Since payroll tax revenues are not
growing as fast as Part A spending, the Trustees project
that Medicare’s Hospital Insurance (HI) Trust Fund will
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HI (Hospital Insurance). Hospital Insurance is also known as Medicare Part A. The rest of Medicare spending is covered by the Supplementary Medical Insurance

Under current law, once the HI Trust Fund is depleted,
payments to providers would be reduced to levels that

could be covered by incoming tax and premium revenues.

However, the Trustees note that:

If the projections reflected such payment
reductions, then any imbalances between
payments and revenues would be automatically
eliminated, and the [Trustees] report would not
serve its essential purpose, which is to inform
policymakers and the public about the size of any
trust fund deficits that would need to be resolved
to avert program insolvency. To date, lawmakers
have never allowed the assets of the Medicare
HI Trust Fund to become depleted. (Boards of
Trustees 2017)

The rest of Medicare benefit spending is covered by SML.

It covers services under Part B (physician services and
other ambulatory care received in hospital outpatient

departments) and Part D (prescription drug coverage).

SMI is a trust fund in name only; it has no funding through

a dedicated tax such as there is with the HI Trust Fund.
Specifically, Part B and Part D are financed by premiums
paid by beneficiaries (covering 25 percent of spending)

and general tax revenues plus federal borrowing (covering

75 percent of spending), which are reset each year to
match expected Part B and Part D spending. '’

Since premiums and transfers are set to grow at the same
rate as Part B and Part D spending, the SMI Trust Fund
is expected to remain solvent by construction. However,
as SMI spending rises, premiums and transfers from the
nation’s Treasury to the Medicare program also grow,
increasing deficits, the debt, and the strain on household
budgets both of workers and retirees, and—assuming
no other policy or legislative interventions—reducing
the resources available to make investments that expand
future economic output (e.g., investments in education,
transportation, and research and development).
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For a more complete financial picture, consider the
combined spending and sources of income from the

two trust funds. The top line of Figure 1-12 depicts

total Medicare spending as a share of GDP; the layers
below the line represent sources of Medicare income.
Medicare’s three primary sources of income are payroll
taxes, premiums paid by beneficiaries, and general revenue
transfers. The white space below the total Medicare
spending line in Figure 1-12 represents the Part A deficit
created when payroll taxes fall short of Part A spending.
Figure 1-12 reflects projections in the Medicare Trustees’
report, which are based on current law with the exception
of disregarding payment reductions that would result
from the projected depletion of the HI Trust Fund. Under
current law, payments to Part A providers would be
reduced to levels that could be covered by incoming tax
and premium revenues when the HI Trust Fund becomes
depleted. Thus, as Medicare actuaries and others have
observed, total Medicare spending would be shifted down
from the total projected spending by an amount equal

to the Part A deficit, as presented in Figure 1-12 (Aaron
2015, Spitalnic 2016). As described above, the actuaries
note that if the projections reflected such payment
reductions, then any imbalances between payments and
revenues would be automatically eliminated. To date,
lawmakers have never allowed the assets of the Medicare
HI Trust Fund to become depleted (Centers for Medicare
& Medicaid Services 2014).

Undeniably, the Part A deficit is a financing challenge, but
so too is the large and growing share of Medicare spending
funded through general revenues. General revenues
account for 43 percent of Medicare funding today and,
under current law, are projected to grow to 48 percent by
2030; notably, in this context, general revenues include
both general tax revenue as well as federal borrowing

since, with few exceptions, federal spending has exceeded
federal revenues since the Great Depression.

To understand why the growing reliance on general
revenues presents a financing challenge, consider the
situation from the perspective of the federal budget.

The line at the top of Figure 1-13 (p. 22) represents

total federal spending as a share of GDP; the line below
spending represents total federal revenues. The difference
between these two lines represents the budget deficit,
which must be covered by federal borrowing. For most
years over the past several decades, the federal government
has spent more than it collects in revenues, increasing

the federal debt to levels not seen since World War 1.
Federal revenues have remained relatively constant even
though the federal government has taken responsibility
for a broader array of services (e.g., the Children’s Health
Insurance Program).

The layers below the top line in Figure 1-13 (p. 22)
depict federal spending by program. Under current law,
Medicare spending is projected to rise from 3.1 percent of
our economy in 2017 to about 6 percent of our economy
in 2046 (Congressional Budget Office 2017a). In fact—
assuming no other policy or legislative interventions—
spending on Medicare, Medicaid, the other major health
programs, Social Security, and net interest payments

are projected to reach almost 20 percent of the nation’s
economy by 2039 and, by themselves, will exceed total
federal revenues.!!

Moreover, the projection assumes that federal revenues
will rise above 19 percent of GDP, above the historical
average of 17 percent of GDP. The increase in revenues is
projected to occur mainly because income is projected to
grow more rapidly than inflation, pushing more income
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General revenue is paying for a growing share of Medicare spending

7
Total Medicare spending
6 S
Historical | Projected
Part A deficit

— 5 7
t
)
£
8 4 - General revenue transfers
c
&
) State transfers and drug fees
s 3
o
1)
] .
& Premiums
n

2 —

- Tax on benefits

Payroll taxes
0 e e e e e e e e e e e e e e e e e e e e e e e et e et rTT
1966 1976 1986 1996 2006 2016 2026 2036 2046 2056 2066 2076 2086

Note:

GDP (gross domestic product). “Tax on benefits” refers to the portion of income taxes that higher income individuals pay on Social Security benefits that is

designated for Medicare. “State transfers” (often called the Part D “clawback”) refers to payments from the states to Medicare, required by the Medicare
Prescription Drug, Improvement, and Modernization Act of 2003, for assuming primary responsibility for prescription drug spending. “Drug fees” refers to the fee
imposed by the Patient Protection and Affordable Care Act of 2010 on manufacturers and importers of brand-name prescription drugs. These fees are deposited in

the Part B account of the Supplementary Medical Insurance Trust Fund.

Source: 2017 annual report of the Boards of Trustees of the Medicare trust funds.

into higher inflation-indexed tax brackets over time.
However, if federal revenues continue at their historical
average of 17 percent of GDP, spending on these major
programs and net interest payments would exceed total
federal revenues even sooner.

Note that the trends shown in Figure 1-13 are based on
CBO'’s budget projections published before the Tax Cuts
and Jobs Act of 2017 was enacted. According to CBO
and the Joint Committee on Taxation, the Act will reduce
revenues by about $1,649 billion and decrease federal
spending by about $194 billion over the period from 2018
to 2027, leading to an increase in the deficit of about $1.5

trillion over the next 10 years (Congressional Budget
Office 2017b). A temporary spending bill waived the 2010
“pay-as-you-go” law, or PAYGO, requirement that would
have triggered an automatic spending cut to Medicare.
However, reduced revenues and an increased deficit will
intensify pressure on Medicare and other federal spending.

With their reliance on general tax dollars and federal
deficit spending, Medicare and the other major health care
programs have a substantial effect on the federal debt.
Debt equaled 35 percent of GDP at the end of 2007 as the
economy entered the last recession (Figure 1-14, p. 23).
Because of the recession, the debt soared, reaching 74
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m Spending on Medicare, other major health programs, Social Security, and net interest
is projected to exceed total federal revenues in 22 years (by 2039)
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Note:  GDP (gross domestic product), CHIP (Children’s Health Insurance Program).

Source: The 2017 Long-Term Budget Outlook (published March 2017) and Update to the Budget and Economic Outlook: 2017 to 2027 (published June 2017) from the

Congressional Budget Office.

percent of GDP in 2015—a higher share than at any point
in U.S. history, except briefly around World War I1.

Under baseline assumptions, which reflect current law,
CBO projects the debt will reach 85 percent of GDP

in 2025 and 142 percent of GDP in about 30 years (or

by 2045). However, the CBO baseline assumes that per
beneficiary spending for Medicare and Medicaid will
increase more slowly in the future than it has during the
past several decades. If per beneficiary spending growth
were three-quarters of a percentage point higher than that
of the baseline, the federal debt would be 187 percent

of GDP by 2045. On the other hand, if per beneficiary
spending growth were three-quarters of a percentage point
lower, the federal debt would be only 107 percent of GDP
by 2045.

Health care spending consumes growing
shares of state and family budgets

Part of the Commission’s mandate is to view Medicare in
the context of the broader health care system. This section
examines the effect of health care spending on state
budgets and the budgets of individuals and families. States
bear a significant share of Medicaid costs, so rising health
care spending also has implications for state budgets.

For individuals and families, increases in premiums and
cost sharing have negated real income growth in the past
decade. Likewise, premiums and cost sharing for Medicare
beneficiaries are projected to grow faster than Social
Security benefits, which make up a significant share of
many beneficiaries’ income.
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Health care spending growth impacts future debt levels
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GDP (gross domestic product). The higher growth rate of per beneficiary spending on Medicare and Medicaid is 0.75 percentage point per year higher than under

the baseline assumptions; the lower growth rate is 0.75 percentage point per year lower than under the baseline assumptions.

Source: The 2017 Long-Term Budget Outlook (published March 2017) from the Congressional Budget Office.

Health care spending and state budgets

States and the federal government jointly finance
Medicaid, a program that pays for health care services
provided to people with low incomes. In fiscal year

2013, before the coverage expansions made by PPACA,
monthly enrollment in Medicaid averaged almost 60
million people, and total spending was $455.6 billion, with
the states paying 42 percent on average and the federal
government paying the remainder (Centers for Medicare
& Medicaid Services 2016). Medicaid spending accounted
for an estimated 19.3 percent of state expenditures in that
year (Centers for Medicare & Medicaid Services 2014).

PPACA gave states the option to expand Medicaid
coverage—beginning in 2014—to non-elderly
individuals with total family income of less than 138

percent of the federal poverty threshold. States received
full federal financing to cover this expansion population
in 2014, phasing down to 90 percent federal financing

by 2020. CMS actuaries estimate that, in fiscal year
2015, monthly enrollment in Medicaid increased to cover
about 70 million people, and total spending increased to
reach $552.3 billion (Centers for Medicare & Medicaid
Services 2016). Because the federal government paid

for 100 percent of the costs of newly eligible enrollees,
the states’ share of all Medicaid expenditures in 2015
decreased to 37 percent. Government actuaries project
that the states’ share will remain lower than 40 percent
over the next 10 years as more states expand coverage
(the states’ share is projected to range between 37 percent
and 39 percent from 2016 to 2025).
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Growth in health care spending and premiums outpaced

growth in household income, 2006-2016
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B Median household income
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Note:  Household income, health expenditures, and premiums are all measured in nominal dollars. Average premiums for individual and family coverage are for employer-
sponsored health insurance and include contributions from workers and employers.

Source: MedPAC analysis of Census Bureau, Current Population Survey, Annual Social and Economic Supplements 2017; National Health Expenditure Accounts from CMS
2017; and Kaiser Family Foundation and Health Research & Educational Trust 2017 survey of employer health benefits.

PPACA also increased the payment amount primary care
providers received for seeing Medicaid patients in 2013 and
2014 so that it equaled Medicare’s payment. This policy
represented a significant increase in payments to providers
since Medicaid primary care FFS payment rates averaged
59 percent of Medicare fee levels in 2012. The federal
government incurred 100 percent of the cost of the payment
increase. Federal spending is expected to reach about

$12 billion. (The actual amount is not yet known because
states have up to two years to submit claims for federal
reimbursement.) Even though the federal subsidies expired
at the end of 2014, 16 states and the District of Columbia
are continuing to pay enhanced rates (Tollen 2015).

A provision also established under PPACA authority
allows state demonstrations for beneficiaries dually
eligible for Medicare and Medicaid. Under a financial
alignment initiative, CMS has approved 14 demonstrations
in 13 states, and all are in operation. CMS does not expect

any additional states to join the demonstrations. Most
demonstrations will operate for five years. About 450,000
dual eligibles are currently enrolled in what is one of

the largest demonstrations that CMS has ever conducted
related to dual-eligible beneficiaries. Most demonstrations
(11 of 14) are testing a “capitated” model, which uses
health plans known as Medicare—-Medicaid Plans to
provide all Medicare benefits and all or most Medicaid
benefits to dual-eligible individuals (Medicare Payment
Advisory Commission 2016).

Health care spending and individual and
family budgets

For individuals and families, growth in health care
spending has meant higher health insurance premiums
and higher taxes devoted to health care (Auerbach and
Kellermann 2011). Additionally, for those covered by
employer-sponsored health insurance, an increase in
premiums results in lower wage growth because, through
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Health care occupations employment and salaries

ealth care occupations represent a large (9 medical technicians and paramedics) are similar

percent) and growing (21 percent growth rate to the average for the non-health care workforce.

from 2006 to 2016) share of the country’s However, health care support occupations’ salaries
workforce (Table 1-2). According to data from the (e.g., home health aides, orderlies, medical assistants,
Bureau of Labor Statistics (BLS), mean salaries for and medical transcriptionists) are less than average
clinicians—health care practitioners who diagnose salaries. BLS data also indicate that wages for health
or treat conditions—are more than twice the average care professionals may have grown more rapidly (28
of all other occupations (Bureau of Labor Statistics percent), in nominal dollars, than for other occupations
2017, Bureau of Labor Statistics 2007). Salaries for (26 percent).12 (Note that BLS cautions against using
health care technicians (e.g., radiologic technologists these data to make comparisons across time.) B

and technicians, dental hygienists, and emergency

Employment and salary for health care and all other occupation categories, 2016

Increase Increase

Employees from Share of all Mean from

Occupation categories (in millions) 2006 occupations salary 2006

All occupations 140 6% N/A $49,630 27%
All but health care total 128 5 91% $48,317 26
All but clinicians 135 5 96 $47,759 26
Health care total 12 21 9 $63,234 28

Health care practitioners and

technical occupations 8 24 6 $79,160 28
Clinicians 5 27 4 $98,830 28
Technicians 3 14 2 $46,460 19
Health care support occupations 4 16 3 $30,470 24

Note:

Source:

N/A (not applicable). “Clinicians” includes health care practitioners who diagnose or treat conditions, such as physicians, dentists, physician assistants,
registered nurses, and physical therapists. “Technicians” includes health care technical occupations such as radiologic technologists and technicians,
dental hygienists, emergency medical technicians and paramedics, and pharmacy technicians. “Health care support occupations” includes occupations
such as home health aides, orderlies, medical assistants, and medical transcriptionists. Data from self-employed persons are not collected and are not
included in the estimates. Salary increases from 2006 are measured in nominal dollars. The Bureau of Labor Statistics cautions against using Occupational
Employment Statistics (OES) data to compare two points in time because the survey methodology is designed to create detailed cross-sectional employment
and wage estimates but presents challenges in using OES data as a time series. These challenges include changes in the occupational, industrial,

and geographical classification systems; changes in the way data are collected; changes in the survey reference period; and changes in mean wage
estimation methodology, as well as permanent features of the methodology.

MedPAC analysis of Bureau of Labor Statistics May 2016 National Occupational Employment and Wage Estimates United States and Bureau of Labor
Statistics May 2006 National Occupational Employment and Wage Estimates United States.

wage reductions, employers offset their increased costs In the last decade, per capita health care spending and
of providing health insurance to their employees (Baicker premiums have grown much more rapidly than median
and Chandra 2006, Gruber 2000). As health care spending household incomes and thus account for a greater share
increases, an increasing share of income from individuals of income (Figure 1-15). In 2006, per capita personal

and families is transferred to insurers, hospitals,
physicians, and other providers of health care services.

health care spending accounted for 13 percent ($6,052) of
median household income ($48,201). Insurance premiums




Recent mortality and morbidity trends

highlighted aspects of increasing mortality

and morbidity among some Americans (Arias
2016, Case and Deaton 2017, Case and Deaton 2015,
Montez et al. 2016, Zolot 2017). While researchers
have applied diverse methods and reported various
aspects of the trend, two key findings are (1) increases
in mortality in groups of Whites, especially those
with a high school diploma or less, and (2) lower and
decreasing life expectancy for residents of certain
geographic areas.

E ; everal recent studies and news reports have

Over the last century, the United States has experienced
generally consistent declines in the mortality rate.
However, there has recently been an increase in
mortality among the middle-aged (45 to 54 years old)
non-Hispanic White population (Case and Deaton
2015, Kochanek et al. 2015). Economists Case and
Deaton found no similar mortality rate increase in
other industrialized countries or in the non-Hispanic
African American or Hispanic population of this age
group (Case and Deaton 2015). Case and Deaton

note that three causes of death have dramatically
increased among this group in the last decade: suicides,
intentional and unintentional poisonings, and chronic
liver disease. Additionally, increases in midlife
mortality in this group are paralleled by increases in
self-reported midlife morbidity and troubling health
indicators and behaviors such as increased alcohol
consumption, smoking, and obesity. Case and Deaton’s
findings indicate that the increase in reports of poor
health by this group has been matched by increasing
reports of physical pain and psychological distress.

As with any population-level trend, the causes of
increased midlife morbidity and mortality among
non-Hispanic Whites are difficult to identify. A recent
study found that varying inequalities in women’s
mortality across states may be partially explained by
macro-level socioeconomic and political factors—for
example, policies that shape access to health care,

use of tobacco, availability of affordable housing,
children’s health care, and financial safety nets (Montez
et al. 2016). Some researchers point to the availability
of opioid drugs as a possible source of rising mortality
rates. Increased reports of pain combined with the
increased availability of opioid prescriptions for pain
that began in the late 1990s have been widely noted,

as well as the associated mortality (Rudd et al. 2016).
Studies have also found that recent restrictions of
opioid prescriptions may lead to unintended negative
consequences such as increased use of heroin
(Compton et al. 2016). There is concern that those
affected by opioid and substance use in midlife include
current Medicare beneficiaries under 65 and others who
will age into Medicare in worse health than current
beneficiaries. Researchers have found that patients with
a diagnosed opioid dependency are high utilizers of
health care services, including office visits, lab tests,
and related treatments (FAIR Health 2016). However,
this utilization may be related to the underlying
conditions for which opioids were used as much as

the consequences of opioid abuse or related effects.
Addiction is hard to treat, chronic pain is challenging
to control, and these conditions appear to be potential
problems among the next generation of Medicare
beneficiaries. B

for individuals and families were 9 percent ($4,242) and
24 percent ($11,480), respectively (Census Bureau 2017,
Centers for Medicare & Medicaid Services 2017a, Kaiser
Family Foundation and Health Research & Educational
Trust 2017).'3 By 2016, per capita personal health care
spending had grown to 15 percent ($8,788) of median
household income ($59,039). The premiums for typical
individual and family health insurance were 11 percent
($6,435) and 31 percent ($18,142) of median household
income, respectively. A greater share of the nominal-

dollar income increase may have gone to health care
providers than to other occupation categories (see text box
on health care occupations, p. 25). From 2007 to 2014,
middle-income households’ health care spending grew by
25 percent, while their spending fell for categories such
as food, housing, clothing, and transportation (Baily and
Holmes 2015).

Many Medicare beneficiaries are not exempt from the
financial challenges of the program’s ever-growing cost-
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Life expectancy at birth by race/ethnicity and sex, 2006 and 2015

Change Change
2006 2014 2015 2006-2015 2014-2015
All races and ethnicities, both sexes 77.8 78.9 78.8 1.0 -0.1
White, not Hispanic, both sexes 78.3 79.1 79.0 0.7 -0.1
African American, not Hispanic, both sexes 73.4 75.6 75.5 2.1 -0.1
Hispanic, both sexes 80.3 82.0 82.0 1.7 0
All races and ethnicities, female 80.3 81.3 81.2 0.9 -0.1
White, not Hispanic, female 80.7 81.4 81.3 0.6 -0.1
African American, not Hispanic, female 76.7 78.5 78.5 1.8 0
Hispanic, female 82.9 84.4 84.3 1.4 -0.1
All races and ethnicities, male 752 76.5 76.3 1.1 -0.2
White, not Hispanic, male 75.8 76.7 76.6 0.8 -0.1
African American, not Hispanic, male 69.9 72.5 72.2 2.3 -0.3
Hispanic, male 77.5 79.4 79.3 1.8 -0.1

Source: National Center for Health Statistics 2017.

sharing liabilities.'* In 2015, SMI (Medicare Part B and
Part D) premiums and cost sharing consumed 23 percent

of the average Social Security benefit, up from 7 percent

in 1980 (Boards of Trustees 2016). (Those percentages

do not include beneficiary spending on premiums for
Medicare supplemental insurance.) The Medicare Trustees
estimate that those costs will consume 30 percent of the
average Social Security benefit by 2030. On average,

Social Security benefits account for more than 60 percent
of income for seniors. For more than one-fifth of seniors,
Social Security benefits account for 100 percent of income
(Social Security Administration 2016). However, some
seniors also rely on accumulated assets to supplement their
income in retirement. Additionally, despite the increasing
cost-sharing burden, the availability of SMI Part B and Part
D benefits greatly reduces the costs that beneficiaries would
otherwise pay for health care services without those benefits
since general revenues cover a large share of those costs.

Recent trends in life expectancy,
morbidity, and mortality

Several recent studies and news reports have highlighted
aspects of decreasing life expectancy and increasing
mortality and morbidity among some Americans (see

text box on recent mortality and morbidity trends).
These aspects include—for specific groups—decreases
in life expectancy; increasing rates of suicide and deaths
from drug poisonings; and troubling health indicators
and behaviors such as increased alcohol consumption,
smoking, and obesity. These trends interact with
longstanding underlying variations in life expectancy,
mortality, and morbidity by sex, income, race and
ethnicity, and geographic location.

Liﬁe expectancy by sex, race, and Hispanic
origin

In general, life expectancy in the United States has been
increasing over the last century (although more slowly
than in other Organisation for Economic Co-operation and
Development (OECD) coun‘[ries).15 These increases in
longevity are influenced by a range of factors, including
health behavior changes, increased disease prevention
efforts, and advances in medical treatments. In 2015,
average life expectancy at birth for an individual living in
the United States was 78.8 years (Table 1-3). However, an
individual’s life expectancy can vary significantly from this
average based on certain characteristics, including race, sex,
socioeconomic status, and geographic location. Variations
have existed ever since official data have been collected.
One example is that, in 2015, women on average had a
longer life expectancy (81.2 years) than men (76.3 years)
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Age-adjusted opioid-related death rate per 100,000 population, 2015
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Source: MedPAC analysis of data from the Centers for Disease Control and Prevention, National Center for Health Statistics, Underlying Cause of Death 1999—
2015 on CDC WONDER Online Database, released December 2016. Data are from the Multiple Cause of Death Files, 1999-2015, as compiled from
data provided by the 57 vital statistics jurisdictions through the Vital Statistics Cooperative Program. http://wonder.cdc.gov/ucd-icd10.html.

(Table 1-3, p. 27). Though this longevity gap has lessened
in recent years, researchers speculate that these differences
are caused by a combination of genetics, reductions in
infections, and behavioral and lifestyle factors (Beltran-
Sanchez et al. 2015).

Race and ethnicity are also associated with life expectancy.

The Hispanic population in the United States in 2015 had

a higher life expectancy at birth (82.0 years) than the non-
Hispanic White and African American populations, at 79.0
and 75.5 years, respectively (Table 1-3, p. 27). Though
these differences have shifted somewhat over time, the
general trend has persisted, that the Hispanic population
has the longest life expectancy and non-Hispanic African
Americans have the shortest (Arias 2016).
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Life expectancy, by geographic areas

Life expectancy in the United States varies based on an
array of geographic characteristics, including urban and
rural location and among states. A 2017 study by Zolot
found a greater than 20-year difference in life expectancy
by county and that these geographic disparities have been
increasing over the past few decades (Zolot 2017). A 2014
study by Singh and Siahpush found that life expectancy
was inversely related to levels of rurality and that rural
African Americans and Whites had lower life expectancies
than their urban counterparts (Singh and Siahpush 2014).'6
From 2005 through 2009, those in large metropolitan
areas had a life expectancy of 79.1 years compared with
76.9 years in small towns and 76.7 years in rural areas.
Compared with their urban peers, people in rural areas

had higher rates of both smoking and lung cancer, along
with obesity. Additionally, rural residents on average had

a lower median family income and higher poverty rate,
and fewer had college degrees, which may contribute

to the difference in life expectancy. Another study by
Chetty and colleagues exploring the association between
life expectancy and income found that low-income
individuals’ life expectancy varied substantially based on
where they lived (Chetty et al. 2016). The study found that
individuals in the lowest income quartile often lived longer
and had more healthful behaviors if they resided in urban
areas with highly educated populations, high incomes,

and high levels of government expenditures. Some
potential explanations for these findings are that these
areas may have public policies that improve health (e.g.,
smoking bans) or they may have greater funding for public
services. However, the Commission’s research has found
little difference between rural and urban beneficiaries’
satisfaction with access to care and amount of service use.
With respect to quality of care, quality is similar for most
types of providers in rural and urban areas; however, rural
hospitals tend to have below-average rankings on mortality
and some process measures (Medicare Payment Advisory
Commission 2012).

A recent study by Montez and colleagues examined
variation in women’s mortality rates across states (Montez
et al. 2016).!7 The study found that a state’s economic
and social environment (e.g., welfare policy, tobacco

tax rate, level of economic inequality) had a significant
effect on women’s mortality rate. The researchers found
that many of the states with the best economic and social
indicators had some of the lowest mortality rates among
women. The same correlation was not seen among

males. These findings imply that geographic inequities in

women’s mortality rates may not be fully explained just
by women’s personal characteristics; rather, the influence
of socioeconomic and political contexts must be also
considered.

Numerous researchers and media stories have highlighted
the growing opioid abuse and mortality trend (Case

and Deaton 2017, Case and Deaton 2015, Rudd et al.
2016, Zolot 2017). Case and Deaton note, “In 2000, the
epidemic was centered in the southwest. By the mid-2000s
it had spread to Appalachia, Florida, and the west coast.
Today, it’s country-wide” (Case and Deaton 2017). Figure
1-16 shows the age-adjusted opioid-related death rate per
100,000 population in 2015. In 2015, the five states with
the highest rates of death due to drug overdose were West
Virginia (41.5 per 100,000), New Hampshire (34.3 per
100,000), Kentucky (29.9 per 100,000), Ohio (29.9 per
100,000), and Rhode Island (28.2 per 100,000).

Significant increases in drug overdose death rates from
2014 to 2015 were seen primarily in the Northeast

and South Census Regions. States with statistically
significant increases in drug overdose death rates from
2014 to 2015 included Connecticut, Florida, Illinois,
Kentucky, Louisiana, Maine, Maryland, Massachusetts,
Michigan, New Hampshire, New Jersey, New York, North
Carolina, Ohio, Pennsylvania, Rhode Island, Tennessee,
Washington, and West Virginia.

Life expectancy at age 65

Recent decreases in life expectancy and increases in
mortality are isolated to the under-65 population. Between
2006 and 20135, life expectancy at 65 (i.e., remaining years
of life) increased for all groups (Table 1-4, p. 30).

Leading causes of death

Over the past few decades, there has been little change

in the leading causes of death in the United States, both
for all Americans and those 65 and older (Table 1-5, p.
30, and Table 1-6, p. 31). Heart disease and cancer have
remained the first and second leading causes of death,
respectively, for both age groups for more than 75 years
(Hoyert 2012, National Center for Health Statistics 2017).
In each year between 1935 and 2015, three causes—heart
disease, cancer, and stroke—remained among the five
leading causes (not all data shown). Suicide was the 10th
leading cause of death among all Americans in both 1980
and 2015.

Some of the leading causes of death overlap with the most
prevalent and most expensive chronic conditions among
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TABLE

1-4 Life expectancy at age 65 by race/ethnicity and sex, 2006 and 2015
Change Change
2006 2014 2015 2006-2015 2014-2015
All races and ethnicities, both sexes 18.7 194 194 0.7 0
White, not Hispanic, both sexes 18.7 19.4 194 0.7 0
African American, not Hispanic, both sexes 17.2 18.2 18.2 1.0 0
Hispanic, both sexes 20.2 21.5 214 1.2 -0.1
All races and ethnicities, female 19.9 20.6 20.6 0.7 0
White, not Hispanic, female 19.9 20.6 20.5 0.6 -0.1
African American, not Hispanic, female 18.6 19.7 19.7 1.1 0
Hispanic, female 21.5 22.8 22.7 1.2 -0.1
All races and ethnicities, male 17.2 18.0 18.0 0.8 0
White, not Hispanic, male 17.3 18.0 18.0 0.7 0
African American, not Hispanic, male 15.2 16.4 16.4 1.2 0
Hispanic, male 18.5 19.7 19.7 1.2 0

Source: National Center for Health Statistics 2017.

Medicare FFS beneficiaries (Table 1-7). In Table 1-7, the may have other health conditions that contribute to their
Medicare total per capita spending amounts represent total Medicare utilization and spending amounts).

all Medicare spending for FFS beneficiaries with the
specified condition (i.e., the spending cannot be attributed
strictly to the specified condition because beneficiaries

It is unclear how the prevalence of these and other acute
and chronic conditions contributes to Medicare spending
trends in part because treatments for conditions are

m Leading causes of death, 1980 and 2015

Table 1-5a. Leading causes of death, 1980 Table 1-5b. Leading causes of death, 2015

Share of Share of
Cause of death deaths Cause of death deaths
1. Heart disease 38.2% 1. Heart disease 23.4%
2. Cancer 20.9 2. Cancer 22.0
3.  Stroke 8.6 3. Chronic lower respiratory diseases 57
4. Unintentional injuries 53 4. Unintentional injuries 54
5. Chronic obstructive pulmonary diseases 2.8 5. Stroke 52
6. Pneumonia and influenza 2.7 6. Alzheimer's disease 4.1
7. Diabetes mellitus 1.8 7. Diabetes mellitus 2.9
8.  Chronic liver disease and cirrhosis 1.5 8. Pneumonia and influenza 2.1
9.  Atherosclerosis 1.5 9. Nephritis, nephrotic syndrome, and nephrosis 1.8
10. Suicide 1.4 10. Suicide 1.6

Note:  Starting with 2011 data, the rules for selecting renal failure as the underlying cause of death were changed, affecting the number of deaths in the “nephritis, nephrotic
syndrome, and nephrosis” and “diabetes mellitus” categories. These changes directly affect the cases of death with mention of renal failure and other associated
conditions such as diabetes mellitus with renal complications. The result is a decrease in the number of deaths attributed to nephritis, nephrotic syndrome, and nephrosis
and an increase in the number of deaths attributed to diabetes mellitus. Therefore, trend data for these two causes of death should be intrepreted with caution.

Source: 2017 data on mortality from the National Center for Health Statistics.
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TABLE

1-6 Leading causes of death at age 65 and older, 1980 and 2015
Table 1-6a. Leading causes of death at age 65 Table 1-6b. Leading causes of death at age 65
and older, 1980 and older, 2015

Share of Share of
Cause of death deaths Cause of death deaths
1. Heart disease 44.4% 1. Heart disease 25.5%
2. Cancer 19.3 2. Cancer 21.1
3.  Stroke 10.9 3. Chronic lower respiratory diseases 6.6
4. Pneumonia and influenza 3.4 4.  Stroke 6.0
5. Chronic obstructive pulmonary diseases 3.2 5. Alzheimer's disease 55
6.  Atherosclerosis 2.1 6. Diabetes mellitus 2.8
7. Diabetes mellitus 1.9 7. Unintentional injuries 2.6
8.  Unintfentional injuries 1.9 8. Pneumonia and influenza 2.4
9. Nephritis, nephrotic syndrome, and nephrosis 1.0 9. Nephritis, nephrotic syndrome and nephrosis 2.1
10. Chronic liver disease and cirrhosis 0.7 10. Septicemia 1.5

Note:  Starting with 2011 data, the rules for selecting renal failure as the underlying cause of death were changed, affecting the number of deaths in the “nephritis, nephrotic
syndrome, and nephrosis” and “diabetes mellitus” categories. These changes directly affect affect the number of deaths attributed to renal failure and other associated
conditions such as diabetes mellitus with renal complications. The result is a decrease in the number of deaths attributed to nephritis, nephrotic syndrome, and nephrosis
and an increase in the number of deaths attributed to diabetes mellitus. Therefore, trend data for these two causes of death should be intrepreted with caution.

Source: 2017 data on mortality from the National Center for Health Statistics.

Selected chronic conditions by prevalence and total
per capita spending among Medicare FFS beneficiaries, 2015

Prevalence among Tol'ul er capita spending
Medicare FFS ﬁeneflcmrles with
Chronic condition beneficiaries the specified condition
Five chronic conditions most prevalent
among Medicare FFS beneficiaries:
Hypertension 58.3% $13,718.10
Hyperlipidemia 47.3 13,053.20
Rheumatoid arthritis/osteoarthritis 32.1 15,231.10
Diabetes mellitus 28.2 15,067.40
Ischemic heart disease 28.2 18,214.30
Five chronic conditions with highest total per capita
spending among Medicare FFS beneficiaries:
Stroke 3.9 29,852.60
Heart failure 14.5 27,078.20
COPD 12.0 24,332.90
Schizophrenia/other psychotic disorders N/A 24,270.90
Chronic kidney disease 19.3 24,027 .90

Note:  FFS (fee-for-service), COPD (chronic obstructive pulmonary disease), N/A (not available). Data include all Medicare beneficiaries who were eligible for or enrolled
in Medicare on or after January 1, 2015. Period prevalence is calculated for these rates: beneficiaries with full or nearly full FFS coverage (i.e., 11 or 12 months
of Medicare Part A and Part B (or coverage until time of death) and 1 month or less of HMO coverage) during the year who received treatment for the condition
within the condition-specified look-back period (chronic conditions have a 1- to 3-year look-back period). Beneficiaries may be counted in more than one chronic
condition category. The Medicare utilization and spending information presented above represents total Medicare FFS spending for beneficiaries with the condition.
The information should not be used to attribute utilization or payments strictly to the specific condition selected because beneficiaries with any of the specific
conditions presented may have other health conditions that contribute to their Medicare utilization and spending amounts.

Source: 2017 data from the Chronic Conditions Warehouse from the Centers for Medicare & Medicaid Services.
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FIGURE
1-17

Life expectancy at age 65 is lower and increased less in

the United States than in other OECD countries, 1970-2015
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influenced by changes in technology and definitions of
what constitutes disease shift over time. The Commission
explored this question in 2007 and found upward pressure
on Medicare costs because of a greater proportion of
beneficiaries being treated for multiple chronic conditions
(Medicare Payment Advisory Commission 2007). This
increase reflected growth in the prevalence of obese
beneficiaries, advances in technology for diagnosing and
treating conditions, and changes in disease definitions.
More recently, the Congressional Budget Office found
that, while ample evidence exists of increased health

care spending associated with obesity, evidence about

the effects of weight loss on the health and health

care spending of obese people is inconclusive at best
(Congressional Budget Office 2015).

The relationship between Medicare
spending and quality

As Medicare per beneficiary spending has increased over
the life of the program, has the quality of health care
received by Medicare beneficiaries improved? From the
perspective of beneficiary health and longevity, indicators
show improvements, primarily for beneficiaries ages 65
and older; the limited data available for younger Medicare
beneficiaries include one indication of potentially poorer
quality:

* Life expectancy at age 65 has steadily increased since
the introduction of Medicare. Individuals who reached
age 65 in 2015 had a remaining life expectancy of
19.3 years, compared with 15.1 years for this age
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The percentage of Medicare eligibles reporting fair or poor
health status changed over time, available years 1991-2015

People reporting fair or poor
health status (in percent)
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Note:  “Disabled adults” includes people 18 and older who have one or more of the following limitations or difficulties: movement difficulty, emotional difficulty, sensory

(seeing or hearing) difficulty, cognitive difficulty, self-care (activities of daily living or instrumental activities of daily living) limitation, social limitation, or work
limitation. Disability measure among adults 18 years and older did not begin being reported until 1997.

Source: 2017 data on health status from the National Center for Health Statistics.

group in 1970. However, these beneficiaries’ gains in
longevity are outpaced by their peers in other OECD
countries. From 1970 to 2015, U.S. life expectancy
at age 65 improved by 4.2 years (Figure 1-17),
compared with an average gain of 5.3 years for the
35 OECD countries.'® (Comparable information for
the Medicare population under age 65 is not readily
available.)

e Between 1991 and 2015, the share of people ages 65
to 74 reporting fair or poor health status declined from
26 percent to 19 percent (Figure 1-18); the share of
people ages 75 and older reporting fair or poor health
status declined from 34 percent to 26 percent; but the
share of adults with disabilities reporting fair or poor
health status increased from 27 percent in 1997 (the
first year the measure was reported) to 29 percent in
2015.

*  While the share of people ages 65 and older with
chronic conditions such as diabetes, hypertension, and
high cholesterol has increased over time, the share of
people who have those conditions under control has
also increased (National Center for Health Statistics
2015). (Comparable information for the Medicare
population under age 65 is not readily available.)

However, many factors other than health care also impact
individual and population health, including poverty,
income levels, and health-related behaviors such as
smoking and alcohol consumption. For example, the
poverty rate among people ages 65 years and older has
fallen, with the support of the Social Security program,
from almost 25 percent in 1970 to about 9 percent in 2016,
potentially having a substantial effect on individual and
population health for that age group (Figure 1-19, p. 34).
The poverty rate for younger adults with disabilities has
shifted over time, decreasing overall from 36 percent in
1997 to 27 percent in 2016.
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The poverty rate has fallen over time amon

people ages 65 years and older

and adults with disabilities, available years 1970-2016
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Data on the poverty rate among people with disabilities has been reported for only six years: 1997, 2000, 2010, 2014, 2015, and 2016.

Baby boomers will make up the next
generation of Medicare beneficiaries

As the baby-boom generation ages, enrollment in the
Medicare program will surge. In 15 years, Medicare is
projected to have more than 80 million beneficiaries—up
from 54 million beneficiaries today—almost 90 percent
of whom will be of the baby-boom generation.'® These
individuals will define the upcoming Medicare population
in terms of age distribution, health status, health insurance
experiences before Medicare enrollment, and financial
security.

The Medicare population becomes younger
as it expands and then grows older as the
baby-boom generation ages

Enrollment in the Medicare program is projected to grow
rapidly as members of the baby-boom generation age into
the program (see Figure 1-10a, p. 18). These individuals
began aging into Medicare in 2011 at an average rate of

10,000 people per day. Medicare enrollment is projected
to grow by nearly 50 percent by 2030, and this growth will
be made up almost entirely of baby boomers (Figure 1-20)
(Census Bureau 2014b).

The Medicare population over the next 15 years will

be relatively younger, as members of the baby-boom
generation join and increase the number of beneficiaries in
younger age categories (Figure 1-21, p. 36).

The share of the Medicare population age 85 years or
older is projected to decline slightly through 2025 and then
grow as baby boomers continue to age (Boards of Trustees
2014, Census Bureau 2014b). In 2013, per beneficiary
spending for those ages 85 and older was about twice that
of those ages 65 to 74. So, the changing age structure of
the Medicare population will exert somewhat less pressure
on spending in the very near term, at least on a per capita
basis, and then pressure will increase again over the longer
term.
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Figure 1-21a: Population by age and sex: 2010

Figure 1-21b: Population by age and sex: 2030
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The health of the future Medicare population

How will the health of the Medicare population change as
the baby-boom generation ages into the program? A lot
of uncertainty surrounds that question. What is known is
that members of the baby-boom generation have longer
life expectancies and a much lower rate of smoking than
earlier generations. This generation also has higher rates
of certain diseases and chronic conditions, but these rates
could be driven in part by expanded testing and disease
definitions. Moreover, baby boomers are much more likely
than prior generations to have some chronic conditions
under control.

America’s Health Rankings compares the health status
of middle-age adults (which defines “middle age” as
ages 50—64 years) in 2014 with the same cohort in 1999
(who are now Medicare beneficiaries). Compared with
their predecessors, middle-age adults about to age into
Medicare:

are 50 percent less likely to smoke,
have a 55 percent higher prevalence of diabetes,
have a 25 percent higher prevalence of obesity, and

have a 9 percent lower prevalence of very good or
excellent health status (United Health Foundation
2016).

Positive indicators: Longer life expectancies and
lower rates of smoking

The baby-boom generation enjoys much longer life
expectancies than earlier generations, overall and at
older ages (Census Bureau 2014a). Individuals born

in 1905 who reached age 65 in 1970 had a remaining
life expectancy of about 15 years. Individuals born in
1945 who reached age 65 in 2010 had a remaining life
expectancy of about 19 years, a 4-year increase over the
1905 birth cohort.
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The baby-boom generation’s rate of smoking is much
lower than that of previous generations (Cutler and
Glaeser 2006). When members of the previous generation
were adults in the 1950s and mid-1960s, Americans had
one of the highest smoking rates in the developed world:
In 1965, over 40 percent of those ages 18 years and older
smoked (Census Bureau 2014a). But since the mid-1960s
and throughout the period in which baby boomers entered
adulthood, that rate has been on a dramatic decline. By
2012, only 18 percent of those ages 18 years and older
smoked.

Negative indicators: Higher rates of obesity and
diabetes

Although smoking rates have declined, the share of
adults who are obese has risen dramatically over the

last 40 years. In the 1970s, about 15 percent of the adult
population ages 20 to 74 years was obese. By 2010, the
share more than doubled—reaching 36 percent. The
proportion of boomers who were obese in 2010 was even
higher, at about 40 percent.

Related to higher rates of obesity, baby boomers have
higher rates of diabetes than the previous generation
(15.0 percent versus 13.9 percent, respectively). However,
baby boomers diagnosed with diabetes are much more
likely to have the disease under control than members of
the previous generation.?” For the U.S. adult population
overall, researchers found a doubling of the share with
diabetes from 1990 to 2008 that plateaued between 2008
and 2012 (Geiss et al. 2014). Despite the leveling off in
recent years, the share of African Americans, Hispanics,
and those with a high-school education or less who have
diabetes appears to continue to increase.

Mortality from diabetes has declined, leading to more
years spent with diabetes but fewer years of life lost to the
disease for the average individual with diabetes (Gregg

et al. 2014a, Gregg et al. 2014b). For the population as a
whole, however, the number of years of life lost to diabetes
has increased because of the increase in the numbers of
people who have the disease.
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Mixed indicators: Higher rates of certain diseases
and chronic conditions, but evidence of better
management

When compared with the previous generation, the baby-
boom generation has rates of heart disease and stroke
similar to the previous generation. Some research indicates
that cancer rates have increased in the baby-boom
population (National Center for Health Statistics 2014).
However, higher rates of disease and chronic conditions
could also be the result of increased use of diagnostic
testing and more aggressive treatment practices (Welch et
al. 2011). For example, an extremely slow-growing cancer
may now be detectable in a person with no symptoms,

but might never progress to make the person sick; in such
cases, treatment might be unwise.

Also, not all diseases and conditions have the same

impact on health status and per beneficiary spending.

For example, high blood pressure and high cholesterol
were the two most prevalent conditions among Medicare
beneficiaries in 2012 but in isolation were not the most
costly to treat. Stroke, heart failure, and chronic kidney
disease were among the chronic conditions associated with
the highest per beneficiary spending (Centers for Medicare
& Medicaid Services 2015a, Centers for Medicare &
Medicaid Services 2015b).

Another factor affecting per beneficiary Medicare
spending is whether beneficiaries were continuously
insured before age 65. Research has found that Medicare
spending is significantly higher for previously uninsured
adults than for previously insured adults (McWilliams et
al. 2009). Therefore, the increased availability of health
insurance under PPACA—absent future changes—could
reduce future Medicare spending for younger baby
boomers. Coverage under PPACA through Medicaid
expansions (in participating states) and federal and state
exchanges began in 2014, when the youngest boomers
were 50 years old. So, some boomers who otherwise
would have been uninsured before aging into the Medicare
program now may have up to 15 years of continuous
coverage before becoming eligible for Medicare.

A final factor to consider regarding future Medicare
spending is that health care costs in a person’s last year of
life are substantial (in the last decade, Medicare spending
was more than six times higher for decedents than for
survivors). So as the baby-boom generation ages, the
increased number of beneficiaries entering their last year
of life will likely exert upward pressure on Medicare
spending (Hogan 2015).

Effect of baby boomers’ health insurance
experience pre-Medicare on enrollment
decisions for Medicare

The health insurance experience of baby boomers before
Medicare eligibility can also affect their decisions
regarding enrollment in Medicare Advantage and medigap
plans as they consider trade-offs between cost sharing and
limitations placed on choice of providers.

The baby-boom generation’s experience with private
health insurance coverage has been evolving. Baby
boomers likely began their working years in conventional
health plans—that is, plans in which health care can

be delivered by any provider, with the insurer paying a
share of the provider’s charges. But over time, many also
experienced the disappearance of conventional plans and
the rise and subsequent decline of managed care in the
form of HMOs—plans that limit health care delivery to the
network’s providers.

For the baby-boom generation, pre-Medicare enrollment
in preferred provider organizations (PPOs) has grown
steadily. PPOs generally have lower cost sharing for
services delivered by in-network providers versus out-
of-network providers. They likely have broad provider
networks supported by rapidly rising premiums,
deductibles, and copayments. After the backlash against
managed care in the mid-1990s, employees and employers
favored the broadest possible access to providers and
demanded very large networks. Only during the Great
Recession that began in 2007 did employees and
employers become increasingly willing to accept plans
with narrower networks in return for lower premiums,
deductibles, and copayments.

Only the youngest boomers are likely to have had
experience with high-deductible plans—plans that

have lower premiums than traditional plans, but require
the enrollee to pay a large deductible before receiving
insurance benefits—or with the health insurance
exchanges that commenced in 2014 under PPACA, owing
to their recency.

Baby boomers may be less financially
secure than previous generations in
retirement

During the Great Recession, which began in 2007, real
median household income declined for all age groups
under age 65 (Figure 1-22, p. 38).! Since many baby
boomers may have been near retirement during the
economic slowdown, they may be less financially secure
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Real median household income declined for all age groups
under age 65 during the Great Recession, which began in December 2007
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than previous generations in retirement.?? For example,
in 2014, the real median household income for 55- to
64-year-olds had fallen 4 percent over the decade (Figure
1-22). In contrast, real median household income for
members of this age group had increased by 13 percent

a decade earlier and by 6 percent in the decade ending in
1994.

Income tends to peak when people are between 45 and 54
years old (Figure 1-22). However, this age group, which
includes part of the baby-boom generation, experienced a
real median household income decline of 7 percent over
the decade ending in 2014 (Figure 1-22). In contrast, real
median household income for members of this age group
had increased by 2 percent a decade earlier and by 9
percent in the decade ending in 1994.

During the Great Recession, family net worth (assets
minus liabilities) also declined (Figure 1-23). Between
2007 and 2013, the median net worth of families with
heads of household ages 55 to 64 fell 42 percent in real

terms. In contrast, the same age group’s real median
family net worth increased by 70 percent over the six-year
period ending in 2004 and decreased by 1 percent over
the six-year period ending in 1995. In fact, someone 55 to
64 years old in 2013 had slightly lower net worth than a
member of this age group in 1995 (in 2016 dollars). Note
that, unlike other age groups that experienced increases in
net worth from 2013 to 2016, families headed by 65- to
74-year-olds experienced a decline.

The economic slowdown also took its toll on the
generation that came after the baby boomers (called
“Generation X”").> When compared at similar ages,
members of Generation X are less financially secure
than the baby boomers. The extent to which members of
Generation X will recover financially depends in part on
the pace of economic growth from now until they retire.
Some experts expect the economy to grow more slowly
in the future than it did in the 1980s and 1990s because
the labor force is anticipated to expand more slowly than
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Real family net worth declined for all age groups
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it did then. Labor force growth is anticipated to be held
down by the ongoing retirement of the baby boomers and
a relatively stable labor force participation rate among
working-age women, after sharp increases from the 1960s
to the mid-1990s (Congressional Budget Office 2015).

Inefficient spending suggests Medicare
could spend less without compromising
care, but not without challenges

With few exceptions throughout modern history, health
care spending in the United States has grown robustly,
outpacing the growth in the economy. Even if Medicare’s
recent low growth in per beneficiary spending is sustained
(and experience in 2014 suggests it may not be),
enrollment growth from the aging of the baby boomers
will contribute to growth in total spending regardless.
However, the Commission does not believe that ever-
increasing health care spending is inevitable. There is

strong evidence that a sizable share of current health care
spending—both overall and by Medicare—is inefficient
or unnecessary, providing an opportunity for policymakers
to reduce spending, extend the life of the program, and
reduce pressure on the federal budget.

Geographic variation within and outside the
United States indicates that some share of
spending is inefficient

Research on Medicare spending shows that areas with
higher spending or more intensive use of services do not
always have higher quality of care or improved patient
outcomes (Fisher et al. 2003a, Fisher et al. 2003b).
Measures of service use, adjusted for health status and
standardized prices, also show considerable variation
(Medicare Payment Advisory Commission 2011b).
Services that have been widely recognized as low value
continue to be performed regularly (Schwartz et al. 2014).

The United States spends more on health care than any
other country in the world (both on a per capita basis and
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as a share of GDP), but studies consistently show it ranks
poorly on indicators of efficiency, equity, and outcomes.
According to a 2014 study by the Commonwealth Fund,
the United States ranks last of 11 nations on 2 indicators
of healthy lives—mortality amenable to medical care and
healthy life expectancy at age 60 (Davis et al. 2014).

Medicare’s challenges to increasing
efficiency

The Medicare program is a complex and fragmented
system, consisting of multiple paths to entitlement,
multiple types of coverage (Part A, Part B, Part C, and
Part D), multiple payment systems, and different rules

for each setting. The Medicare program must set prices
for thousands of discrete services at different levels of
aggregation (e.g., inpatient hospital payments are paid
based on the stay, while physician payments are based

on the service) and in different labor markets across the
country. The Medicare program statute and rulemaking
include a substantial number of exceptions, adjustments,
and modifications to its general policies. Several of
Medicare’s structural features (and some shared across the
health care system) complicate efforts to achieve spending
efficiencies:

®  Medicare is just one payer in the overall, multipayer
health care system. While Medicare is the single
largest payer in the health care sector, the policy
signals from multiple payers can interact in ways
that sometimes result in unintended consequences.
For example, if a dual-eligible nursing home resident
is hospitalized for three days, he or she would then
potentially qualify for a Medicare-covered skilled
nursing facility stay, shifting the cost burden from
the state Medicaid program to the federal Medicare
program. Other care for beneficiaries dually eligible
for Medicare and Medicaid can be fragmented.

e Fragmented payment system across multiple settings.
The program sets payment rates each year for at least
nine health care settings or provider types: acute care
hospitals, physician and other health professional
services, home health agencies, skilled nursing
facilities, long-term care facilities, hospice, inpatient
rehabilitation facilities, ambulatory surgical centers,
and end-stage renal disease dialysis facilities. In
addition to the yearly rule-making process involved
in setting these rates, administrators oversee other
parts of the program that operate on fee schedules
(ambulances, outpatient lab facilities) or on cost-

based payment (rural health centers, critical access
hospitals). Payment rates for Part C (Medicare
Advantage) are set using administrative pricing
based on a competitive process, and Part D payments
(prescription drugs) are set generally by market rates.
The fragmented payment system across multiple
health care settings reduces incentives to provide
patient-centered, coordinated care.

Coverage of services delivered by any willing
provider. Under Medicare’s statute, the program
generally covers all medically necessary (a criterion
that is open to interpretation) services that are
delivered by any willing provider (any provider that

is willing to meet Medicare’s criteria). As a result,
Medicare does not have the authority to develop
provider networks or to credential providers, tools that
private payers often use to reduce the potential for
fraud and abuse. In some cases, the Medicare program
even has difficulty removing providers or suppliers
whose claims histories clearly demonstrate aberrant
patterns of billing, care, or both.

The program’s benefit design. Beneficiaries face
differential cost sharing by service (for example,
coinsurance for physician services is 20 percent, while
home health has no coinsurance); in addition, the
cost-sharing amounts, percentages, and deductibles
vary by setting, and some services are not covered
(for example, Medicare does not generally cover
long-term care). Medicare Part A and Part B lack

a cap on out-of-pocket (OOP) costs (a feature that
exists in nearly all private insurance policies). In
response, many beneficiaries purchase supplemental
coverage that includes an OOP maximum. Most
supplemental policies also substantially reduce

or eliminate most of the beneficiary liability for
coinsurance and deductibles, thereby blunting the
impact of cost sharing. As a result, there is little
incentive for beneficiaries to be cost conscious—that
is, to select only those services that are necessary and
choose providers who use efficient clinical practices
(Medicare Payment Advisory Commission 2012).

Different prices for the same or similar services.
Because of the different settings in which services
are delivered, the Medicare program in some cases
has different payment rates for the same or similar
services. Under these circumstances, providers have
an incentive to shift care to the higher paid setting,
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which leads to increased program spending and higher
beneficiary cost sharing.

e Undervalued and overvalued services. In the process
of setting rates for thousands of services, certain
services are undervalued relative to others, providing
incorrect incentives for their use. For example, the
Commission has raised concerns that the Medicare fee
schedule overpays for services provided by clinicians
in procedural specialties and underpays for services
provided by clinicians in primary care specialties
(Medicare Payment Advisory Commission 2011a).
This imbalance results in significantly higher income
for clinicians in procedural specialties relative to
those in primary care specialties, contributing to a
corresponding imbalance in clinician supply.

®  Prompt payment standards. The Medicare program
also follows prompt payment requirements, paying
claims within 30 days of receipt. Otherwise, Medicare
is liable for interest. This emphasis on timely payment
means that, in many cases, the claim may be paid and
only thereafter identified as potentially fraudulent or
erroneous.

®  Vulnerability to patient selection, steering, and
overuse. Another consequence of Medicare’s payment
structure is its vulnerability to patient selection,
steering, and overuse. For example, with some
payment systems, it is financially advantageous for
providers to treat certain kinds of beneficiaries and
avoid others, provide certain types of services over
others, or treat beneficiaries in a higher paid setting. In
addition, in Medicare’s FFS system, providers may be
able to increase their revenue by increasing the volume
of services they provide without commensurate value
to the beneficiary. In addition, clinicians can prescribe
drugs and medical devices while receiving payment
from manufacturers.

These features make the program vulnerable to
inappropriate care, waste, and fraud. GAO annually
designates Medicare as a high-risk program because of

its size, complexity, and susceptibility to mismanagement
and improper payments, which include fraud and errors
but not overuse. For fiscal year 2014, the agency found
improper payments of 12.7 percent for Medicare FFS, 9
percent for Part C, and 3.3 percent for Part D (Government
Accountability Office 2013).

In recent years, CMS has gained new authorities to
exclude potentially fraudulent providers from the program
and apply different levels of scrutiny to new providers
based on their fraud potential. CMS has also further
developed its ability to identify potentially fraudulent
billing patterns. However, all of CMS’s activities in

this area are constrained by resources and subject to
statutory requirements that limit its ability to use the same
tools as private insurers to reduce fraud (Government
Accountability Office 2013).

Congress has recognized the need for CMS to pursue
value-based purchasing policies. For example, the
Improving Medicare Post-Acute Care Transformation

Act of 2014 required post-acute care providers to report
standardized performance data and linked these measures
to payment. Earlier, in 2010, PPACA emphasized tying
payment to quality in the Medicare program (e.g., by
allowing accountable care organizations (ACOs) that meet
quality thresholds to share in cost savings and by reducing
payments to hospitals with excessive readmissions and
hospital-acquired conditions). PPACA also included

new CMS authorities through the establishment of an
Innovation Center to test different payment structures

and methodologies; the intention is to reduce program
expenditures while maintaining or improving quality

of care, which, if successful, could be extended within
Medicare.

The Commission’s approach to addressing
these challenges

Medicare’s goal should be to obtain the greatest possible
value for the program’s expenditures, which means
maintaining beneficiaries’ access to high-quality services
while encouraging efficient use. However, managing
payment rates alone will not address the Medicare FFS
system’s key challenge—that providers are usually paid
more for doing more services but are usually not held
accountable for outcomes. Resolving this conundrum will
require further reform of both the payment and delivery
systems.

The Commission’s work can be categorized in the
following domains: (1) payment accuracy and efficiency,
(2) care coordination and quality, (3) information for
patients and providers, (4) engagement of beneficiaries,
and (5) alignment of the health care workforce. Regardless
of the issue, the Commission always considers the
interests of three main actors: the beneficiary—access
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to high-quality, efficient care; the provider—fair and
equitable pay; and the taxpayer—the most prudent and
valuable use of the public’s dollar.

The Commission has made numerous recommendations
to improve Medicare across these five domains (see online
Appendix 1-A, available at http://www.medpac.gov, for
information on prior Commission recommendations).
Many of these recommendations still await adoption from
the Congress or the Secretary. The Commission strongly
urges action on outstanding recommendations:

e Improving payment accuracy and encouraging
efficiency to influence change. In Medicare’s
payment systems, the payment rates for individual
products and services too often do not accurately
reflect the cost of furnishing the product or service.
Inaccurate payment rates create incentives for higher
volume growth for certain services, thereby unduly
disadvantaging some providers and rewarding others.
The Commission pursues payment accuracy in its
update recommendations as well as other policy
recommendations, with a focus on ensuring that
payment is adequate for the efficient provision of care.

The Commission has also identified areas in which
payment differences, not clinical differences, among
settings for the same service drive the choice of a
patient’s treatment setting. In principle, the Medicare
program should pay the same amount for the same
service, regardless of the setting in which it is
provided, unless payment differentials are justifiable
based on differences in patient mix, provider mission,
or other explicitly recognized factors. In June 2017,
the Commission made a recommendation to adopt

a unified post-acute care (PAC) payment system. In
March 2012, 2013, and 2014, the Commission made
a host of recommendations addressing site-neutral
payment issues.

In addition, the Commission has embraced a
preference for moving the Medicare program beyond
a primarily FFS system to one where payment policy
is designed to improve care coordination. By thus
addressing the underlying delivery of care, Medicare
would hold providers responsible for the health
outcomes of beneficiaries. The Commission has made
numerous recommendations and provided details

on mechanisms to support this program shift (e.g.,
opportunities for providers to organize into ACOs,
ways to standardize measures and payment across

PAC settings, per beneficiary payment for primary
care providers).

Encouraging care coordination and quality.
Medicare has relied on providers’ norms to uphold
professional standards and satisfy patients, but until
recently the program did not have the authority to hold
providers accountable for improving or to provide
incentives to improve the quality of care they provide.
Similarly, few structures exist in Medicare to hold
providers accountable for a beneficiary’s full spectrum
of care, even when they make the referrals that

dictate additional resource use. The Commission has
supported policies that move Medicare beyond FFS
into payment systems that make a provider responsible
for the patient’s entire episode of care to help address
these gaps between settings.

One such payment policy involves ACOs. In an
October 2011 comment letter to the Congress

and the March 2013 report to the Congress, the
Commission recommended increasing the shared
savings opportunity for physicians and health
professionals who join or lead two-sided-risk ACOs—
holding providers at financial risk to meet quality
measures while obligating the program to pay for
successful provider performance. Other suggested
improvements to the ACO program include providing
these ACOs with regulatory relief, making risks and
rewards asymmetric, and giving them better tools

to engage beneficiaries (e.g., waiving some or all
cost sharing for beneficiaries when they use ACO
providers). In addition to the 2014 recommendations,
the Commission provided extensive guidance to the
Congress and CMS in identifying ways to improve
Medicare’s ACO program in its June 2009 report

to the Congress and in comment letters to CMS in
November 2010, June 2011, June 2014, February
2015, March 2016, and November 2017.

Broadening information available to Medicare,
patients, and providers. Medicare and its providers
lack the information and tools needed to improve
quality and use program resources efficiently. For
example, Medicare lacks quality data from many
settings of care and does not have timely cost or
market data to set accurate payment rates. In addition,
beneficiaries are called on to make complex choices
among delivery systems, drug plans, and providers.
Medicare has started to make information available
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for beneficiaries that could help them choose higher
quality providers or lower cost treatments and improve
their satisfaction. The Commission has supported
policies that promote comparative effectiveness,
disclosure of physician financial relationships, and
public reporting of quality information.

The Commission has extensively discussed the use of
shared decision making to engage patients in health
care enrollment and treatment decisions. In 2010, we
recommended that the Secretary of the Department

of Health and Human Services produce comparable
information on the performance of MA plans and FFS
providers so that beneficiaries could make informed
decisions about the means of their Medicare coverage.
In 2015, we recommended that hospitals be required
to notify beneficiaries placed in outpatient observation
status of their status and the financial implications of
that placement decision.

e  Engaging beneficiaries. While much of the
Commission’s work focuses on providers and their
payment incentives, how beneficiaries view the
Medicare program and how they make decisions about
their health care are vital to the program’s success.
Developing policies that engage the beneficiary as
well as the provider has the potential to improve
health, improve the experience of health care
provided through Medicare, and control costs for
the beneficiary and taxpayer alike. The Commission
has supported reforming the current benefit design
to include a cap on OOP spending and has promoted
shared decision making.

The Commission has discussed the importance

of altering beneficiary financial liability in a way

that would encourage beneficiaries to be more cost
conscious when making health care decisions. In
2011, the Commission recommended implementing a
copayment for home health care that is not preceded
by a hospital stay. In June 2012, the Commission
recommended many elements of FES redesign
including an OOP maximum deductible for Part A and
Part B services. Similarly, in March 2012, noting that
low-income beneficiaries were using more high-cost,
brand-name drugs that have generic substitutes than
higher income beneficiaries were, the Commission
recommended that Part D cost sharing be changed
for low-income subsidy enrollees to give them more
of a financial incentive (such as no copayment for

generics) to weigh the benefits of continuing to
take brand-name drugs or switching to a generic
equivalent.

e Aligning the health care workforce. Our nation’s
system of medical education and graduate training is
not aligned with the delivery system reforms essential
for increasing the value of health care in the United
States.>* The Commission has pursued policies that
increase the incentives for residency programs to focus
on quality, efficiency, and accountability so that the
future clinician workforce can better address the needs
of beneficiaries.

The Commission has published recommendations
involving physicians and other health professionals
and their role in a reformed delivery system. In 2010,
the Commission made a number of recommendations
aimed at improving how physicians are trained and
paid by Medicare.

The high and growing level of health care spending as

a share of the economy means that—absent substantial
changes in spending or the economy—an ever-increasing
amount of the country’s economic activity and gain will be
dedicated to purchasing health care. Medicare is the single
largest payer in the health care sector and will expand with
the aging of the baby-boom generation, greatly increasing
program spending. Significant cross-sectional variation in
use and spending that does not correspond to better quality
raises concern that higher health care use and spending are
not improving overall health and are putting beneficiaries
at risk, both medically and financially.

Because of its size and because other payers use its
payment methods, Medicare is an important influence on
the nation’s health care delivery system and its evolution.
Reciprocally, trends in the private health insurance market
can influence whether Medicare’s payment reforms are
ultimately successful. Because of this interaction between
public and private payers, the alignment of incentives
across payers is an important consideration for delivery
system reforms.

Despite the relatively lower rates of spending growth
recently experienced by Medicare, the program is
projected to continue to absorb increasing amounts of
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federal revenue. Absent changes to current policy, other
public investments such as education and infrastructure
will be crowded out by high and growing levels of health
care spending. State and federal budgets face continued

fiscal pressure, effects intensified by health care spending
trends. In light of strained federal, family, and individual
budgets, the Medicare program must urgently pursue
reforms that decrease spending and improve quality. B
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Endnotes

Going forward, the Medicare Trustees project that
opportunities for further generic use may diminish. Growth
in the use and development of high-cost specialty drugs is
beginning to overtake the moderating price influence of
generics (Medicare Payment Advisory Commission 2016).

Figure 1-2 (p. 9) shows that the share of spending accounted
for by private health insurance (35 percent in 2016) is greater
than Medicare’s share (22 percent in 2016). However, in
contrast to Medicare, private health insurance is not a single
purchaser of health care; rather, it includes many payers,
including traditional managed care, self-insured health plans,
and indemnity plans.

FFS, MA, and Part D spending reflect reimbursement
amounts on an incurred basis and do not include beneficiary
premiums. We calculate per beneficiary spending by dividing
total spending for each category reported in the Trustees
report by the appropriate enrollment number (i.e., for Part A,
Part B, or Part D) reported in the Trustees report.

The Commission’s calculations are based on aggregate Part
D reimbursements to plans and employers on an incurred
basis as shown in Table IV.B10 of the 2017 annual report
of the Boards of Trustees of the Medicare trust funds. Per
beneficiary spending excludes premium payments.

Outpatient hospital services and outpatient lab services are
combined in Figure 1-6 (p. 14) because a large portion of
outpatient laboratory services were bundled into the outpatient
prospective payment system effective January 1, 2014.

Note that the Medicare Trustees project enrollment and

costs for each of the three categories of Medicare enrollees:
aged, disabled, and end-stage renal disease (ESRD). Costs
for beneficiaries with ESRD are greater than and include a
different mix of services than those for other beneficiaries.
Costs for beneficiaries who qualify as the result of disabilities
are roughly similar to those who qualify because of age but
include a different mix of services. While the number of
under-65 and ESRD beneficiaries are projected to increase,
this growth is outpaced by the influx of baby boomers turning
65. Aged beneficiaries are projected to account for about 83
percent of FFS enrollees in 2007, growing to about 88 percent
by 2026.

Moon and colleagues at the American Institutes for Research
argue that the ratio of workers per beneficiary presents an
incomplete picture. They note that new benefits (e.g., Part D)
have been added to the program and, “over time, taxpayers’
share of Medicare’s costs has actually declined and will
decline further as older Americans remain longer in the labor
force and as income-related elements in the law that raise

10

12

premiums over time for higher income beneficiaries become
even more important.” Additionally, they contend that while
Medicare spending is projected to grow faster than GDP, GDP
grows larger over time, so the burden on taxpayers will not be
enough to “substantially dampen growth in real incomes over
time” (Moon et al. 2016).

In addition to payroll taxes, the HI Trust Fund’s income
sources include taxation of Social Security benefits (7 percent
in 2015), premiums from people who are not eligible for
premium-free Part A (1 percent in 2015), general revenue
transfers for certain uninsured beneficiaries who are not
entitled to HI coverage based on their work history but

are eligible through special statutes (less than 1 percent in
2015), monies from fraud and abuse control activities (less
than 1 percent in 2015), and interest earned on the trust fund
investments (3 percent in 2015).

The standard HI payroll tax rate is scheduled to remain
constant at 2.9 percent (for employees and employers,
combined). In addition, starting in 2013, high-income workers
pay an additional 0.9 percent of their earnings above $200,000
for single workers or $250,000 for married couples filing joint
income tax returns.

For Part D, the beneficiary premium share is based on 25.5
percent of the average cost of the basic benefit.

Other major health programs include Medicaid, the Children’s
Health Insurance Program, and federal subsidies for the
federal and state exchanges legislated under PPACA.

The Medicare fee schedule includes geographic practice

cost indexes (GPCls) that adjust payment rates for costs that
vary depending on the geographic area in which a service is
furnished. There are three GPCI adjustments: work, practice
expense, and professional liability insurance (PLI). The

work GPClI is constructed using BLS data on the earnings

of professionals in seven reference occupational categories:
architecture and engineering; computer, mathematical, life,
and physical science; social science, community and social
service, and legal; education, training, and library; registered
nurses; pharmacists; and art, design, entertainment, sports, and
media. The practice expense GPCI is an adjustment for costs
such as rent and staff wages that are incurred in operating a
medical practice and are known to vary geographically. The
PLI GPCI is an adjustment for the premiums that physicians
and other health professionals pay for that type of insurance.
Medicare’s payment rates to hospitals are also adjusted for
differences in reported hospital wages across geographic areas
in the United States. Like the GPCI, the hospital wage index
is intended to measure differences in wage rates among labor
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14
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markets. By law, CMS calculates the index using data only
from hospitals paid under Medicare’s inpatient prospective
payment system. It uses self-reported data in hospital cost
reports and hence is prone to the problem of circularity. For
example, hospitals that successfully moderate increases in
hourly wages relative to the national average increase will see
a decrease in their wage index.

Household income, health expenditures, and premiums are all
measured in nominal dollars.

Medicare beneficiaries with low income and assets have
their premiums and may have their cost sharing paid for by
Medicaid, and some others have retiree coverage or medigap
policies that cover cost sharing.

The National Center for Health Statistics defines life
expectancy as the average number of years that a hypothetical
group of infants would live at each attained age if the group
were subject, throughout its lifetime, to the age-specific death
rates prevailing from the actual population in a given year
(Arias 2016).

The authors noted limitations to their study: “Life expectancy
estimates for Hispanics, Asian/Pacific Islanders, and
American Indians/Alaska Natives should be interpreted with
caution as vital statistics—based mortality rates for these
groups tend to be underestimated by 5 percent, 7 percent, and
30 percent, respectively.”

The measures of life expectancy and mortality rate are not
interchangeable. However, the two measures are closely
related. The National Centers for Health Statistics life
expectancy estimate represents the average number of years
of life remaining if a group of persons were to experience the
mortality rates for that specific year of calculation over the
course of their remaining life.

18

20
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Researchers at the Commonwealth Fund attribute this
difference to the effects of the United States’” poorer
performance on access to care (measured in terms of
timeliness and affordability), administrative efficiency
(as reported by patients and doctors), and income-related
disparities in access to care and quality (Schneider and
Squires 2017).

Baby boomers are people born during the demographic post—
World War II baby boom between the years 1946 and 1964.

When compared with the previous generation at ages 45 to 64,
the baby-boom generation had a larger share of individuals
with physician-diagnosed and undiagnosed diabetes (15.0
percent vs. 13.9 percent, respectively), but a smaller share of
individuals with diagnosed diabetes who had poor glycemic
control (14.1 percent versus 26.0 percent, respectively)
(National Center for Health Statistics 2014).

Income for individuals over age 65 grew because, as
individuals leave the workforce, Social Security makes up a
larger and larger share of their income (DeNavas-Walt and
Proctor 2013, National Bureau of Economic Research 2014).

In 2014, baby boomers were between the ages of 50 and 68.
Members of Generation X were born between 1965 and 1980.
A recent article highlighted multiple ways that medical
education aligns with quality of care goals and suggests

improvements to support delivery system reform (Dow and
Thibault 2017).
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Chapter summary

As required by law, the Commission annually makes payment update
recommendations for providers paid under fee-for-service (FFS) Medicare. An
update is the amount (usually expressed as a percentage change) by which the
base payment for all providers in a payment system is changed relative to the
prior year. To determine an update, we first assess the adequacy of Medicare
payments for providers in the current year (2018) by considering beneficiaries’
access to care, the quality of care, providers’ access to capital, and Medicare
payments and providers’ costs. Next, we assess how those providers’ costs

are likely to change in the year the update will take effect (the policy year,
2019). As part of the process, we examine payments to support the efficient
delivery of services, consistent with our statutory mandate. Finally, we make a
judgment about what, if any, update is needed. (The Commission also assesses
Medicare payment systems for Part C and Part D and makes recommendations
as appropriate. But because they are not FFS payment systems, they are not

part of the discussion in this chapter.)

This year, we consider recommendations in nine FES sectors: acute care
hospitals, physicians and other health professionals, ambulatory surgical
centers, outpatient dialysis facilities, skilled nursing facilities, home health
care agencies, inpatient rehabilitation facilities, long-term care hospitals,
and hospices. Each year, the Commission looks at all available indicators of
payment adequacy and reevaluates any assumptions from prior years using

the most recent data available to make sure its recommendations accurately
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reflect current conditions. We may also consider recommending changes that
redistribute payments within a payment system to correct any biases that may make
patients with certain conditions financially undesirable, make particular procedures
unusually profitable, or otherwise result in inequity among providers. Finally, we

may also make recommendations to improve program integrity.

Our recommendations, if enacted, could significantly change the revenues providers
receive from Medicare. Rates set to cover the costs of relatively efficient providers
help create fiscal pressure on all providers to control their costs. Medicare rates

also have broader implications for health care spending. For example, Medicare
rates are commonly used to set hospital rates charged to uninsured patients eligible
for financial assistance, used by Medicare Advantage plans to set hospital prices,
and used by the Department of Veterans Affairs (VA) to pay non-VA providers
(Department of Veterans Affairs 2010, Internal Revenue Service 2014, Medicare
Payment Advisory Commission 2013).

The Commission also examines payment rates for services that can be provided in
multiple settings. Medicare often pays different amounts for similar services across
settings. Basing the payment on the rate in the most efficient setting would save
money for Medicare, reduce cost sharing for beneficiaries, and reduce the financial
incentive to provide services in the higher paid setting. However, putting into
practice the principle of paying the same rate for the same service across settings
can be complex because it requires that the definition of the services and the
characteristics of the beneficiaries across settings be sufficiently similar. In March
2012, we recommended equalizing rates for evaluation and management office
visits provided in hospital outpatient departments and physicians’ offices (Medicare
Payment Advisory Commission 2012). In 2014, we extended that recommendation
to additional services provided in those two settings and recommended consistent
payment between acute care hospitals and long-term care hospitals for certain
classes of patients (Medicare Payment Advisory Commission 2014). In the
Bipartisan Budget Act of 2015, the Congress made payment to outpatient
departments for certain services equal to the physician fee schedule rates for those
same services provided at any new outpatient off-campus location beginning in
2018. In 2016, to make payments across all of the post-acute care payment settings
comparable, the Commission recommended elements of a single prospective
payment system (PPS) for all post-acute care to replace the four independent PPSs
in use today (skilled nursing facility, inpatient rehabilitation facility, long-term
care hospital, and home health) (Medicare Payment Advisory Commission 2016).
In Chapter 7, we recommend blending setting-specific and unified post-acute care
prospective payment system relative weights to help transition to a unified system.
The Commission will continue to analyze opportunities for applying this principle

to other services and settings. H
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The goal of Medicare payment policy should be to obtain
good value for the program’s expenditures, which means
maintaining beneficiaries’ access to high-quality services
while encouraging efficient use of resources. Anything
less does not serve the interests of the taxpayers and
beneficiaries who finance Medicare through their taxes
and premiums. Steps toward this goal involve:

* setting the base payment rate (i.e., the payment for
services of average complexity) at the right level;

* developing payment adjustments that accurately
reflect market, service, and patient cost differences
beyond providers’ control;

e adjusting payments for quality; and

* considering the need for annual payment updates and
other policy changes.

To help determine the appropriate base payment rate for a
given payment system in 2019, we first consider whether
payments are adequate for relatively efficient providers in
2018. To inform the Commission’s judgment, we examine
data on beneficiaries’ access to care, the quality of care,
providers’ access to capital, and Medicare payments

and providers’ costs for 2018. We then consider how
providers’ costs will change in 2019. Taking these factors
into account, we then recommend how Medicare payments
for the sector in aggregate should change in 2019.

Within a given level of funding for a sector, we may also
consider changes in payment policy to improve payment
accuracy. Such changes are intended to improve equity
among providers or access to care for beneficiaries and
may also affect the distribution of payments among
providers in a sector. For example, in this report, the
Commission is recommending that CMS use a blend of
the setting-specific relative weights and the unified post-
acute care (PAC)—prospective payment system (PPS)
relative weights for each of the four PAC settings to
redistribute payments within each setting toward medically
complex patients.

We also make recommendations to improve program
integrity when needed. In some cases, our data analysis
reveals problematic variation in service utilization across
geographic regions or providers. For example, in reaction
to patterns of unusually long stays in a subset of hospices,
we recommended medical review focused on hospices that

have many long-stay patients. In 2016, we recommended
the Secretary closely examine the coding practices of
certain inpatient rehabilitation facilities that appear to
result in very high Medicare margins.

We compare our recommendations for updates and other
policy changes for 2019 with the base payment rates
specified in Medicare law to understand the implications
for beneficiaries, providers, and the Medicare program.
As has been the Commission’s policy in the past, we
consider our recommendations each year in light of the
most current data and, in general, recommend updates for
a single year.

Are Medicare payments adequate in
2018?

The first part of the Commission’s approach to developing
payment updates is to assess the adequacy of current
Medicare payments. For each sector, we make a judgment
by examining information on the following:

* Dbeneficiaries’ access to care

e quality of care

* providers’ access to capital

*  Medicare payments and providers’ costs for 2018

Some measures focus on beneficiaries (e.g., access to
care) and some focus on providers (e.g., the relationship
between payments and costs). The direct relevance,
availability, and quality of each type of information

vary among sectors, and no single measure provides all
the information needed for the Commission to judge
payment adequacy. Ultimately, the Commission makes its
recommendations considering all of these factors.

Beneficiaries’ access to care

Access to care is an important indicator of the willingness
of providers to serve Medicare beneficiaries and the
adequacy of Medicare payments. For example, poor
access could indicate that Medicare payments are too low.
However, factors unrelated to Medicare’s payment policies
may also affect access to care. These factors include
coverage policies, beneficiaries’ preferences, local market
conditions, and supplemental insurance.

The measures we use to assess beneficiaries’ access
to care depend on the availability and relevance of
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information in each sector. We use results from several
surveys to assess the willingness of physicians and
other health professionals to serve beneficiaries and
beneficiaries’ opinions about their access to physician
and other health professional services. For home health
services, we examine data on whether communities are
served by providers.

Access: Capacity and supply of providers

Rapid growth in the capacity of providers to furnish

care may increase beneficiaries’ access and indicate that
payments are more than adequate to cover providers’
costs. Changes in technology and practice patterns may
also affect providers’ capacity. For example, less invasive
procedures could be performed in outpatient settings, and
lower priced equipment could be more easily purchased
by providers, increasing the capacity to provide certain
services.

Substantial increases in the number of providers may
suggest that payments are more than adequate and could
raise concerns about the value of the services being
furnished. If Medicare is not the dominant payer for a
given provider type (such as ambulatory surgical centers),
changes in the number of providers may be influenced
more by other payers and their demand for services and
thus may be difficult to relate to Medicare payments.
When facilities close, we try to distinguish between
closures that have serious implications for access to care in
a community and those that may have resulted from excess
capacity.

Access: Volume of services

The volume of services can be an indirect indicator of
beneficiary access to services. An increase in volume
shows that beneficiaries are receiving more services

and suggests sufficient access—although it does not
necessarily demonstrate that the services are appropriate.
Volume is also an indicator of payment adequacy; an
increase in volume beyond that expected for an increase in
the number of beneficiaries could suggest that Medicare’s
payment rates are too high. Very rapid increases in

the volume of a service might even raise questions

about program integrity or whether the definition of

the corresponding benefit is too vague. Reductions

in the volume of services can sometimes be a signal

that revenues are inadequate for providers to continue
operating or to provide the same level of service. Finally,
rapid changes in volume between sectors whose services

can be substituted for one another may suggest distortions
in payment and raise questions about provider equity. For
example, payment rates for evaluation and management
(E&M) office visits are much higher in hospital outpatient
departments (HOPDs) than in physicians’ offices, and
over the last several years, the volume of those services

in HOPDs has increased while the volume in physicians’
offices has decreased.

However, changes in the volume of services are not direct
indicators of access because increases and decreases can
be explained by other factors such as population changes,
changes in disease prevalence among beneficiaries,
technology, practice patterns, deliberate policy
interventions, and beneficiaries’ preferences. For example,
the number of Medicare beneficiaries in the traditional
fee-for-service (FFS) program varies from year to year;
therefore, we look at the volume of services per FFS
beneficiary as well as the total volume of services. Explicit
policy decisions can also influence volume. For example,
during fiscal year 2016, CMS began phasing in a policy
that lowers payments for certain long-term care hospital
(LTCH) cases. As a result, LTCHs—as expected—
changed their admitting practices largely in response to
the implementation of the policy, and the number of LTCH
discharges decreased markedly.

Changes in the volume of physician services must be
interpreted particularly cautiously. Evidence suggests
that for discretionary services, volume may go up when
payment rates go down—the so-called volume offset.
Whether a volume offset phenomenon exists in other
sectors depends on how discretionary the services are
and on the ability of providers to influence beneficiaries’
demand for them.

Quality of care

The relationship between the quality of care and the
adequacy of Medicare payment is not direct. Simply
increasing payments through an update for all providers in
a sector, regardless of their individual quality, is unlikely
to influence the quality of care because, historically,
Medicare payment systems have created little or no
incentive for providers to spend additional resources on
improving quality. The Medicare program has begun to
implement quality-based payment policies in a number
of sectors; however, some issues have arisen. First, it is
very difficult to differentiate quality performance among
providers when the number of cases per provider is low.
This issue has been particularly vexing in measuring
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quality performance for individual clinicians. Second,

the Commission has been increasingly concerned that
Medicare’s approach to quality measurement is flawed
because it relies on too many clinical process measures.
Many current process measures are weakly correlated with
outcomes of interest such as mortality and readmissions,
and most process measures focus on addressing the
underuse of services, while the Commission believes

that overuse and inappropriate use are also of concern.
Third, reliance on self-reported measures can create a
burden on providers and lead to under- or over-reporting
in response to strong financial incentives. As an alternative
approach, we have begun exploring the use of a small

set of population-based outcome measures to assess and
compare the performance of FFS Medicare, Medicare
Advantage, and Medicare accountable care organizations
within a local area. For example, in Chapter 15, we discuss
a small set of outcome, patient experience, and cost
measures for use in a voluntary value program to replace
the Merit-based Incentive Payment System under the fee
schedule for physicians and other health professionals.

Providers’ access to capital

Providers must have access to capital to maintain and
modernize their facilities and to improve their capability
to deliver patient care. Widespread ability to access capital
throughout a sector may reflect the adequacy of Medicare
payments. Some sectors such as hospitals require large
capital investments, and access to capital can be a useful
indicator. Other sectors such as home health care do not
need large capital investments, so access to capital is a
more limited indicator. In some cases, a broader measure
such as changes in employment may be a useful indicator
of financial health within a sector. Similarly, in sectors
where providers derive most of their payments from other
payers (such as ambulatory surgical centers) or other lines
of business, or when conditions in the credit markets are
extreme, access to capital may be a limited indicator of the
adequacy of Medicare payments.

Medicare payments and providers’ costs for
2018

For most payment sectors, we estimate Medicare
payments and providers’ costs for 2018 to inform our
update recommendations for 2019. To maintain Medicare
beneficiaries’ access to high-quality care while keeping
financial pressure on providers to make better use of
taxpayers’ and beneficiaries’ resources, we investigate
whether payments are adequate to cover the costs of

relatively efficient providers, where available data permit
such providers to be defined.

Relatively efficient providers use fewer inputs to produce
quality outputs. Efficiency could be increased by using

the same inputs to produce a higher quality output or by
using fewer inputs to produce the same quality output. The
Commission follows two principles when selecting a set of
efficient providers. First, the providers must do relatively
well on cost and quality metrics. Second, the performance
has to be consistent, meaning that the provider cannot have
poor performance on any metric over the past three years.
The Commission’s approach is to develop a set of criteria
and then examine how many providers meet them. It does
not establish a set share of providers to be considered
efficient and then define criteria to meet that pool size.

For providers that submit cost reports to CMS—acute
care hospitals, skilled nursing facilities (SNFs), home
health agencies, outpatient dialysis facilities, inpatient
rehabilitation facilities (IRFs), LTCHs, and hospices—we
estimate total Medicare-allowable costs and assess the
relationship between Medicare’s payments and those costs.
We typically express the relationship between payments
and costs as a payment margin, which is calculated as
aggregate Medicare payments for a sector, minus costs,
divided by payments. By this measure, if costs increase
faster than payments, margins will decrease.

In general, to estimate payments, we first apply the annual
payment updates specified in law for 2017 and 2018 to
our base data (2016 for most sectors). We then model the
effects of other policy changes that will affect the level of
payments in 2018. To estimate 2018 costs, we consider the
rate of input price inflation or historical cost growth, and,
as appropriate, we adjust for changes in the product (such
as fewer visits per episode of home health care) and trends
in key indicators (such as historical cost growth and the
distribution of cost growth among providers).

Use of margins

In most cases, we assess Medicare margins for the
services furnished in a single sector and covered by

a specific payment system (e.g., SNF or home health
services). However, in the case of hospitals, which often
provide services that are paid for by multiple Medicare
payment systems, our measures of payments and costs
for an individual sector could become distorted because
of the allocation of overhead costs or the presence of
complementary services. For example, having a hospital-
based SNF or IRF may allow a hospital to achieve shorter
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lengths of stay in its acute care units, thereby decreasing
costs and increasing inpatient margins. For hospitals, we
assess the adequacy of payments for the whole range of
Medicare services they furnish—inpatient and outpatient
(which together account for more than 90 percent of
Medicare payments to hospitals), SNF, home health,
psychiatric, and rehabilitation services—and compute

an overall Medicare hospital margin encompassing costs
and payments for all the sectors. The hospital update
recommendation in Chapter 3 applies to hospital inpatient
and outpatient payments; the updates for other distinct
units of the hospital, such as SNFs, are covered in separate
chapters.

The adequacy of Medicare payments is assessed relative
to the costs of treating Medicare beneficiaries, and the
Commission’s recommendations address a sector’s
Medicare payments, not total payments. (Total margins,
which include payments from all payers and revenue
from nonpatient sources, do not play a direct role in the
Commission’s update deliberations, but can inform our
assessment of the overall fiscal pressure on providers.)
We calculate a sector’s Medicare margin to determine
whether total Medicare payments cover average providers’
costs for treating Medicare patients and to inform our
judgment about payment adequacy. Margins will always
be distributed around the average, and aggregate payment
adequacy does not mean that every provider has a positive
Medicare margin. To assess whether changes are needed
in the distribution of payments, we calculate Medicare
margins for certain subgroups of providers with unique
roles in the health care system. For example, because
location and teaching status enter into the payment
formula, we calculate Medicare margins based on

where hospitals are located (in urban or rural areas) and
their teaching status (major teaching, other teaching, or
nonteaching).

Multiple factors can contribute to changes in the Medicare
margin, including changes in the efficiency of providers,
changes in coding that may change case-mix adjustment,
and other changes in the product (e.g., reduced lengths of
stay at inpatient hospitals). Knowing whether these factors
have contributed to margin changes may inform decisions
about whether and how much to change payments.

Another factor we consider when evaluating the adequacy
of payments is whether providers have any financial
incentive to expand the number of Medicare beneficiaries
they serve. In considering whether to treat a patient, a
provider with excess capacity compares the marginal

revenue it will receive (i.e., the Medicare payment) with its
marginal costs—that is, the costs that vary with volume.

If Medicare payments are larger than the marginal costs

of treating an additional beneficiary, a provider has a
financial incentive to increase its volume of Medicare
patients. In contrast, if payments do not cover the marginal
costs, the provider may have a disincentive to care for
Medicare beneficiaries. We note, however, that in instances
in which a sector does not have substantial excess capacity,
or in which Medicare composes a dominant share of a
sector’s patients, marginal profit may be a less useful
indicator of payment adequacy.

In sectors where the data are available, the Commission
makes a judgment when assessing the adequacy of
payments relative to costs. No single standard governs
this relationship for all sectors, and margins are only one
indicator for determining payment adequacy. Moreover,
although payments can be ascertained with some accuracy,
there may be no “true” value for reported costs, which
reflect accounting choices made by providers (such

as allocations of costs to different services) and the
relationship of service volume to capacity in a given year.
Further, even if costs are accurately reported, they reflect
strategic investment decisions of individual providers
and Medicare—as a prudent payer—may choose not

to recognize some of these costs or may exert financial
pressure on providers to encourage them to reduce their
costs.

Appropriateness of current costs

Our assessment of the relationship between Medicare’s
payments and providers’ costs is complicated by
differences in providers’ efficiency, responses to changes
in payment systems, product changes, and cost reporting
accuracy. Measuring the appropriateness of costs is
particularly difficult in new payment systems because
changes in response to the incentives in the new system
are to be expected. For example, the number and types
of visits in a home health episode changed significantly
after the home health PPS was introduced, although

the payments were based on the older, higher level of
use and costs. In other systems, coding may change.

As an example, the hospital inpatient PPS introduced

a new patient classification system in 2008 to improve
payment accuracy. However, for a number of years after
its implementation, it resulted in higher payments because
provider coding became more detailed, making patient
complexity appear higher—although the underlying
patient complexity was largely unchanged. Any kind of
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rapid change in policy, technology, or product can make it
difficult to measure costs per unit.

To assess whether reported costs reflect the costs of
efficient providers, we examine recent trends in the
average cost per unit, variation in standardized costs

and cost growth, and evidence of change in the product.
One issue Medicare faces is the extent to which private
payers exert pressure on providers to constrain costs.

If private payers do not exert pressure, providers’ costs
will increase and, all other things being equal, margins

on Medicare patients will decrease. Providers who are
under pressure to constrain costs generally have managed
to slow their growth in costs more than those who face
less pressure (Medicare Payment Advisory Commission
2011, Robinson 2011, White and Wu 2014). Some have
suggested that, in the hospital sector, costs are largely
outside the control of hospitals and that hospitals shift
costs onto private insurers to offset Medicare losses. This
belief assumes that costs are immutable and not influenced
by whether the hospital is under financial pressure. We
find that costs do vary in response to financial pressure
and that low margins on Medicare patients can result from
a high cost structure that has developed in reaction to high
private-payer rates. In other words, when providers receive
high payment rates from insurers, they face no particular
need to keep their costs low, and so, all other things being
equal, their Medicare margins are low because their costs
are high. Lack of pressure is more common in markets
where a few providers dominate and have negotiating
leverage over payers. In some sectors, Medicare itself
could, and should, exert greater pressure on providers to
reduce costs.

Variation in cost growth among a sector’s providers

can give us insight into the range of performance that
facilities can achieve. For example, if some providers’
costs grow more rapidly than others in a given sector, we
might question whether those increases are appropriate.
Changes in product can also significantly affect unit costs.
Returning to the example of home health services, one
would expect that substantial reductions in the number
of visits per 60-day home health episode would reduce
costs per episode. If costs per episode instead increased
while the number of visits decreased, one would question
the appropriateness of the cost growth and not increase
Medicare payments in response.

In summary, Medicare payment policy should not be
designed simply to accommodate whatever level of cost
growth a sector demonstrates. Cost growth can oscillate

from year to year depending on factors such as economic
conditions and relative market power. Payment policy
should accommodate cost growth only after taking into
account a broad set of payment adequacy indicators,
including the current level of Medicare payments.

What cost changes are expected in
2019?

The second part of the Commission’s approach to
developing payment update recommendations is to
consider anticipated policy and cost changes in the next
payment year. For each sector, we review evidence about
the factors that are expected to affect providers’ costs.
One factor is the change in input prices, as measured

by the price index that CMS uses for that sector. (These
indexes are estimated quarterly; we use the most recent
estimate available when we do our analyses.) For facility
providers, we start with the forecasted increase in an
industry-specific index of national input prices, called a
“market basket index.” For physician services, we start
with a CMS-derived weighted average of price changes
for inputs used to provide physician services. Forecasts
of these indexes approximate how much providers’ costs
would change in the coming year if the quality and mix of
inputs they use to furnish care remained constant—that is,
if there were no change in efficiency. Other factors may
include the trend in actual cost growth, which could be
used to inform our estimate if it differs significantly from
the projected market basket.

How should Medicare payments change
in 2019?

The Commission’s judgments about payment adequacy,
forthcoming policy changes, and expected cost changes
result in an update recommendation for each payment
system. An update is the amount (usually expressed as

a percentage change) by which the base payment for all
providers in a payment system is changed relative to the
prior year. In considering updates, the Commission makes
its recommendations for 2019 relative to the 2018 base
payment as defined in Medicare’s authorizing statute—
Title XVIII of the Social Security Act. The Commission’s
recommendations may call for an increase, a decrease,

or no change from the 2018 base payment. For example,
if the statutory base payment for a sector were $100 in
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2018, an update recommendation of a 1 percent increase
for a sector means that we are recommending that the base
payment in 2019 for that sector be 1 percent greater, or
$101.

A complicating factor in our analyses in recent years has
been the “sequester” (the federal budget sequestration
established by the Budget Control Act of 2011). The
Commission has argued against the sequester as it has
been applied to Medicare because it reduces payments
for all sectors by 2 percent without regard to payment
adequacy. That said, the sequester effects are now fully
reflected in provider cost report data and, thus, in our
payment adequacy analyses. Our recommendations are
made in this context and reflect conditions and impacts

in the sequester budget environment. Therefore, we will
continue to assess payment adequacy sector by sector and
year by year—including the effects of the sequester—to
give the Congress our best analysis and advice on the level
and distribution of Medicare FFS payments.

When our recommendations differ from current law, as
they often do, the Congress and the Secretary of Health
and Human Services would have to take action and change
law or regulation to put them into effect. Each year, we
look at all available indicators of payment adequacy and
reevaluate prior-year assumptions using the most recent
data available. The Commission does not start with any
presumption that an update is needed or that any increase
in costs should be automatically offset by a payment
update. Instead, an update (which may be positive, zero,
or negative) is warranted only if it is supported by the
empirical data, in the judgment of the Commission.

In conjunction with the update recommendations, we
may also make recommendations to improve payment
accuracy that might in turn affect the distribution

of payments among providers. These distributional
changes are sometimes, but not always, budget neutral.
Our recommendation to shift payment weights from
therapy to medically complex PAC cases is one example
of a distributional change that would affect providers
differentially based on their patients’ characteristics.

The Commission, as it makes its update recommendations,
may in some cases take into consideration payment
differentials across sectors and make sure the relative
update recommendations for the sectors do not exacerbate
existing incentives to choose a site of care based on
payment considerations. The difficulty of harmonizing
payments across sectors to remove inappropriate
incentives illustrates one weakness of FFS payment

systems specific to each provider type and highlights

the importance of moving beyond FFS to more global

and patient-centric payment systems. As we continue to
support moving Medicare payment systems toward those
approaches, we will also continue to look for opportunities
to rationalize payments for specific services across sectors
to approximate paying the costs of the most efficient
sector and lessen financial incentives to prefer one sector
over another. Our June 2016 report on a unified PAC

PPS addressed these issues directly (Medicare Payment
Advisory Commission 2016).

Consistent payment for the same service
across settings

A beneficiary can sometimes receive a similar service

in different settings. Depending on which setting the
beneficiary or the treating clinician chooses, Medicare and
the beneficiary may pay different amounts. For example,
when leaving the hospital, patients with joint replacements
requiring physical therapy might be discharged with

home health care or outpatient therapy, or they might be
discharged to a SNF or IRF, and Medicare payments (and
beneficiary cost sharing) can differ widely as a result.

A core principle guiding the Commission is that Medicare
should pay the same amount for the same service, even
when it is provided in different settings. Putting this
principle into practice requires that the definition of
services in the settings and the characteristics of the
patients be sufficiently similar. Where these conditions
are not met, offsetting adjustments would have to be made
to ensure comparability. Because Medicare’s payment
systems were developed independently and have had
different update trajectories, payments for similar services
can vary widely. Such differences create opportunities

for Medicare and beneficiary savings if payment is set at
the level applicable to the lowest priced setting in which
the service can be safely performed. For example, under
the current payment systems, a beneficiary can receive
the same physician visit service in a hospital outpatient
clinic or in a physician’s office. In fact, the same physician
could see the same patient and provide the same service,
but depending on whether the service is provided in an
outpatient clinic or in a physician’s office, Medicare’s
payment and the beneficiary’s coinsurance can differ by 80
percent or more.

In 2012, the Commission recommended that payments
for E&M office visits in the outpatient and physician
office sectors be made equal. This service is comparable
across the two settings. Our recommendation sets
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payment rates for E&M office visits both in the outpatient
department and physician office sectors equal to those

in the physician fee schedule, lowering both program
spending and beneficiary liability (Medicare Payment
Advisory Commission 2012). In 2014, we extended that
principle to additional services for which payment rates

in the outpatient PPS should be lowered to better match
payment rates in the physician office setting (Medicare
Payment Advisory Commission 2014). In the Bipartisan
Budget Act of 2015, the Congress made payment for
outpatient departments for the same services equal to

the physician fee schedule rates for those services at any
new outpatient off-campus clinic beginning in 2018. We
also recommended consistent payment between acute
care hospitals and long-term care hospitals for certain
categories of patients (Medicare Payment Advisory
Commission 2014). In 2016, we recommended elements
of a unified PAC PPS that would make payments based on
a patient’s needs and characteristics, generally irrespective
of the PAC entity that provided their care (Medicare
Payment Advisory Commission 2016). The Commission
will continue to study other services that are provided in
multiple sites of care to find additional services for which
the principle of the same payment for the same service can
be applied.

Budgetary consequences

The Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 requires the Commission

to consider the budgetary consequences of our
recommendations. Therefore, this report documents how
spending for each recommendation would compare with
expected spending under current law. We also assess

the effects of our recommendations on beneficiaries

and providers. Although we recognize budgetary
consequences, our recommendations are not driven by any
specific budget target but, instead, reflect our assessment
of the level of payment needed to provide adequate access
to appropriate care.

As discussed in Chapter 1, it is essential to look at
payment adequacy not only within the context of
individual payment systems but also in terms of Medicare
as a whole. The Commission is concerned by any
increase in Medicare spending per beneficiary without a
commensurate increase in value such as higher quality of

care or improved health status. Growth in spending per
beneficiary, combined with the aging of the baby boomers,
will result in the Medicare program absorbing increasing
shares of the gross domestic product and federal spending.
Medicare’s rising costs are projected to exhaust the
Hospital Insurance Trust Fund (which funds Medicare Part
A) and significantly burden taxpayers. Ensuring that the
recent moderate growth trends in Medicare spending per
beneficiary continue will require vigilance. The financial
future of Medicare prompts us to look at payment policy
and ask what can be done to develop, implement, and
refine payment systems to reward quality and efficient use
of resources while improving payment equity.

In many past reports, the Commission has stated that
Medicare should institute policies that improve the
program’s value to beneficiaries and taxpayers. CMS is
beginning to take such steps, and we discuss them in the
sector-specific chapters that follow. Ultimately, increasing
Medicare’s value to beneficiaries and taxpayers requires
knowledge about the costs and health outcomes of
services. Until more information about the comparative
effectiveness of new and existing health care treatments
and technologies is available, patients, providers, and the
program will have difficulty determining what constitutes
high-quality care and effective use of resources.

As we examine each of the payment systems, we also look
for opportunities to develop policies that create incentives
for providing high-quality care efficiently across providers
and over time. Some of the current payment systems
create strong incentives for increasing volume, and very
few of these systems encourage providers to work together
toward common goals. Alternative payment models

(e.g., the Next Generation accountable care organization
model) are meant to stimulate delivery system reform
toward more integrated and value-oriented health care
systems and may address these issues. We will continue to
contribute to their development and track their progress.

In the near term, the Commission will continue to closely
examine a broad set of indicators, make sure there is
consistent pressure on providers to control their costs, and
set a demanding standard for determining which sectors
qualify for a payment update each year. B
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CHAPTER

Hospital inpatient and
outpatient services

Chapter summary In this chapter

In 2016, the Medicare fee-for-service (FFS) program paid 4,700 hospitals e Are Medicare payments

$183 billion for about 10 million Medicare inpatient admissions and

adequate in 2018?
200 million outpatient services, and for $6 billion of their non-Medicare =~ o
uncompensated care payments. These sums represent a 2.3 percent increase e How should Medicare
in hospital spending per FFS beneficiary from 2015 to 2016. On net, inpatient payment rates change in
20197

payments increased by roughly $4 billion, outpatient payments increased  TEET
by almost $3 billion, and uncompensated care payments declined by $1

billion. Inpatient payments increased primarily because of an increase in

inpatient surgeries. Outpatient payments rose by almost $3 billion because of

rapid growth in Part B drug spending and an increase in physician services

billed as hospital outpatient services. This increase in part reflects hospitals’

acquisition of physician practices. On net, the $6 billion increase in overall

hospital spending between 2015 and 2016 is equivalent to payments per FFS

beneficiary increasing from $4,903 to $5,013.

Assessment of payment adequacy

Most payment adequacy indicators (including access to care, quality of care,
and access to capital) are positive. Aggregate Medicare margins continue to
be negative, although hospitals with excess capacity still have an incentive to
see Medicare beneficiaries because Medicare payment rates remain about 8

percent higher than the variable costs associated with Medicare patients.
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Beneficiaries’ access to care—Access measures for hospital services include the

capacity of providers and the volume of services.

e Capacity and supply of providers—The average hospital occupancy rate was
62 percent in 2016, suggesting hospitals have excess inpatient capacity in most
markets.

®  Volume of services—Inpatient admissions per beneficiary decreased by 2.8
percent in 2016, and outpatient services increased by 1.1 percent. The decline
in admissions reflects a 5 percent decrease in medical admissions per capita and
a 4.3 percent increase in surgical admissions per capita. For the first time in 20

years, inpatient surgical admissions per capita have increased.

Quality of care—Hospital mortality and readmission rates have improved in recent
years. Patient satisfaction has also improved somewhat: The share of patients who
rated their hospital a 9 or a 10 on a 10-point scale increased between 2011 and 2016

from 69 percent to 73 percent.

Providers’ access to capital—Access to bond markets is very strong, with hospital
bond offerings increasing from $25 billion in 2015 to $37 billion in 2016. Much of
the increase represented refinancing of older debt. While some hospitals struggle
with low occupancy and limited access to capital, most hospitals have good access
to capital because of strong all-payer profit margins. After reaching a record high of
7.2 percent in 2013, all-payer margins dipped slightly to 6.4 percent by 2016, which

is still well above historical averages.

Medicare payments and providers’ costs—In 2016, hospitals’ aggregate Medicare
margin was —9.6 percent. The decline in margins from 2015 was primarily due to a
freeze in outpatient rates in 2016 and a decline in uncompensated care payments as
the share of people insured increased from 2015 to 2016. While average Medicare

payments were lower than average costs, Medicare payments were higher than the

variable costs of treating Medicare patients in 2016—resulting in a marginal profit

of about 8 percent. Therefore, hospitals with excess capacity still have a financial

incentive to serve more Medicare patients.

Recommendation

For 2019, the Commission recommends that the Congress update the inpatient and

outpatient payments by the amount determined under current law. B
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Growth in Medicare inpatient and outpatient spending

Average annual Percent
percent change change
Hospital services 2006 2015 2016 2006-2015 2015-2016
Inpatient services
Total FFS payments (in billions) $110.4 $111.7 $116.0 0.1% 3.9%
Payments per FFS beneficiary 3,084 2,961 3,047 -0.5 2.9
Outpatient services
Total FFS payments (in billions) 29.3 57.9 60.6 7.9 4.6
Payments per FFS beneficiary 885 1,740 1,797 7.8 3.3
Uncompensated care payments
Total (in billions) N/A 7.6 6.4 N/A -16.0
Payments per FFS beneficiary N/A 201 168 N/A -16.0
Inpatient, outpatient, and
uncompensated care payments
Total FFS payments (in billions) 139.6 177.2 183.0 2.7 3.3
Payments per FFS beneficiary 3,970 4,903 5,013 2.4 2.3

Note:

FFS (fee-for-service), N/A (not applicable). Reported hospital FFS spending includes all hospitals covered by Medicare’s inpatient prospective payment system along

with critical access hospitals and Maryland hospitals. Fiscal year 2016 payments include partial imputation to account for the hospitals that had not yet submitted
cost reports covering fiscal year 2016. The combined amount for inpatient and outpatient services per capita is based on a weighted average of the Part A and
Part B services. Percent change columns were calculated before rounding and may not be computable from the payment data in the table, which were rounded.

Source: MedPAC analysis of CMS Medicare hospital cost reports and Medicare Provider Analysis and Review files.

Medicare spending on hospitals

In 2016, the Medicare fee-for-service (FFS) program paid
acute care hospitals $116 billion for inpatient care, almost
$61 billion for outpatient care, and slightly more than $6
billion in uncompensated care payments (Table 3-1). From
2015 to 2016, payments for inpatient care increased by
about $4 billion, resulting from an increase in payment
rates of about 2 percent and an increase in inpatient surgery
volume. In the same period, outpatient payments per FFS
beneficiary grew by 3.3 percent (Table 3-1), driving a 2.3
percent increase in overall Medicare inpatient, outpatient,
and uncompensated care payments per beneficiary in
2016." The nearly $3 billion rise in outpatient payments
reflects a 20 percent increase in payments for Part B

drugs, growing outpatient visit volume, and an increase in
physician services billed as hospital outpatient services after
hospitals acquired physician practices. Given the increase

in outpatient payments, the increase in inpatient payments,
and a $1 billion decline in uncompensated care payments,
overall payments increased by almost $6 billion from 2015
to 2016.

Medicare’s payment systems for inpatient
and outpatient services

Medicare’s inpatient and outpatient prospective payment
systems (PPSs) have a similar basic structure. Each PPS
has a base rate that is modified for the differences in type
of case or service as well as for geographic differences
in input prices. However, the inpatient and outpatient
PPSs have different units of service and a different set of
payment adjustments.

Medicare FFS payment rates have implications that go
beyond the FFS program. Thirty-two percent of Medicare
beneficiaries are in Medicare Advantage (MA) plans, and
most MA plans contract with hospitals to pay rates that are
benchmarked and almost exactly equal to Medicare FFS

Re
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Effect of expanded payment bundles in the outpatient prospective
payment system

( jMS has designed the outpatient prospective
payment system (OPPS) so that a single
payment is made for a bundle of items and

services. Each bundle consists of a primary service

and ancillary items and services that are packaged

with the primary service. In 2014 and 2015, CMS took

substantial steps to expand the size of payment bundles
in the OPPS so that the OPPS has fewer primary
services (also called “separately payable services”) and
more packaged items and services. The main purpose
was to encourage hospitals to consider the most
cost-effective ways to treat their patients. The most
important changes to the payment bundles include:

*  Comprehensive ambulatory payment classifications
(C-APCs), which (for select services) combine all
services (with exceptions) on a claim into a single
payment bundle, whether they have separately
payable status or packaged status under the OPPS.

*  Packaging clinical diagnostic tests covered under
the clinical lab fee schedule (CLFS) when provided
on the same date as a primary service. Previously,
clinical diagnostic tests had always been paid
separately under the CLFS. Exceptions include
molecular pathology.

* Packaging ancillary services that are in ambulatory
payment classifications with geometric mean costs
of less than $100 when provided on the same date
as a primary service. Such services include wound
debridement, electrocardiograms, X-rays, and some
pathology and hearing tests.

The expanded payment bundles represent a fairly large
portion of OPPS spending. For example, spending

on C—APCs was about $7 billion in the OPPS in 2015.
Consequently, the expanded payment bundles have the
potential to affect hospital behavior.

We evaluated whether the expanded payment bundles
have had the desired effect of inducing hospitals to be
more cost-effective in their treatment of patients. We
focused our evaluation on three of the policies listed
above: C—APCs, the packaging of clinical diagnostic
tests, and the packaging of ancillary services that cost
less than $100.

An attribute of the C—-APC policy that makes it unique
in the OPPS is that when a hospital provides a primary
service designated as a C—APC, all items and services
listed on the same claim are bundled into a single
payment (with a few exceptions), including items and

(continued next page)

rates (Berenson et al. 2015). In addition, the Department
of Veterans Affairs (VA) annually pays for about $2 billion
of inpatient care at community hospitals. The VA began
setting hospital rates equal to Medicare FFS rates in 2012
(Government Accountability Office 2013). The rates
uninsured individuals pay are also often benchmarked to
Medicare due to limits on rates charged to low-income
uninsured individuals that were enacted in the Patient
Protection and Affordable Care Act of 2010 (PPACA).

Acute inpatient prospective payment system

Medicare’s inpatient prospective payment system (IPPS)
pays acute care hospitals a predetermined amount for most
discharges. The payment rate is the product of a base rate
and a relative weight that reflects the expected costliness

of cases in a particular clinical category compared with the
average of all cases. The labor-related portion of the base
payment rate is adjusted by a hospital geographic wage
index to account for differences in hospital input prices
among market areas. Payment rates are updated annually.

To set inpatient payment rates, CMS uses a clinical
categorization system called Medicare severity—
diagnosis related groups (MS-DRGs). The MS-DRG
system classifies each patient case into 1 of 756 groups,
which reflect similar principal diagnoses, procedures,

and severity levels. The severity levels are determined
according to whether patients have a complication or
comorbidity (CC) associated with the base MS—DRG (the
categories are no CC, a nonmajor CC, or a major CC).

A more detailed description of the acute IPPS, including
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Effect of expanded payment bundles in the outpatient prospective
payment system (cont.)

services that would otherwise be paid separately under
the OPPS. This bundling has the effect of moving the
OPPS closer to the concept of the diagnosis related
groups used in the inpatient prospective payment
system. We investigated the extent to which hospitals
responded to this incentive by reducing cost growth
for services that were packaged into C—APCs in 2015.
To evaluate the behavioral response, we compared
cost growth after the policy was implemented (2014
to 2015) with cost growth before it was implemented
(2013 to 2014). Our results suggest that hospitals have
responded to this incentive:

e From 2014 to 2015, the average cost of C—APC
services decreased by 1.8 percent, and the average
cost for ancillary items and services in C-APC
services decreased by 1.6 percent.

*  From 2013 to 2014 (before CMS implemented
the C—APC policy in 2015), the average cost of
C-APC services increased by 0.5 percent, and the
average cost of ancillary items and services in
C-APCs increased by 0.3 percent.

CMS also implemented the policy that packages
ancillary items and services that cost less than $100 in

2015. From 2013 to 2014 (before CMS implemented
this policy), per capita use of these packaged items and
services increased by 0.2 percent. From 2014 to 2015
(the first year of this policy), per capita use decreased
by 1.4 percent. Together, these findings suggest that
greater outpatient packaging has created modest
reductions in costs.

In 2014, CMS established a policy that packages
laboratory tests that had previously been paid separately
under the CLFS—with some exceptions—with the
primary service provided in a hospital outpatient
department visit. A laboratory test is not packaged
when (1) it is the only service provided to a beneficiary
on that date of service or (2) it is conducted on the same
date as a primary service but is ordered for a purpose
different from the primary service by a practitioner
different from the practitioner who ordered the primary
service. Under these circumstances, the laboratory

test is paid under the CLFS. The exceptions to this
policy may have resulted in little effect on the use of
laboratory tests. From 2012 to 2013, use of clinical
laboratory tests in outpatient departments increased by
about 0.1 percent. From 2013 to 2014 (the first year

of this packaging policy), they decreased by just 0.6
percent. H

payment adjustments, can be found at http://www.medpac.
gov/-documents-/payment-basics.

Hospital outpatient prospective payment system

The outpatient prospective payment system (OPPS)

pays hospitals a predetermined amount per service.

CMS assigns each outpatient service to 1 of about 700
ambulatory payment classification (APC) groups. Each
APC has a cost-based relative weight, and a conversion
factor translates these relative weights into dollar payment
amounts. In 2014 and 2015, CMS implemented several
policies that expanded the size of the OPPS payment
bundles so that the OPPS has fewer primary services (also
called “separately payable services”) and more packaged
items and services. The main purpose was to encourage
hospitals to consider the most cost-effective ways to treat

their patients. Data from 2015 outpatient claims suggest
that these policies had the intended effect of inducing
hospitals to be slightly more cost-effective in the services
they provide (see text box on expanded payment bundles).

Are Medicare payments adequate in
2018?

To judge whether payments in 2018 are adequate for
relatively efficient hospitals, we examine several indicators
of payment adequacy. We consider beneficiaries’ access

to care, changes in the quality of care, hospitals’ access

to capital, and the relationship of Medicare’s payments to
hospitals’ costs for both average and relatively efficient
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Medicare inpatient discharges per beneficiary declined as
outpatient visits per beneficiary continued to increase
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hospitals. Most of our payment adequacy indicators

for hospitals are positive, but 2016 Medicare margins
remained negative for most hospitals and were —1 percent
for the median relatively efficient provider.

Beneficiaries’ access to care remained good:
Excess inpatient capacity persisted

To evaluate access to care, we examine the availability of
hospital services to Medicare beneficiaries by analyzing
inpatient and outpatient utilization, hospital service
offerings, hospital openings and closures, hospital
occupancy rates, and other measures. Our framework
also includes an evaluation of hospitals’ access to capital,
which provides an outlook on the industry’s ability to
sustain or expand its existing resources.

Medicare beneficiaries’ access to hospital services remains
good, in part because of inpatient excess capacity in
most markets. Between 2015 and 2016, discharges per

beneficiary decreased by 2.8 percent (data not shown). In
contrast, outpatient visits per FFS beneficiary increased by
1.1 percent. These annual changes reflect a continuation of
long-term trends. From 2006 to 2016, inpatient discharges
per beneficiary decreased 21.8 percent, and outpatient
visits per beneficiary increased 49.0 percent (Figure 3-1).

The decline in inpatient cases from 2015 to 2016 reflects
a 5.2 percent per FES beneficiary decline in medical
discharges and a 4.3 percent per FFS beneficiary
increase in surgical discharges (data not shown). This
annual change in medical discharges conforms to the
long-term trend, but the change in surgical discharges
differs from the long-term trend. From 2006 to 2016,
medical discharges declined a cumulative 20.5 percent
per beneficiary, and surgical discharges declined by 23.0
percent per beneficiary (Figure 3-2). The volume of
inpatient surgeries had been consistently declining since
the 1990s until the 4.3 percent per beneficiary increase in
2016. The category of hospitals with the largest increases
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Medical discharges per beneficiary declined,
despite a recent increase in surgical discharges
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in inpatient surgeries were major teaching hospitals (5.5
percent per beneficiary).

The increase in inpatient surgical discharges in 2016

is in large part attributable to growth in orthopedic,
infectious disease—related, and digestive system inpatient
surgeries. Major joint replacements for lower extremities
(MS-DRGs 469 and 470) accounted for approximately
28 percent of this increase. Infectious and parasitic
disease procedures (MS—DRGs 853—855) accounted for
another 21 percent. Stomach or esophageal procedures
(MS-DRGs 326-328) accounted for 14 percent of the
increase. The growth in infectious disease cases could be
attributable to the change in the definition of sepsis cases,
which are classified in the infectious disease MS—DRGs
(Seymour et al. 2016, Townsend et al. 201 6).” The growth
in surgical stomach or esophageal discharges may be the
result of changes in practice patterns and the greater use
of surgical procedures to treat these patients; we observe a
corresponding decline in medical gastroenterology cases

(discussed later). Further research is needed to evaluate
the degree to which the introduction of payment bundling
for hip and knee replacements resulted in surgical volume
increases. The Comprehensive Care for Joint Replacement
(CCJR) payment model started bundled payment
incentives in April 2016, and the Bundled Payments for
Care Improvement (BPCI) initiative was started in 2013
but continued to grow, with additional entrants in April
and July 2015. Both models create incentives to reduce
the cost of care within an episode and increase the volume
of episodes.? The per capita volume of change in hip and
knee replacements (MS—DRG 469 and 470) increased

by 7.1 percent from 2015 to 2016, a significantly faster
increase than the —1.2 to 2.4 percent growth rates from
2010 to 2015.

The decrease in overall medical discharges in 2016 stems
from declines in respiratory, circulatory, and digestive
cases. Respiratory cases for pneumonia (MS—-DRGs 193—
195) and chronic obstructive pulmonary disease (MS—
DRGs 190-192) individually accounted for 17 percent
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Hospital outpatient departments have had strong spending growth for
observation care, ED visits, clinic visits, chemotherapy

administration, and separately payable drugs, 2011-2016

Spending (in billions)

Percent change,

Service or item 2011 2016 2011-2016
Observation care $0.69 $3.11 349%*
ED visits 2.27 3.90 76
Clinic visits 1.74 3.07 76
Chemotherapy administration 0.33 0.66 102
Drugs 515 10.18 98
Total 39.78 60.01 51

Note:  ED (emergency department). Spending amounts include both program outlays and beneficiary coinsurance amounts. “Drugs” are those that are separately payable
under the outpatient prospective payment system, which includes pass-through drugs and drugs that are separately payable but do not have pass-through status.
*A large portion of the growth in observation spending is due to packaging more services into the observation stay.

Source: MedPAC analysis of 2011 and 2016 hospital outpatient standard analytic claims files and data from the CMS Office of the Actuary.

of the decrease each, which may in part reflect lower
readmission rates for these conditions. Taken together,
circulatory system MS-DRGs (e.g., syncope, chest pain,
and cardiac arrhythmia) accounted for 14 percent of the
decrease, perhaps due to shifting these discharges to
observation status. Taken together, digestive conditions
such as gastrointestinal hemorrhage (MS—DRGs 377-379)
and esophagitis and miscellaneous digestive disorders
(MS-DRGs 391 and 392) accounted for 15 percent of the
decrease. The largest declines in medical discharges were
at small rural hospitals—those with 50 or fewer inpatient
beds (9.5 percent per beneficiary).

Growth in outpatient hospital services reflects
growth in drug costs and incentives to shift
patients to higher cost sites of care

The hospital outpatient setting has had higher growth

in program spending than any other sector in Medicare.
From 2011 through 2016, combined program spending
and beneficiary cost sharing on services covered under the
OPPS increased by 51 percent, from $39.8 billion to $60.0
billion, an average of 8.6 percent per year.

Some of the growth in the hospital outpatient department
(HOPD) setting is from a shift of services from the
inpatient setting to the outpatient setting. Also, there was

an unusually large increase in OPPS spending from 2013
to 2014 (13.0 percent, from $46.5 billion to $52.5 billion,
respectively) that was driven, in part, by a CMS decision
to package most clinical laboratory tests into the OPPS
payment rates; previously, these tests had been paid under
the clinical laboratory fee schedule.

OPPS spending also rose substantially for observation
care and emergency department (ED) visits (Table 3-2).
From 2011 to 2016, OPPS spending for observation care
increased by 349 percent (35.0 percent per year) because
of packaging more services within the payment for
observation care and an increase in observation stays. In
this same period, OPPS spending for ED visits increased
by 76 percent (11.9 percent per year). It is not clear what
caused this increase in observation stays and ED visits,
but the increase may be due, in part, to reactions to denials
for certain short inpatient stays and the introduction in
fiscal year 2014 of a two-midnight rule for inpatient stays
(Medicare Payment Advisory Commission 2015a).

From 2015 to 2016, the number of observation stays
decreased by 5 percent, while the payment rate per
observation stay increased by 76 percent. The net result
was an approximately 75 percent increase in payments for
observation care. The lower volume of observation care

in 2016 was likely caused by slightly stronger criteria that
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needed to be met in the OPPS for observation care to be
paid separately. The increase in payments per observation
stay was due to a CMS decision to redefine observation
care as a C—APC in 2016. The idea of C-APCs is to
combine all services recorded on an outpatient claim into
a single payment, including services that would otherwise
be paid separately. Therefore, the payment bundle for
observation care provided in 2016 included more services,
on average, than the payment bundle for observation care
in previous years.

Another large source of growth in spending on HOPD
services appears to have been the shift of services from
(lower cost) physician offices to (higher cost) HOPDs.
From 2011 to 2016, spending for and volume of clinic
visits and chemotherapy administration rose substantially
in the OPPS setting, while there was a decrease or only
slight growth in volume of these services in freestanding
physician offices. Over this period, the volume of OPPS
clinic visits increased by 43.8 percent (7.5 percent per
year) and OPPS chemotherapy administration by 56.1
percent (9.3 percent per year). At the same time, the
volume of office visits in freestanding offices rose by only
0.4 percent, and chemotherapy administration decreased
by 13.4 percent in physician offices.* The growth in
volume in HOPDs over this period is reflected in increased
spending on clinic visits, which rose by 76 percent

(12.0 percent per year) and spending on chemotherapy
administration, which rose by 102 percent (15.1 percent
per year). This shift in care setting to HOPDs is important
in that it increases Medicare program spending and
beneficiary cost-sharing liability because Medicare
payment rates for the same or similar services are
generally higher in HOPDs than in freestanding offices.
For example, we estimate that the Medicare program spent
$1.8 billion more in 2016 than it would have if payment
rates for evaluation and management (E&M) office visits
in HOPDs were the same as freestanding office rates.
Analogously, beneficiaries’ cost sharing was $460 million
more in 2016 than it would have been because of the
higher rates paid in HOPDs.

To address the increased spending that results when
services shift from freestanding physician offices to
HOPDs, the Commission recommended lowering OPPS
payment rates so that Medicare payment would be equal
for E&M office visits in freestanding physician offices and
HOPDs (Medicare Payment Advisory Commission 2012).
The Commission also recommended adjusting OPPS rates
for a set of other services so that payment rates would be

equal or more closely aligned across these two settings
(Medicare Payment Advisory Commission 2014b). A
review of the Commission’s proposals to make rates
comparable across sectors is in last year’s report (Medicare
Payment Advisory Commission 2017b).

Finally, growth in spending on Part B drugs that are
separately paid under the OPPS—including those that have
pass-through status and those that are not pass through but
have costs per day that exceed the packaging threshold—
has been exceptionally large. From 2011 through 2016,
OPPS spending for these drugs increased from almost $5.2
billion to about $10.2 billion, an increase of 98 percent
(14.6 percent per year). About two-thirds of the increased
spending on separately payable drugs was for those that
are used to treat cancer. During the same period, OPPS
spending on cancer drugs increased by 109 percent, from
$3.2 billion to $6.6 billion. The growth in spending on Part
B drugs reflects both price increases in existing drugs and
the introduction of new expensive cancer drugs (Medicare
Payment Advisory Commission 2017a).

Excess inpatient capacity

Between 2015 and 2016, aggregate occupancy rates for
hospitals remained largely unchanged at 62 percent.
Occupancy rates of urban hospitals were higher, at
approximately 66 percent, also relatively unchanged

from the prior year. By contrast, occupancy rates at rural
hospitals declined from 41 percent in 2015 to 40 percent in
2016. In 2016, rural hospitals with fewer than 50 beds had
the lowest occupancy rates at 31 percent.

Nationally, from 2010 to 2015, inpatient bed capacity
declined from 2.7 inpatient hospital beds per 1,000
residents to 2.5 beds per 1,000 residents (American
Hospital Association 2016). However, bed capacity
varied by market. In 2015, Phoenix had 2.0 beds per
1,000 residents while Philadelphia had 3.8 beds per 1,000
residents. We did not observe any metropolitan statistical
areas with bed capacity losses that pose an obvious access
concern for Medicare beneficiaries.

Hospital closures increased slightly

While closures are still relatively rare events, there have
been slightly more hospital closures than hospital openings
over the past six years. In 2016, we identified 21 closures
and 11 openings (Figure 3-3, p. 74). Among those that
closed in 2016, 15 were in rural counties and 6 were in
urban counties. Only two of the openings were in rural
areas.
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More hospital closures than openings from 2010 through 2016
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Hospitals that closed in 2016 were smaller than average
and had low occupancy and poor profitability. The 21
closed hospitals had an average of 50 inpatient beds and an
average occupancy rate of 32 percent. Their average total
all-payer margin in 2013 was —3 percent. Sixty percent

of hospitals that closed in 2016 were in states that did

not expand their Medicaid programs under PPACA. In
addition, urban hospitals that closed were an average of

5 miles from the nearest hospital, and the rural hospitals
were an average of 19 miles from the nearest hospital.
One-third of the hospitals that closed converted to
outpatient-only or post-acute care facilities. Specifically,
14 hospitals closed completely, 4 became stand-alone EDs,
2 became outpatient facilities without ED services, and 1
became a nursing home. The 11 hospitals that opened in
2016 had an average of 61 beds, and 9 (82 percent) were
urban. Six of the 11 are general hospitals; 2 are urban
micro-hospitals with only 4 inpatient beds and a focus on
ED, imaging, and certain surgical services; and 3 are urban
surgical hospitals.

Quality of care has been improving

The quality of hospital care has been improving in recent
years, and at least part of this improvement appears to be
because of various financial incentives included in recent
years in the Medicare program. While these incentives are
not perfect and the Commission has discussed refinements
to quality improvement programs, the data suggest that
even imperfect incentives can lead to improved quality
(see text box on value incentive programs).

In 2018, hospitals’ performance on quality metrics has the
potential to increase a hospital’s base IPPS payment rates
by as much as 3.5 percent and lower payments by as much
as 6 percent. Three payment adjustments are responsible
for these potential changes: the Hospital Readmissions
Reduction Program (HRRP) (which accounts for up to a
3.0 percent reduction), the hospital value-based purchasing
program (which accounts for between a 3.5 percent
increase and a 2.0 percent reduction to payments), and the
Hospital-Acquired Condition Reduction Program (which
accounts for a 1.0 percent reduction to payments for 25
percent of hospitals). While these adjustments have the
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Redesigning Medicare’s hospital value incentive programs

payments based on these four quality payment

programs: the Hospital Inpatient Quality
Reporting Program, the Hospital Readmissions
Reduction Program, the Hospital-Acquired Condition
Reduction Program, and the hospital value-based
purchasing program. The Commission has four main
concerns about the design of these current hospital
quality programs. First, the Commission has taken
the position that there are currently too many hospital
quality payment and reporting programs, many of
which overlap, creating unneeded complexity in the
Medicare program. Second, the Commission asserts
that all-condition measures are more appropriate to
measure the performance of hospitals, rather than
the condition-specific readmissions and mortality
measures that are currently used. Third, the programs
include process measures and measures that may
be inconsistently reported by providers. Fourth, the
programs score hospitals using “tournament models,”

The Medicare program currently adjusts hospital

not clear, absolute, and prospectively set performance
targets.

During the October 2017 meeting, the Commission
discussed redesigning the hospital quality payment
programs to make a single hospital value incentive
program (HVIP) that will be patient oriented,
encourage coordination across providers and time, and
promote delivery system change. We believe that CMS
has the authority to make some changes to hospital
quality payment without congressional action (e.g.,
using all-condition measures versus condition-specific
measures, using fixed performance targets in the
scoring methodology, and improving public reporting),
but other changes would require statutory authority. The
Commission began discussions around possible HVIP
measures and scoring methodology in the fall of 2017
and will discuss the results of modeling HVIP scores
and payment adjustments during the spring of 2018. B

potential to change inpatient payments, they do not alter
outpatient payments. In 2018, about a quarter of hospitals
will see a net increase in payments (averaging about
$113,000) and a little less than three-quarters will see a
net decrease in payments (averaging around $443,000)
under the combined effect of these programs. On net, these
three programs lower Medicare payments by about $940
million, or 0.5 percent of overall Medicare payments.

Overall hospital quality metrics show
improvement

To assess aggregate trends in quality of care across all
IPPS hospitals, we use mortality rates, readmission

rates, and patient experience. We find that, from 2012 to
2016, mortality and readmissions declined. In addition,
patient experience measures (e.g., communication with
nurses and doctors, quietness of hospital environment)
improved from 2011 to 2016. The share of patients rating
their overall hospital experience a 9 or 10 on a 10-point
scale has increased from 69 percent to 73 percent. The
quality improvements reflect the efforts hospitals have

made to improve patient outcomes, but also reflect the
closure or restructuring of some of the poorest performing
hospitals. In 2014, we examined hospitals that, from 2009
through 2011, had a combination of low occupancy, high
readmission rates, and poor patient experience ratings
(Medicare Payment Advisory Commission 2014b). By
2015, 13 of the 112 hospitals closed, a quarter of the
hospitals changed ownership, and others replaced their
facilities. This finding is consistent with a recent study
that suggests market share is flowing to higher quality
hospitals (Chandra et al. 2015).

Readmission rates have been declining The Congress
enacted a Medicare HRRP in 2010, and since that time
readmission rates have continued to fall. Last year we

also showed that readmission rates declined for all of the
conditions covered by the readmission policy from 2010 to
2015 (Medicare Payment Advisory Commission 2017b).
This year we examined the readmission rates across all
conditions for those over 65. We found that the risk-
adjusted unplanned readmission rate declined from about
17 percent in 2010 down to 15 percent in 2015. It declined

MECIpAC
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Risk-adjusted 30-day postdischarge mortality rates have declined

Mortadlity rate 2010 2011 2012 2013 2014 2015 2016
Unadjusted mortality 7.2% 7.9% 8.1% 8.4% 8.4% 8.6% 8.4%
Expected mortality 7.5 8.1 8.5 9.0 9.4 9.9 10.2
Risk-adjusted mortality 8.4 8.0 7.7 7.5 7.2 7.0 6.7

Source: MedPAC analysis of 2012 through 2016 Medicare claims using 3M all-patient refined-diagnosis related group risk of mortality V32 grouper and beneficiary age

and gender to calculate risk-adjusted mortality rates (using 2010 through 2012 data to set expected rates).

further to about 14.4 percent in 2016.° In fiscal year
2018, hospitals are penalized if they have above-average
readmission rates (from a prior three-year period (July 1,
2013, through June 30, 2016)) for any one of six clinical
conditions (acute myocardial infarction, heart failure,
pneumonia, congestive obstructive pulmonary disease,
elective total hip or knee replacement, or coronary artery
bypass graft surgery).

In 2013, the Commission suggested a budget-neutral
package of improvements to the HRRP. The first
suggestion was to set a fixed target for readmission rates
so aggregate penalties would go down when industry
performance improves. Second, we suggested fixing

the penalty formula to make the penalty per excess
readmission close to the cost of each excess readmission.
Third, to create greater precision in measuring relative
performance and to offset the cost of fixing the penalty
formula, we discussed expanding the policy to cover all
conditions.® Fourth, we discussed evaluating hospitals’
readmission rates against rates for peer hospitals with
similar shares of low-income patients as a way to

adjust penalties for the effects of socioeconomic status
on hospitals’ readmission rates, which the Congress
adopted in the 21st Century Cures Act (Public Law
114-255) (Medicare Payment Advisory Commission
2013a). Section 15002 of the Act requires the Secretary
to compare cohorts of hospitals in determining the extent
of excess readmissions beginning in fiscal year 2019.
Through rulemaking, CMS has defined a methodology
for calculating the adjustment factor based on a hospital’s
performance relative to other hospitals treating a similar
proportion of dual-eligible patients (i.e., quintile cohorts).

Mortality rates declining From 2010 to 2016, risk-
adjusted mortality rates declined by 1.7 percentage

points; 0.3 percentage point of that decline occurred in
2016 (Table 3-3). Since 2013, raw mortality rates were
relatively constant, suggesting that beneficiaries admitted
in recent years tended to have more comorbidities and
thus a higher risk of mortality. The higher expected
mortality per discharge is consistent with Figure 3-1 (p.
70), which shows a decline in Medicare admissions per
capita in recent years. Other studies have found similar
improvements for condition-specific mortality (Hines
2015, Krumholz 2015). The combination of a decline in
readmissions and a decline in hospital mortality is strong
evidence of improving quality.

Hospitals’ access to capital and employment
remains strong

Hospitals’ access to capital remained strong in 2016.
Nonprofit hospitals issued $37 billion in bonds in

2016 ($22 billion in new financing and $15 billion

in refinancing), surpassing the $23 billion of bond
offerings in 2015 (Figure 3-4) (Thomson Reuters
2017). The rebound of bond offerings in 2016 reflects
hospitals’ strong financial position (high all-payer
margins and strong balance sheets) and continuing low
interest rates. The average interest rate for double-A
tax-exempt 30-year nonprofit hospital bonds remained
low at 3.10 percent in December 2017 compared with
3.95 percent in December 2016 (Cain Brothers 2017).
Hospital construction spending was $24 billion in 2016,
approximately the same level as 2015 and roughly
equivalent to the level of bond issuances for new
financing (Census Bureau 2017). The data suggest that
the increase in bond offerings in 2016 reflects refinancing
and hospitals taking advantage of low interest rates
rather than a big increase in construction. Construction
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Nonprofit hospital bond offerings for new financing
roughly equal to hospital construction spending in 2016
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Source: Nonprofit hospitals’ bond offering data from Thomson Reuters and hospital construction spending data from the U.S. Census Bureau.

spending in 2016 was lower than levels observed between
2006 and 2009 because the industry is focused on
building less expensive outpatient capacity rather than
inpatient capacity (Conn 2017).

While the financial condition of hospitals remains strong,
hospital all-payer profit margins fell slightly from their
recent record highs in 2013. The three major bond-rating
agencies (Fitch Ratings, Moody’s Investor Services,
Standard & Poor’s Ratings Services) reported that
nonprofit hospitals in 2016 experienced slower revenue
growth than the previous year, rising expense growth,
and slightly lower facility-wide operating profits in 2016
(Fitch Ratings 2017, Moody’s Investors Service 2017b,
Standard & Poor’s Ratings Services 2017). The three
largest for-profit hospital systems reported similar trends
in 2016 (Community Health Systems 2017, Morningstar
Document Research 2017a, Morningstar Document
Research 2017b).

In 2017, hospital revenues continue to grow, but at a
slower pace than in previous years because the peak of
Medicaid expansion has passed (Fitch Ratings 2017,
Moody’s Investors Service 2017b, Standard & Poor’s
Ratings Services 2017). In addition, as more patients
shift toward higher deductible plans, increases in bad
debt in 2016 and the first half of 2017 have been reported
(Moody’s Investors Service 2017a). For-profit hospital
systems also report slowed revenue growth. For example,
HCA’s same-facility revenues increased 6.4 percent in
2015 and 4.1 percent in 2016 (Morningstar Document
Research 2017a).

Hospital expense growth increased in 2016 because

of increases in the cost of nursing labor, information
technology, and pharmaceutical and medical supplies.
All three rating agencies cited the growth in nursing
wages as the reason for labor cost growth at nonprofit
hospitals (Fitch Ratings 2017, Moody’s Investors Service
2017b, Standard & Poor’s Ratings Services 2017).
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Hospital merger and acquisition activity has been high in recent years
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Three for-profit hospital systems similarly cited labor,
pharmaceutical, and medical supply costs as key reasons
for expense growth (Community Health Systems 2017,
Morningstar Document Research 2017a, Morningstar
Document Research 2017b).

Mergers and acquisitions

Hospitals and hospital systems also continued to expand
through acquisition. In 2016, 161 individual hospitals
were acquired in 71 transactions, a decline in the level
of transactions in recent years (Figure 3-5) (Irving Levin
Associates Inc. 2017). Smaller hospitals and health

systems were more often the target of acquisition in 2016.

Approximately one-third of these transactions involved
single-facility acquisitions rather than multiple-facility
transactions. These acquisitions have resulted in greater
market power for hospitals in negotiating contracts with
insurers, physicians, and drug and device manufacturers.

Hospital employment increased

Between October 2015 and October 2017, the number of
individuals employed by hospitals grew from 4.9 million

to 5.1 million, an increase of 3.9 percent, slightly slower
than the rest of the health care sector (4.4 percent), but
faster than the rest of the economy (3.1 percent) (Bureau
of Labor Statistics 2017b). Over 10 years (2007 to
2017), hospital employment increased 13 percent while
employment in the rest of the economy increased 5
percent.

Hospitals have hired individuals in certain high-skill
occupational categories and reduced the number of

staff in certain lower skilled occupations. From 2014 to
2016, the number of physicians employed by hospitals
increased by 2.3 percent but varied by type of physician
(Bureau of Labor Statistics 2017a). For example, the
number of family and general physicians rose 15 percent,
and the number of anesthesiologists fell 17 percent.
Overall, the number of nurses employed by hospitals
rose 1.4 percent during this period, with the number

of higher skilled registered nurses increasing by about
40,000 individuals and the number of licensed practice or
vocational nurses declining by about 17,000. Hospitals
also reduced operational staff from categories such as
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health care support (—1.5 percent) and food services (-3.0
percent). Hospital employment growth and occupational
employment growth within hospitals may have been more
rapid than the Bureau of Labor Statistics (BLS) reports
because BLS estimates of workers in hospitals do not
include contract workers paid outside hospitals’ payroll
systems, which some suggest have increased in recent
years (Government Accountability Office 2015). For
example, the decline in food-service workers could reflect
a decrease in employment or an increase in the use of
outside contractors.

Medicare payments and providers’ costs

In assessing payment adequacy, the Commission also
considers the relationship between Medicare payments
and the costs of providing care to Medicare patients.
We assess the adequacy of Medicare payments for the
hospital as a whole (across all Medicare services), thus
measuring the relationship between payments and costs
using an overall Medicare margin. This margin includes
all Medicare payments and Medicare-allowable costs
for the six hospital departments covered by the inpatient,
outpatient, and post-acute (PAC) PPS systems, as well
as uncompensated care payments and graduate medical
education payments and costs.’

We report the overall Medicare margin across service lines
because no hospital service line is a purely independent
line of business. For example, we find that operating any
PAC provider improves the profitability of acute inpatient
care services because an in-hospital PAC provider allows
hospitals to safely discharge patients sooner from their
acute care beds, thus reducing the cost of inpatient stays.
The overall Medicare margin also takes into account
revenues that are not included in the service-line payments
for inpatient and outpatient care. These revenues include
Medicare payments for health information technology
(beginning fiscal year 2011) and uncompensated care
payments (beginning fiscal year 2014). Excluding these
Medicare revenues would understate Medicare payments
to hospitals. Another benefit of focusing on overall
margins is that we can avoid the challenges of precisely
allocating overhead and administrative costs among the
different service lines.

To determine whether hospitals have an incentive to

treat additional Medicare patients, we also examine the
marginal profits for treating additional Medicare patients.
This measure examines whether Medicare payments cover
the variable cost of treating an additional Medicare patient.

We find that, while average Medicare payments do not
cover all costs (fixed and variable), they are sufficient to
cover the variable costs of treating additional Medicare
patients, which is an indicator of whether hospitals with
excess capacity have an incentive to see more Medicare
patients.

To measure the overall pressure that hospitals are under
to control costs, we also examine hospital total (all-
payer) profit margins and hospital cash flows. When total
margins and cash flows are strong, hospitals are under
less pressure to control their costs, which in turn affects
their Medicare margin.

Medicare payment growth

Changes in Medicare inpatient hospital payments per
discharge under the IPPS depend primarily on three
factors: (1) annual updates to base payment rates; (2)
changes in reported patient case mix (a measure of
relative patient complexity); and (3) policy changes

that are not implemented in a budget-neutral manner. In
2016, the average Medicare inpatient payment per case
increased 4.6 percent. While inpatient payments increased,
uncompensated care payments declined in 2016 because
of an increase in the number of insured patients. In 2016,
hospitals received $9.9 billion in disproportionate share
(DSH) and uncompensated care payments (down from
$11 billion in 2015). Between 2015 and 2016, three key
changes to inpatient payments occurred:

e a0.9 percent increase in base payment rates,

e a3.4 percent increase in inpatient case mix, and

a $1.1 billion reduction in DSH and uncompensated
care payments.

Medicare continues to see growth in the use of outpatient
services, attributable to a combination of increases in

the number of beneficiaries, the number of outpatient
visits, and a $1.7 billion increase (19 percent growth) in
payments for separately payable Part B drugs administered
in hospitals’ outpatient departments. The 19 percent
increase was due to an increase in both the volume and
prices of Part B drugs. Medicare pays hospitals 106
percent of pharmaceutical companies’ average sales prices
for most Part B drugs. Because hospitals and the Medicare
program do not set pharmaceutical prices, manufacturer
price increases for Part B drugs can drive up hospitals’
drug costs and Medicare program payments.
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TABLE
3-4

Annual cost growth

Cost growth, case-mix change, and hospital input price inflation, 2012-2016

Average annual

cost growth
Cost measure 2012 2013 2014 2015 2016 2012-2016
Inpatient costs per discharge 3.3% 2.7% 2.2% 2.3% 4.2% 2.9%
Inpatient case-mix-index change 1.4 2.0 2.0 0.8 3.4 1.9
Input price inflation* 2.1 1.9 1.8 1.7 1.6 1.8

Note:  Cost-growth numbers are not adjusted for reported changes in case mix. Analysis excludes critical access hospitals and Maryland hospitals.
*Input price inflation reflects a four-quarter moving and weighted average of changes in the hospital operating and capital market basket indexes calculated for the

second quarter of each year.

Source: MedPAC analysis of Medicare cost reports, claims files, and hospital input price inflation estimates from CMS.

Rate of cost growth remains close to rate of input
price inflation

Hospitals’ per case cost increases were relatively low
between 2012 and 2015, averaging 2.6 percent annually,
and were about 0.6 percentage points faster than input
price inflation (the hospital market basket index) (data
not shown). The per discharge cost increased by about 4.2
percent in 2016, in large part reflecting a shift in services
toward inpatient surgeries (Table 3-4). Although more
rapid than the annual increase between 2012 and 2015,
this growth is still slower than experienced through most
of the 2000s, when costs per case increased an average of
5.6 percent per year, or 1.4 percentage points faster than
underlying input price inflation (data not shown).

The lower cost growth from 2012 through 2015 was
partly due to lower input price inflation facing hospitals,
reflecting low economy-wide inflation and slow wage
growth. Hospitals benefited from this low economy-
wide wage growth, with compensation costs for hospital
workers growing by less than 2 percent in each year from
2012 through 2015 (Bureau of Labor Statistics 2016). In
2016, compensation costs for hospital workers grew 2.2
percent, about equal to that of the rest of the economy at
2.5 percent (Bureau of Labor Statistics 2017a).

From 2015 to 2016, inpatient case mix increased 3.4
percent, the most significant increase in Medicare inpatient
case mix in over 10 years, and it is being driven by the
corresponding increase in surgical cases (4.3 percent) and
decrease in medical cases (=5.2 percent). In 2016, surgical
cases had an average case mix of 3.05 and medical cases

had an average case mix of 1.21. The growth in the share
of surgical cases in 2016 drove up the overall average case
mix. However, if we control for the increase in the number
of surgical cases, the hospital cost increase for the past
three years would be roughly equivalent to underlying
input price inflation.

The increasing volume of inpatient surgeries (in particular,
hip and knee replacements) could also have contributed

to higher device costs. From 2014 through 2016, the

cost per discharge (averaged across medical and surgical
discharges) grew by 7.9 percent. Drug costs grew even
faster during that period, increasing by 12.4 percent over
the two-year period. On a combined basis, drugs and
devices represented 19 percent of all hospital costs in 2016
and 26 percent of all cost growth per Medicare discharge.
Consistent with a growth in inpatient surgery, cost report
data indicate anesthesiology, operating rooms, and
recovery rooms grew at 8.5 percent, 6.5 percent, and 5.9
percent, respectively, from 2015 to 2016.

Trend in the overall Medicare margin

We define Medicare margins as Medicare payments minus
the allowable costs of treating Medicare patients divided
by Medicare payments. In analyzing hospital margins, we
compute margins with and without critical access hospitals
(CAHs), which are 1,300 rural hospitals whose payments
are based on their incurred costs. We also exclude
hospitals in Maryland, which are not part of the IPPS but
rather are paid under a statewide all-payer prospective
payment system. From 2001 through 2008, the overall
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Overall Medicare margin continued to trend downward

after holding relatively steady between 2009 and 2014
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Source: MedPAC analysis of Medicare cost reports from CMS.

Medicare margin trended downward from 5.5 percent in
2001 to —7.2 percent in 2008 (Figure 3-6).8 However, from
2008 to 2010, the overall Medicare margin went up, from
—7.2 percent to —4.9 percent, largely because of increases
in reported case mix—the result of documentation and
coding changes hospitals made with the introduction of
MS-DRGs in 2008—and lower cost growth as a result of
the economy’s downturn from the recession (Medicare
Payment Advisory Commission 2013b). From 2010 to
2014, the overall Medicare margin held relatively steady,
varying from —4.9 to —5.8 percent. From 2014 to 2016,

the overall Medicare margin dropped from —5.8 percent to
—9.6 percent. The decrease in the overall Medicare margin
that occurred from 2014 to 2016 is not unexpected given
several payment adjustments required by statute, including
reductions to the annual payment update adjustments for
documentation and coding improvement, decreases in
incentive payments for the adoption of electronic health

records, and decreases in uncompensated care payments
that correspond to increases in the insured population.

As discussed in our March 2016 report to the Congress,
the Medicare margin held relatively steady from 2009
through 2014 in part because CMS overestimated hospital
wage inflation. Each year, the hospital update is based

on a forecast of input price inflation. In every year from
2012 to 2016, the forecast inflation exceeded actual input
price inflation. This forecast error added over 2 percentage
points to hospital payment rates from 2012 to 2014 and
allowed hospital margins to remain relatively constant
during this period. In 2015 and 2016, the forecast error
added close to another 2 percentage points to hospital
payment rates. However, four factors contributed to the
decrease in the overall Medicare margin that exceeded
this forecast error. First, PPACA-mandated reductions

to the hospital market basket update equaled 0.8 percent
in 2015 and 0.7 percent in 2016. Next, the Congress
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Overall Medicare margins by hospital type

Hospital group 2009 2010 2011 2012 2013 2014 2015 2016
All hospitals (excluding CAHs) -5.3% -4.9% -57% -5.5% -5.1% -5.8% -7.6% -9.6%
Urban -5.4 =5.1 -6.1 =59 =59 -6.0 -7.9 -9.8
Rural

Excluding CAHs -4.0 -2.6 -2.6 -1.1 2.4 -3.6 -5.0 -7.4

Including CAHs -2.8 -1.7 -1.4 0.3 2.5 -1.9 -3.2 -5.3
Nonprofit -6.6 -6.3 -7.2 -7.1 -6.5 -7.4 -9.1 -11.0
For profit -0.2 -0.1 -0.3 1.2 1.1 0.7 -1.4 -2.4
Major teaching -1.1 -0.9 -2.3 -2.8 -3.6 -4.5 -6.4 -8.6
Other teaching -5.0 -4.7 -5.5 =51 -4.8 -4.9 -6.3 -8.5
Nonteaching -8.5 -8.0 -8.5 -7.8 -6.4 -7.6 9.7 -11.3
High DSH 1.4 0.9 -0.5 -0.3 -0.4 -1.1 -3.2 -6.2
Moderate-to-low DSH 7.7 -6.9 7.4 -7.1 -6.4 -7.1 -8.6 -10.4
No DSH -13.4 -12.4 -13.2 -13.2 -12.6 -13.5 -15.2 -15.5

Note:  CAH (critical access hospital), DSH (disproportionate share). Data are for all hospitals covered by the Medicare acute inpatient prospective payment system in
2016 and for CAHs where indicated. A margin is calculated as payments minus costs, divided by payments; margins are based on Medicare-allowable costs.
“Overall Medicare margins” covers acute inpatient, outpatient, hospital-based skilled nursing facility (including swing beds), hospital-based home health, and
inpatient psychiatric and rehabilitation services, plus uncompensated care, graduate medical education, and electronic health record incentive payments. The rural
margins are shown with and without 1,300 CAHs, which are paid 101 percent of costs for inpatient and outpatient services. The margins without CAHs illustrate
the profitability of rural inpatient prospective payment system hospitals; the rural margins with CAHs give a fuller picture of rural hospital profitability. “High
DSH" incudes hospitals with the highest disproportionate share adjustments (top quartile). “Moderate-to-low DSH” includes hospitals with disproportionate share

adjustments that exceed zero but are not included in the top quartile.

Source: MedPAC analysis of Medicare cost reports, Medicare Provider Analysis and Review files, and impact files from CMS.

mandated reductions in the inpatient base rate in 2015,
2016, and 2017 because of documentation and coding
improvements that occurred earlier in the decade. Third,
the American Recovery and Reinvestment Act of 2008
provided payments to hospitals for the adoption of health
information technology for a limited number of years. The
program expired for IPPS hospitals at the end of fiscal
year 2016, and payments have been declining since 2014.
From 2014 to 2016, these subsidy payments decreased

by over $1.7 billion. Finally, by design, as the number

of insured individuals increases, CMS decreases the
amount available to hospitals through uncompensated care
payments. Thus, the increase in the number of insured
individuals resulted in the lower level of uncompensated
care payments to hospitals.

Medicare margins by hospital type, 2016

In 2016, rural IPPS hospitals (excluding CAHs) had a
—7.4 percent overall Medicare margin, which was 2.4

percentage points higher than the —9.8 percent margin
for urban hospitals (Table 3-5). Major teaching hospitals
(i.e., hospitals with a high resident-to-bed ratio) had an
overall Medicare margin of —8.6 percent. In large part,
major teaching hospitals had higher overall Medicare
margins than the average IPPS hospital because of

the extra payments they receive through the indirect
medical education and DSH hospital adjustments and
uncompensated care payments.

In 2016, for-profit hospitals had the highest overall
Medicare margins (—2.4 percent), well above the —11.0
percent overall Medicare margin for nonprofit hospitals
(Table 3-5). Much of this differential reflects lower
outpatient costs at for-profit hospitals. A detailed analysis
of 2009 outpatient services indicated that for-profit
hospitals’ outpatient margins also benefit somewhat from
a more favorable service mix and from being less likely
to incur outpatient teaching costs (Medicare Payment
Advisory Commission 2014b).
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In 2016, hospitals that treated the highest shares of low-
income patients (high-DSH hospitals) had a —6.2 percent
overall Medicare margin (Table 3-5). In contrast, hospitals
treating the lowest share of low-income patients (non-
DSH hospitals) had the lowest overall Medicare margin
(—15.5 percent). The difference in margins was attributable
in part to the DSH adjustments and uncompensated care
payments received by hospitals. In addition, hospitals with
high shares of Medicare and Medicaid patients tend to
have more pressure to control costs and therefore tend to
have lower costs per discharge (see p. 84 for a discussion
of financial pressure and costs).

Marginal profits

Another factor we consider when evaluating the adequacy
of payments is whether providers have any financial
incentive to expand the number of Medicare beneficiaries
they serve. In considering whether to treat a patient, a
provider with excess capacity compares the marginal
revenue it will receive (i.e., the Medicare payment) with its
marginal costs—that is, the costs that vary with volume. If
Medicare payments exceed the marginal costs of treating
an additional beneficiary, a provider has a financial
incentive to increase its volume of Medicare patients. In
contrast, if payments do not cover the marginal costs, the
provider may have a disincentive to care for Medicare
beneficiaries.

To operationalize this concept, we compare payments
for Medicare services with marginal costs, which is
approximated as:

Marginal profit = (payments for Medicare services — (total
Medicare costs — fixed building and equipment costs)) /
Medicare payments

On average, the marginal profit across hospital service
lines was approximately 8 percent in 2016.” Because
hospitals would be expected to generate about 8 percent
profit on a marginal increase in Medicare volume,
hospitals with excess capacity would have a financial
incentive to serve more Medicare beneficiaries.

Total (all-payer) profitability remains strong

Hospitals’ total (all-payer) profit margins are an indicator
of how much financial pressure hospitals are under to
control costs (Figure 3-7, p. 84). In 2016, total margins

for hospitals were 6.4 percent, slightly lower than the
preceding 3 years, but still near their highest levels since
the beginning of the prospective payment system more
than 30 years ago (historical data not shown). All-payer
margins remain strong because the growth of private-
payer rates continues to rise faster than costs (Bureau

of Labor Statistics 2013, Health Care Cost Institute
2015, Health Care Cost Institute 2014, Health Care

Cost Institute 2012). While Medicare represents about
one-third of all-payer revenues, commercially insured
patients represent slightly more than one-third of patient
revenues and generate almost all of the operating profits
for a typical hospital.' Operating margins, which exclude
charitable donations and income from investments,
peaked in 2015 at 6.4 percent following a growth in
insured patients. Other measures of all-payer profitability
are also strong. Cash flow—as measured by earnings
before interest, taxes, depreciation, and amortization—
has remained steady and strong for the past seven years,
between 10 percent and 11 percent.

In 2016, total margins varied across hospital types. For the
second year in a row, for-profit hospitals had a high total
(all-payer) margin, 11.2 percent, more than 4 percentage
points higher than in 2007. In addition, the frontier IPPS
hospitals (those in low population—density counties) had
an average total margin of 10.8 percent, suggesting that
isolated hospitals can do well in frontier areas when they
have sufficient volumes of insured individuals. The total
margin for CAHs was 3.6 percent, a slight decrease from
2015, which was the highest level since 2007. In contrast,
rural hospitals adjacent to urban areas had low total
margins (0.1 percent in aggregate).

Fiscal pressure constrains costs

Hospitals under financial pressure tend to have lower
costs. To illustrate this finding, we compare hospitals
under low and high financial pressure in the analysis
below. In addition to financial pressure affecting the level
of costs, the literature shows that changes in Medicare
rates can affect the rate of cost growth. Hospitals that
receive larger increases in Medicare payment rates tend to
have larger increases in costs.

To determine the association between financial pressure
and costs, we grouped hospitals into three levels of
financial pressure from private payers—high, medium, and
low—based on their median non-Medicare profit margins
and other factors from 2011 to 2015. For these years,
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FIGURE
3-7

Hospitals’ financial performance has remained stable since 2010
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Source: MedPAC analysis of Medicare hospital cost report data.

the hospitals under high pressure historically had non-
Medicare profit margins of less than 1 percent, while the
low-pressure hospitals had non-Medicare profit margins of
more than 5 percent. We found that hospitals under high
pressure during the five-year period ended up with lower
standardized Medicare costs per discharge in 2016 than
hospitals under low levels of financial pressure. For more
details on our analytic methods, see our earlier analysis

of payment adequacy (Medicare Payment Advisory
Commission 2011).

The following are key findings from our analysis of
financial pressure on hospitals:

*  High pressure equals low cost: The 26 percent

of hospitals under the most financial pressure had
median standardized Medicare costs per case that
were 7 percent lower than the national median for the
2,762 IPPS hospitals with available data. Because of
their lower Medicare costs, hospitals under pressure
broke even on Medicare (0 percent margin), which is
8 percentage points above the national median. High-

pressure hospitals tended to be paid government rates
for larger shares of patients (51 percent of inpatient
days were Medicare and Medicaid patients).

®  Low pressure equals high cost: The 62 percent of
hospitals under a low level of financial pressure had
median standardized Medicare costs per case that
were 3 percent above the national median. Because of
higher costs, they generated a median Medicare profit
margin of nearly —11 percent, scoring 3 percentage
points below the national median. Low-pressure
hospitals tended to be paid government rates for
smaller shares of patients (46 percent of inpatient days
were Medicare and Medicaid patients).

In addition to cost differences at the hospital level,

cost differences appear at the state level. The literature
generally finds that a dominant insurer in a state can
reduce the relative market power of hospitals and the
prices commercial insurers pay hospitals (Trish and
Herring 2015). We find that lower commercial prices
may then result in lower costs. For example, in Alabama

84 Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments



and North Dakota, where there is one dominant insurer
(each) and relatively low commercial payment rates,
hospital wage rates are relatively low. (By “relatively low,”
we mean that the ratio of hospital wages to wages paid

by other employers for comparable employees is lower

in Alabama and North Dakota than the average state)
(Medicare Payment Advisory Commission 2007).

Another way to examine the relationship between financial
pressure and costs is to see how changes in financial
pressure affect changes in costs. For example, White and
Wu found that hospitals that received higher Medicare
payment increases because of policy changes tended to
have higher cost growth (White and Wu 2014). Contrary
to “cost-shift” theory, they also found that lower Medicare
price growth did not cause hospitals to increase prices
negotiated with commercial insurers. Instead, they found
lower Medicare prices led to lower cost growth (White
2013). Similar findings have been reported by others
(Clemens and Gottlieb 2017, Frakt 2015). A recent study
examined how hospitals responded when they received

a large increase in their wage index because of Section
508 of the Medicare Prescription Drug, Improvement,

and Modernization Act of 2003. The study found that the
hospitals that received higher Medicare payments through
the 508 program “treated more patients, increased payroll,
hired nurses, added new technology, raised CEO pay, and
ultimately increased their spending by over $100 million
annually” (Cooper et al. 2017). The implication of these
studies is that constraining Medicare prices should help
constrain hospital costs. This finding that costs vary with
income is consistent with a recent press account of how

a hospital (with a history of receiving relatively high
commercial prices) started to feel more pressure to reduce
costs and did find ways to reduce staffing and supply
expenses (Boghosian 2017).

Relatively efficient hospitals

The Commission follows two principles when identifying
a set of efficient providers. First, the providers must

do relatively well on cost and quality metrics. Second,

the performance has to be consistent, meaning that the
provider cannot have poor performance on any metric over
the past three years. In the hospital sector, the variables we
use to identify relatively efficient hospitals are hospital-
level mortality rates (3M® risk-adjusted all-condition
mortality), readmission rates (3M® potentially preventable
readmissions), and standardized inpatient Medicare costs
per case. Our assessment of efficiency is not in absolute
terms but, rather, relative to other IPPS hospitals.

Categorizing hospitals as relatively efficient We assigned
hospitals to the relatively efficient group or the control
group according to each hospital’s performance relative
to the national median on a set of risk-adjusted cost and
quality metrics for the period 2013 to 2015.'" We then
examined the performance of the two hospital groups in
fiscal year 2016.

Hospitals were identified as relatively efficient if they met
four criteria in each year from 2013 to 2015:

* Risk-adjusted mortality rates were among the best
two-thirds of all hospitals.

* Risk-adjusted readmission rates were among the best
two-thirds of all hospitals.

e Standardized costs per discharge were among the best
two-thirds of all hospitals.

* Risk-adjusted mortality or standardized costs per
discharge were among the best one-third of all
hospitals.

The objective was to identify hospitals that consistently
performed at an above-average level on at least one
measure (cost or quality) and that always performed
reasonably well on all measures. The rationale for this
methodology and the details of computing the various
measures are discussed in our March 2011 report
(Medicare Payment Advisory Commission 2011). As a
secondary check on hospital quality, we also require that at
least 60 percent of the hospital’s patients rated the hospital
a9 or 10 on a 10-point scale.'

Examining performance of relatively efficient and other
hospitals from 2013 to 2015 Of the 2,190 hospitals that
met our screening criteria during the 2013 to 2015 period,
331 (15 percent) were found to be relatively efficient.

We examined the performance of relatively efficient
hospitals on three measures by reporting the group’s
median performance divided by the median for the set of
hospitals in our analysis (Table 3-6, p. 86). The median
efficient hospital’s relative risk-adjusted 30-day mortality
rate for the 3-year assessment period was 90 percent of the
national median, meaning that the 30-day mortality rate
for the efficient group was 10 percent below (that is, better
than) the national median. The median readmission rate
for the efficient group was 6 percent below the national
median. The standardized Medicare cost per discharge for
the efficient group was 11 percent lower than the national
median. These relatively efficient hospitals were spread
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TABLE

3-6 Performance of relatively efficient hospitals
Type of hospital
Relatively efficient, Other
Relative performance measure 2013-2015 hospitals
Number of hospitals 331 1,859
Share of hospitals 15% 85%
Historical performance, 2013-2015 (percent of national median)
Risk-adjusted:
Composite 30-day mortality (3M™) 90% 102%
Readmission rates (3M) 94 102
Standardized Medicare costs per discharge 89 103
Performance metrics, 2016 (percent of national median)
Risk-adjusted:
Composite 30-day mortality (3M) 93% 101%
Composite 30-day readmission (3M) 94 101
Standardized Medicare costs per discharge 92 102
Median:
Overall Medicare margin, 2016 -1% —9%
Non-Medicare margin, 2016 9 9
Total (all-payer) margin, 2016 7 5

Note:  Relative measures are the median for the group as a share of the median of all hospitals. Per case costs are standardized for area wage rates, case-mix severity,
prevalence of outlier and transfer cases, interest expense, low-income shares, and teaching intensity. Composite mortality was computed using the 3M methodology
to compute risk-adjusted mortality for all conditions. We removed hospitals with low Medicaid patient loads (the bottom 10 percent of hospitals) and hospitals in
markets with high service use (top 10 percent of hospitals) because of concerns that socioeconomic conditions and aggressive treatment patterns can influence unit

costs and risk-adjusted quality metrics.

Source: MedPAC analysis of 2013 to 2016 Medicare cost report and claims-based quality data.

across the country and had a set of diverse characteristics,
but they were more likely to be larger nonprofit hospitals
because those hospitals tend to have better performance
on the quality metrics we analyzed. (For a more complete
description of the methodology and other characteristics
of relatively efficient providers, see online Appendix 3-B
from our 2016 report to the Congress, available at http://
www.medpac.gov.)

Historically strong performers had lower mortality and
costs in 2016 Lower costs allowed the relatively efficient
hospitals to generate less negative overall Medicare
margins. The median hospital in the efficient group had an
overall Medicare margin of —1 percent in 2016, while the
median hospital in the comparison group had an overall
Medicare margin of —9 percent (Table 3-6). The relatively

efficient group also continued to perform better on quality
metrics in 2016, with risk-adjusted mortality equal to

93 percent of the national median and risk-adjusted
readmissions equal to 94 percent of the national median.

Summary of hospitals’ financial performance

The financial measures presented for 2016 present a mixed
picture. All-payer margins were 6.8 percent, but Medicare
margins were lower, at —9.6 percent in aggregate and

—1.0 percent for the relatively efficient providers. While
Medicare payments do not cover the full costs (fixed and
variable) of the average hospital, they are approximately

8 percent higher than the marginal cost of adding
additional Medicare patients. Therefore, hospitals with
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excess capacity have an incentive to serve more Medicare
patients.

How will current law changes for 2017,
2018, and 2019 affect hospitals’ Medicare
payments and beneficiaries’ access?

We project Medicare margins for 2018 based on margins
in 2016 and policy changes that took or take place in 2017
and 2018. The 2017 update for inpatient and outpatient
payments was 1.65 percent. In 2018, the update is 1.35
percent for both inpatient and outpatient services. Other
changes in payment policy largely offset each other.

Some regulatory changes increased payments (e.g., higher
uncompensated care payments in 2018), but other changes
decreased payments (e.g., offset for coding practices in
2017). The net result is that, from 2016 to 2018, payment
rates increased by about 3 percent over two years. We
expect cost growth per discharge to have remained about 2.5
percent per year in 2016 and 2017, resulting in cost growth
of about 5 percent over two years. Given that costs are
expected to increase about 2 percent faster than payments,
we expect overall Medicare margins to decline from —9.6
percent in 2016 to about —11 percent in 2018. We also
expect the efficient provider margins to remain negative.

Current law payment changes in 2019

The hospital market basket is projected to be 2.8 percent

in 2019. The hospital update will be lower than 2.8 percent
because of a 0.8 percent adjustment for productivity and
another 0.75 percent reduction mandated by PPACA. The
net result is a projected update of 1.25 percent

(2.8 = 0.8 — 0.75). The change in Medicare margins for
2019 will depend on whether cost growth exceeds hospitals’
payment rate growth on a case-mix-adjusted basis.

Hospitals will continue to have a financial
incentive to see Medicare patients

Despite Medicare margins of —9.6 percent in 2016,
hospitals’ all-payer margins (which include Medicare)

in 2016 remained high at 6.4 percent. The all-payer
margins reflect continued strong rate increases from
private insurers, resulting in high margins for patients
with commercial insurance (Health Care Cost Institute
2016, Health Care Cost Institute 2014, Medicare Payment
Advisory Commission 2014a). Despite the growing gap
between Medicare margins and commercial margins, we
do not expect to see any near-term material reductions in
Medicare beneficiaries’ access to care for several reasons:

*  Most hospitals have excess inpatient capacity.

*  Medicare payment rates, while less than the total
cost of care, are still sufficient to generate a marginal
profit of about 8 percent on each additional Medicare
patient. Therefore, it is still profitable for the average
hospital to fill its empty beds with Medicare patients.

*  Nonprofit hospitals have an incentive to admit
Medicare patients to maintain their nonprofit status.

Because hospitals have a financial incentive and the
capacity to serve Medicare patients, we do not believe
beneficiaries’ access to care is at risk in the near term.
However, in the long run, if the disparity between
Medicare rates and commercial rates continues to grow,
the disparity in incentive to see Medicare patients and
commercially insured patients will have to be addressed.
The gap cannot be closed by increasing Medicare rates

3 percent or 4 percent every year; the Medicare Trust
Fund would not be able to absorb those price increases.
Therefore, commercial payment rate growth must

be constrained, or eventually the difference between
commercial rates and Medicare rates will grow so large
that some hospitals will have an incentive to focus
primarily on patients with commercial insurance. Thus, in
the long term, Medicare beneficiaries’ access to care may
in part depend on commercial payers restraining rates paid
to hospitals.

How should Medicare payment rates
change in 2019?

The Commission’s recommendation for updating
Medicare hospital payments for fiscal year 2019 is based
on indicators of beneficiaries’ access to hospital care,
hospitals’ access to capital, hospital quality, and the
relationship between Medicare payments and hospital
costs. Specifically, the Commission makes the following
recommendation.

RECOMMENDATION 3

For 2019, the Congress should update the 2018 Medicare
base payment rates (inpatient and outpatient) for acute
care hospitals by the amount determined under current
law.

Under current law, the update is expected to equal the
projected market basket increase (2.8 percent), less an
adjustment for productivity (—0.8 percent), less another
adjustment mandated by PPACA (-0.75 percent).
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Currently, the net expected update is 1.25 percent, but
that amount may change by the time CMS calculates the
final 2019 update. If the forecasted percent change in the
hospital market basket increases from the current estimate
(above 2.8 percent) because of higher expectations
regarding input price inflation or the projected 10-year
moving average of economy-wide productivity declines
from the current estimate, then the update would be
larger than 1.25 percent. Alternatively, if the forecasted
market basket update declines (below 2.8 percent) or the
productivity adjustment increases, the update would be
less than 1.25 percent.

RATIONALE 3

In examining our payment adequacy indicators, we found
that, in 2016, beneficiaries had good access to care,
hospitals maintained strong access to capital markets,
and hospital quality improved, despite negative Medicare
margins for most providers. Looking forward, we expect
beneficiaries’ access to care to remain adequate given

hospitals’ modest occupancy rates and good access to
capital. However, the aggregate Medicare profit margin
is expected to decline by about 1.4 percentage points to
—11 percent by 2018. Given these payment adequacy
indicators, an update consistent with current law would
be high enough to maintain access to care, but would also
be low enough to help maintain some fiscal pressure on
hospitals to control their costs.

IMPLICATIONS 3

Spending
e The recommendation reflects the payment update

projected under current law and therefore is not
expected to affect spending relative to current law.

Beneficiaries and providers

*  We do not expect the recommendation to affect
beneficiaries’ access to care or providers’ willingness
to treat Medicare beneficiaries relative to current law. B
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Endnotes

Payments include roughly $7 billion of inpatient and
outpatient payments to critical access hospitals (CAHs),
which are paid 1 percent over their costs of inpatient,
outpatient, and post-acute services in swing beds. CAHs
do not receive disproportionate share payments or
uncompensated care payments.

In February 2016, a task force convened by the Society of
Critical Care Management published a paper in the Journal
of the American Medical Association altering the definition of
sepsis and septic shock. The updated definition was intended
to offer greater consistency for research purposes and
facilitate earlier recognition and more timely management of
patients with sepsis or at risk of developing sepsis.

We have not yet seen results from the CCJR demonstration.
However, initial results from the BPCI study indicate that
costs within an episode are being reduced because of lower
device cost and less use of post-acute care. The effect on the
volume of episodes has not yet been evaluated (Lewin Group
2016).

In previous years, our discussion of services shifting

from freestanding offices to HOPDs also included
echocardiography and nuclear cardiology. Service volume
in these two categories continued to shift from freestanding
offices to HOPDs in 2016. From 2015 to 2016, volume

per beneficiary of echocardiography services increased

by 5.4 percent in HOPDs and decreased by 0.9 percent in
freestanding offices. Also, volume per beneficiary of nuclear
cardiology services increased by 0.4 percent in HOPDs and
decreased by 4.2 percent in freestanding offices. However,
increased packaging of ancillary items in 2016 caused
program spending on these services to decline in 2016. For
example, OPPS payment for the echocardiography services
decreased by $89 million (10 percent).

The Commission’s analysis of unplanned readmissions from
2010 through 2016 used Medicare claims data.

Recent analysis performed by the Office of the Assistant
Secretary for Planning found that moving to an all-condition
hospital readmission without making any of the other changes
suggested in our March 2013 package of changes would
result in higher annual penalties (Zuckerman et al. 2017). It

is important to note that any increase in penalties because of
expanding to all conditions would be fully offset by the other
changes we discussed.

10

11

12

The six largest services in order of Medicare patient revenues
are inpatient acute care (61 percent), outpatient care (29
percent), inpatient rehabilitation (2.1 percent), inpatient
psychiatric (1.4 percent), home health care (0.8 percent), and
skilled nursing services (0.4 percent).

The services included in the overall Medicare margin are
Medicare’s acute inpatient, outpatient, graduate medical
education, hospital-based skilled nursing facility (including
swing beds), hospital-based home health care, inpatient
psychiatric, and inpatient rehabilitation services. Also
included in the overall margin are special payments for
health information technology, temporary extra payments
to hospitals located in low-spending counties, and
uncompensated care payments (as of fiscal year 2015).

Using a cost-accounting approach, we find that approximately
20 percent of hospital costs are fixed, resulting in a marginal
profit of about 8 percent. This estimate is conservative
because it ignores any potential managerial or clinical labor
costs that are fixed. In the 2015 report, we also took an
econometric approach to estimating hospitals’ marginal costs
and found that fixed costs were about 20 percent of overall
costs. This amount matches the 20 percent figure used in the
Medicare outlier policy. For a discussion of our econometric
results and the literature on hospital marginal costs, see the
online appendix to the 2015 report, available at http://www.
medpac.gov (Medicare Payment Advisory Commission
2015b).

The Medicare share of hospital admissions rose from 42
percent in 2010 to 44 percent in 2015. However, because
Medicare prices rose more slowly than commercial prices
and because of additional revenue from the newly insured,
Medicare’s share of all hospital revenues remained at 33
percent from 2010 through 2015.

‘We use medians rather than means to limit the influence of
outliers on our set of efficient providers.

While the Hospital Consumer Assessment of Healthcare
Providers and Systems®—and similar patient satisfaction
surveys—has the limitation of being subjective, we add it as
another way to screen out low-value providers because it has
the advantage of not being dependent on coding. It is possible
that overly aggressive coding by some providers could
artificially lower their risk-adjusted cost and risk-adjusted
mortality metrics.

Report to the Congress: Medicare Payment Policy | March 2018 89



References

American Hospital Association. 2016. AHA hospital statistics:
2016 edition. Washington, DC: AHA.

Berenson, R. A., J. H. Sunshine, D. Helms, et al. 2015. Why
Medicare Advantage plans pay hospitals traditional Medicare
prices. Health Affairs 34, no. 8 (August): 1289-1295.

Boghosian, A. 2017. Not even the mattress pads were spared:
An inside look at a top hospital’s struggle to cut costs. STAT,
September 28.

Bureau of Labor Statistics, Department of Labor. 2017a.
Employment cost index — September 2017. Table 4. News release.
October 31. https://www.bls.gov/news.release/pdf/eci.pdf.

Bureau of Labor Statistics. 2017b. National current employment
statistics, October 2017. https://www.bls.gov/ces/data.htm.

Bureau of Labor Statistics, Department of Labor. 2016. May 2015
national occupational employment and wage estimates: United
States. http://www.bls.gov/oes/.

Bureau of Labor Statistics, Department of Labor.
2013. Consumer Price Index—All Urban Consumers.
Data for Los Angeles-Riverside-Orange County, CA.
http://data.bls.gov/pdq/SurveyOutputServlet?series_
id=CUURA421SA0,CUUSA421SAO.

Cain Brothers. 2017. Industry Insights. October 30.

Census Bureau. 2017. Value of construction put in place survey at
a glance. http://www.census.gov/construction/c30/c30index.html.

Chandra, A., A. Finkelstein, A. Sacarny, et al. 2015. Healthcare
exceptionalism? Performance and allocation in the U.S.
healthcare sector. Working paper 21603. Cambridge, MA:
National Bureau of Economic Research.

Clemens, J., and J. Gottlieb. 2017. In the shadow of a giant:
Medicare’s influence on private physician payments. Journal of
Political Economy 125, no. 1 (February): 1-39.

Community Health Systems, I. 2017. Form 10-K annual report to
the Securities and Exchange Commission. February 26.

Conn, J. 2017. Consumers fueling outpatient construction.
Modern Healthcare, March.

Cooper, Z., A. Kowalski, E. Powell, et al. 2017. Politics, hospital

behavior, and health care spending. National Bureau of Economic
Research working paper no. 23748. Cambridge, MA: NBER.

Fitch Ratings. 2017. 2017 medians ratios for not for profit
hospitals and healthcare systems. September 20.

Frakt, A. 2015. Hospitals are wrong about shifting costs to private
insurers. New York Times, March 23.

Government Accountability Office. 2015. Contingent workforce:

Size, characteristics, earnings, and benefits. Washington, DC:
GAO.

Government Accountability Office. 2013. VA health care:
Management and oversight of fee basis care need improvement.
GAO-13-441. Washington, DC: GAO.

Health Care Cost Institute. 2016. 2015 health care cost and
utilization report. Washington, DC: HCCI.

Health Care Cost Institute. 2015. 2014 health care cost and
utilization report. Washington, DC: HCCI.

Health Care Cost Institute. 2014. 2013 health care cost and
utilization report. Washington, DC: HCCI.

Health Care Cost Institute. 2012. Health care cost and utilization
report: 2010. Washington, DC: HCCIL.

Hines, A. 2015. Trends in observed adult inpatient mortality for
high-volume conditions, 2002—2012. Washington: Agency for
Healthcare Research and Quality.

Irving Levin Associates Inc. 2017. The health care services
acquisition report: 23rd edition. Norwalk, CT: Irving Levin
Associates Inc.

Irving Levin Associates Inc. 2013. The health care services
acquisition report: 19th edition. Norwalk, CT: Irving Levin
Associates Inc.

Krumholz, H. 2015. Mortaility, hospitalizations, and expenditures
for the Medicare population aged 65 years or older 1999-2013.
Journal of the American Medical Association: 355-365.

Lewin Group. 2016. CMS Bundled Payments for Care
Improvement (BPCI) Initiative models 2—4: Year 2 evaluation &
monitoring annual report. Report prepared by the Lewin Group
for the Centers for Medicare & Medicaid Services. Baltimore,
MD: CMS. https://innovation.cms.gov/Files/reports/bpci-
models2-4-yr2evalrpt.pdf.

Medicare Payment Advisory Commission. 2017a. Report to
the Congress: Medicare and the health care delivery system.
Washington, DC: MedPAC.

90 Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments



Medicare Payment Advisory Commission. 2017b. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2015a. Report to
the Congress: Medicare and the health care delivery system.
Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2015b. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2014a. A data book:
Health care spending and the Medicare program. Washington,
DC: MedPAC.

Medicare Payment Advisory Commission. 2014b. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2013a. Report to
the Congress: Medicare and the health care delivery system.
Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2013b. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2012. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2011. Report to the
Congress: Medicare payment policy. Washington, DC: MedPAC.

Medicare Payment Advisory Commission. 2007. Report to the
Congress: Promoting greater efficiency in Medicare. Washington,
DC: MedPAC.

Moody’s Investors Service. 2017a. 2018 outlook changed to
negative due to reimbursement and expense pressures. December
4,

Moody’s Investors Service. 2017b. Non-profit and public

healthcare medians: Key financial metrics underperform as
pressures mount. August 21.

Morningstar Document Research. 2017a. HCA holdings, for
10-K. February 22.

Morningstar Document Research. 2017b. Tenet Healthcare
Corporation, for 10-K. February 27.

Seymour, C. W., V. X. Liu, T. J. Iwashyna, et al. 2016. Assessment
of clinical criteria for sepsis: For the Third International
Consensus Definitions for sepsis and septic shock (Sepsis—3).
Journal of the American Medical Association 315, no. 8 (Feb 23):
762-T774.

Standard & Poor’s Ratings Services. 2017. U.S. not-for-profit
acute health care ratios: Operating performance weakens while
balance sheets are stable. August 24.

Thomson Reuters. 2017. Hospital municipal bond issuances:
As of October 17, 2017. http://financial.thomsonreuters.com/
en/products/data-analytics/market-data/sdc-platinum-financial-
securities.html.

Townsend, S. R., E. Rivers, and L. Tefera. 2016. Definitions
for sepsis and septic shock. Journal of the American Medical
Association 316, no. 4 (July 26): 457-458.

Trish, E. E., and B. J. Herring. 2015. How do health insurer
market concentration and bargaining power with hospitals affect
health insurance premiums? Journal of Health Economics 42
(July): 104-114.

White, C. 2013. Contrary to cost-shift theory, lower Medicare
hospital payment rates for inpatient care lead to lower private
payment rates. Health Affairs 32, no. 5 (May): 935-943.

White, C., and V. Y. Wu. 2014. How do hospitals cope with
sustained slow growth in Medicare prices? Health Services
Research 49, no. 1 (February): 11-31.

Zuckerman, R. B., K. E. Joynt Maddox, S. H. Sheingold, et al.
2017. Effect of a hospital-wide measure on the Readmissions
Reduction Program. New England Journal of Medicine 377, no.
16 (October 19): 1551-1558.

Report to the Congress: Medicare Payment Policy | March 2018 91






CHAPTER

Physician and other health
professional services



4

R ECOMMTENDA AT O N

For calendar year 2019, the Congress should increase the calendar year 2018 payment rates
for physician and other health professional services by the amount specified in current law.
COMMISSIONER VOTES: YES 16  NO 0 + NOT VOTING 0 + ABSENT 1




CHAPTER

Physician and other health
professional services

Chapter summary In this chapter

Physici d other health professionals deli id f i .
ysicians and other health professionals deliver a wide range of services, e Are Medicare fee schedule

payments adequate in 20187
services in a Variety of Settings‘ In 2016’ Medicare pald $699 DIHHON e

including office visits, surgical procedures, and diagnostic and therapeutic

for physician and other health professional services, accounting for 15 * How should Medicare
percent of fee-for-service (FFS) Medicare benefit spending. About 952,000 payments change in 20197
clinicians billed Medicare—nearly 589,000 physicians and almost 363,000
nurse practitioners, physician assistants, therapists, chiropractors, and other

practitioners. Medicare pays for the services of physicians and other health

professionals using a fee schedule.

Assessment of payment adequacy

We use the following factors to assess payment adequacy for physicians
and other health professionals: beneficiaries’ access to care, the supply of
providers, volume growth, quality, and Medicare payments and providers’

costs.

Beneficiaries’ access to care—Qverall, beneficiary access to physician

and other health professional services is comparable with prior years. Most
beneficiaries continue to report that they are able to find a new doctor without
a problem. A small number of beneficiaries report more difficulty, with a
higher share reporting problems obtaining a new primary care doctor than

reporting problems obtaining a specialist.
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®  Supply of providers—The number of physicians per beneficiary declined
slightly, the number of advanced practice registered nurses and physician
assistants per beneficiary rose, and the share of providers enrolled in Medicare’s
participating provider program remains high.

®  Volume of services—In 2016, across all services, volume per beneficiary grew
by 1.6 percent. Among broad service categories, growth rates were 1.1 percent
for evaluation and management services, 1.4 percent for imaging services, 2.8
percent for major procedures, 2.5 percent for other procedures, and 1.7 percent

for tests.

Quality of care—CMS assesses the quality of Medicare-billing physicians and
other health professionals based on clinician-reported individual quality measures.
Starting in 2019, clinicians’ Medicare FFS payments will be adjusted through

the Merit-based Incentive Payment System, which assesses quality, cost, use of
advancing care information (electronic health record technology), and use of
clinical practice improvement activities. We report two population-based quality
measures—avoidable hospitalizations for ambulatory care—sensitive conditions and

rates of low-value care in Medicare.

Medicare payments and providers’ costs—CMS currently projects that the increase
in 2019 in the Medicare Economic Index will be 1.8 percent. In 2016, Medicare
payment rates for physician and other health professional services were 75 percent
of commercial rates for preferred provider organizations, compared with 78

percent in 2015. Average compensation in 2016 was much lower for primary care
physicians than for physicians in specialty groups such as radiology and nonsurgical
procedural specialties, continuing to raise concerns about fee schedule mispricing

and its impact on primary care.

The evidence suggests that payments for physicians and other health professionals
are adequate. Therefore, the Commission recommends that the 2019 payment rates
for physician and other health professional services be updated by the amount
specified in current law. (Subsequent to the Commission’s vote on this update
recommendation, the Bipartisan Budget Act of 2018 changed the 2019 current-law
update to the fee schedule from 0.5 percent to 0.25 percent.) B
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Physicians and other health professionals billing under
Medicare’s fee schedule deliver a wide range of services—
office visits, surgical procedures, and diagnostic and
therapeutic services—in a variety of settings.

In 2016, the Medicare program paid $69.9 billion for
physician and other health professional services, or 15
percent of benefit spending in Medicare’s traditional
fee-for-service (FFS) program. In 2016, about 952,000
health professionals billed Medicare through the fee
schedule—nearly 589,000 physicians and almost 363,000
nurse practitioners, physician assistants, therapists,
chiropractors, and other practitioners.

Medicare uses a fee schedule to pay for physician and
other health professional services based on a list of over
7,000 services and their payment rates. In determining
payment rates for each service, CMS considers the amount
of clinician work required to provide a service, expenses
related to maintaining a practice, and professional liability
insurance costs. These three factors are adjusted for

variation in the input prices in different markets, and the
sum is multiplied by the fee schedule’s conversion factor
(average payment amount) to produce a total payment
amount.! The conversion factor was $35.89 in 2017 and

is $36.00 in 2018. The change to the conversion factor for
2018 reflects the net effect of three changes: a statutory
update of 0.5 percent, a 0.10 percent reduction due to a
relative value unit (RVU) budget-neutrality adjustment,
and a 0.09 percent reduction because CMS did not meet its
target for adjusting the prices of misvalued services.>

The Medicare Access and CHIP Reauthorization Act

of 2015 (MACRA) established a new set of updates for
clinicians billing under the Medicare fee schedule and
repealed the prior framework—the sustainable growth
rate (SGR) formula—that set the conversion factor. The
SGR was established to limit total fee schedule spending
by restraining annual updates when spending exceeded
certain parameters. MACRA provides a new framework for
updating clinician payments. It establishes two payment
paths: a payment path for clinicians who participate in
advanced alternative payment models (A—APMs) and a
payment path for other clinicians (Table 4-1).

TABLE
4-1

Statutory payment updates and incentive payments for physicians

and other health professionals, as established by the
Medicare Access and CHIP Reauthorization Act of 2015

2015
2026
January-  July- and
June December 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 later
A-APM clinicians
Update 0% 0.5% 0.5% 0.5% 0.5% 0.5% 0% 0% 0% 0% 0% 0% 0.75%
APM bonus 5% 5% 5% 5% 5% 5%
Other clinicians
Update 0% 0.5% 0.5% 0.5% 0.5% 0.5% 0% 0% 0% 0% 0% 0% 0.25%
Potential MIPS 4% (5% (7% 9% (9% (9% (9% (9%
adjustments to to to to to to to to
+4%)  +5%)  +7%)  +9%)  +9%)  +9%)  +9%)  +9%)

A-APM (advanced alternative payment model), MIPS (Merit-based Incentive Payment System). Clinicians who are subject to the MIPS can receive upward or
downward adjustments of up to 4 percent in 2019, 5 percent in 2020, 7 percent in 2021, and 9 percent in 2022 and later. The maximum upward adjustment may
exceed these limits or be less than these amounts due to scaling factors and an additional increase for exceptional performance. The basic MIPS adjustments are
budget neutral, and there is an additional $500 million per year from 2019 to 2024 for exceptional performance under MIPS. The 5 percent incentive payment for
A-APM participation expires after 2024.

Note:

Source: Medicare Access and CHIP Reauthorization Act of 2015.
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Satisfaction with the overall
quality of health care received in all
settings in the past 12 months, 2017

TABLE
4-2

Medicare Private
(ages 65 insurance
and older) (ages 50-64)
Very satisfied 69% 57%
Somewhat satisfied 19 25
Somewhat dissatisfied 3 4
Very dissatisfied 2 2

Note:  Table excludes the following responses: “Did not receive health care
in past 12 months,” “Don’t know,” and “Refused.” It does not include
Medicare beneficiaries under the age of 65.

Source: MedPAC-sponsored telephone survey conducted in 2017.

Are Medicare fee schedule payments
adequate in 2018?

We assess payment adequacy by reviewing beneficiaries’
access to care provided by physicians and other health
professionals, the supply of physicians and other health
professionals, volume growth, quality of care, and
Medicare’s payment rates relative to commercial rates for
preferred provider organizations. Overall, most indicators
show no significant change from prior years.

Beneficiaries’ access to care

We use a number of measures to assess beneficiary access
to timely, appropriate care, including direct reporting from
beneficiaries (through, for example, our own beneficiary
telephone survey), focus groups with beneficiaries, and
health facility site visits conducted yearly. Supplementing
these primary sources, we also review other patient access
surveys and clinician surveys.

Each year, the Commission sponsors a telephone survey
of 4,000 Medicare beneficiaries ages 65 and over and
4,000 privately insured individuals ages 50 to 64. The goal
in surveying these two populations is to assess whether
access concerns reported by Medicare beneficiaries are
unique to the Medicare population or are part of trends

in the broader health care delivery system. This year’s
survey was fielded in the summer and fall of 2017. In the
discussion of the survey results that follows, references to
Medicare beneficiaries are beneficiaries age 65 and over,

and privately insured individuals are individuals between
the ages of 50 and 64.

The Commission also conducts focus groups in a select set
of market areas around the country to provide a qualitative
description of beneficiary and provider experiences with
the Medicare program. This year, we conducted nine focus
groups of Medicare beneficiaries in three markets; roughly
a third of the beneficiaries we interviewed were dually
entitled to Medicare and Medicaid. We also conducted a
primary care physician focus group in each location and
site visits and interviews with various providers, with a
focus this year on telehealth services.

Overall, findings from our survey and focus groups are
consistent with one another and with external sources.
Medicare beneficiaries generally have adequate access

to clinician services, and their reported access is largely
comparable with (or, in some cases, better than) access for
privately insured individuals.

Our survey results for 2017, as compared with 2016,
show a modest increase in the ability of both Medicare
beneficiaries and privately insured individuals to see a
doctor as soon as they wanted for regular or routine care
and illness or injury care. However, the rate in 2017 is
comparable with the rates for years before 2016, which
could mean that the 2016 survey results showing a
reduction in access reflected normal survey variation.
Medicare beneficiaries generally were reported to have
comparable access with those who have private insurance.

This year, we continue to lack a supplemental source of
data on wait times: CMS has redesigned the Medicare
Current Beneficiary Survey (MCBS), and the newly
revised version has not yet been released.

Medicare beneficiaries’ overall satisfaction with
care is similar to satisfaction among privately
insured patients

In our telephone survey, a slightly higher share of Medicare
beneficiaries reported that they were very or somewhat
satisfied with their care (88 percent) compared with those
who have private insurance (82 percent) (Table 4-2).

These overall satisfaction rates are similar to those in other
surveys. The Medical Expenditure Panel Survey (MEPS)
for 2014 found that patient experience and access for
individuals ages 65 and over with Medicare was slightly
better than for those under age 65 with private insurance.
Patients reported that they were able to get appointments
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as soon as needed and felt that their providers were
respectful, explained clearly, and listened carefully.

Most beneficiaries report that they are able to see
a doctor when they need to

From our 2017 telephone survey, 73 percent of Medicare
beneficiaries reported that they never had to wait longer
than they wanted for routine care, and 80 percent reported
the same for illness or injury care (Table 4-3, p. 100). In
2017, Medicare beneficiaries were less likely to report
trouble obtaining both types of care when needed than
privately insured individuals (the rates for privately insured
individuals were 69 percent for routine care and 76 percent
for illness or injury care). In comparison with last year’s
results, this year, the share of both Medicare beneficiaries
and the privately insured were more consistent with

the five-year trend. This finding suggests that the 2016
results (showing a small but significant decrease in timely
access) was a normal variation in the results from a

small telephone survey, not the beginning of a persistent
downward trend.

Beneficiaries report more difficulty accessing
primary care than specialty care

Most beneficiaries reported that they were able to find a
new doctor without a problem. Beneficiaries seeking a
primary care doctor were more likely to report that they
had a problem finding a doctor than beneficiaries seeking
a specialist (Table 4-3, p. 100). For primary care, 9 percent
were looking for a new doctor; of those looking, 14
percent reported a big problem. On net, then, 1.3 percent
of the Medicare population reported a big problem. For
specialty care, 17 percent were looking for a new doctor;
of those looking, 5 percent reported a big problem,
meaning that 0.9 percent of the total Medicare population
on net reported a big problem.

This pattern of greater difficulty among Medicare
beneficiaries in finding a new primary care doctor relative
to finding a specialist is consistent with prior years, as
well as with privately insured individuals. These results
were also consistent with the beneficiary focus group
responses: Among those who wanted to switch primary
care providers, some felt they did not have the option
because of long wait times or practices being closed to
new patients. However, Medicare beneficiaries overall
were less likely to report big problems obtaining either
primary or specialty care than were individuals with
private insurance (Table 4-3, p. 100).

Beneficiaries in both the focus groups and our telephone
survey reported difficulty with certain specialty referrals,
especially dermatologists (which may be due, in part,

to specialization in cosmetic dermatology vs. medical
dermatology). Some primary care physicians reported
challenges with long wait times for orthopedic referrals.
Physicians in all three markets also reported difficulty
obtaining psychiatric referrals for all of their patients
(Medicare and other payers). In their experience, many
psychiatrists did not accept any type of insurance.
Physicians noted that often they must provide mental
health services and prescriptions to their patients because
of the lack of access.

Some groups of beneficiaries report more difficulty
obtaining care

In our telephone survey, minority beneficiaries were more
likely than White beneficiaries to report that they could
not obtain care as quickly as they wanted. Differences in
reported access between urban and rural beneficiaries were
minimal.

Minority beneficiaries reported (1) more difficulty
receiving care as soon as they wanted and (2) higher
rates of forgoing care In our 2017 telephone survey of
Medicare beneficiaries, the share of beneficiaries reporting
that they never had to wait longer than they wanted

for routine care was lower for minority beneficiaries
compared with White beneficiaries (69 percent vs. 74
percent, respectively) (Table 4-4, p. 101). Minority
beneficiaries were more likely than White Medicare
beneficiaries to report that they always had to wait longer
than they wanted for a routine doctor’s appointment (6
percent vs. 2 percent, respectively). Minority beneficiaries
were also more likely than White beneficiaries to say that
they did not receive care when they thought they should
have (14 percent vs. 11 percent, respectively).

Minority beneficiaries were also less likely than White
beneficiaries to report that they faced no problem finding
a specialist (75 percent vs. 85 percent, respectively), but
were more likely to report no problem finding a primary
care physician (80 percent vs. 67 percent, respectively).
Similar differences also exist for privately insured
individuals. Minorities generally reported worse access
to care overall, for all types of insurance (Agency for
Healthcare Research and Quality 2016). In addition,
minority Medicare beneficiaries also were more likely
to be in groups that have poorer access overall: African
American and Hispanic beneficiaries were more likely
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TABLE

4-3 Most aged Medicare beneficiaries and older privately insured
individuals have good access to physician care, 2013-2017
Medicare Private insurance
(ages 65 and older) (ages 50-64)
Survey question 2013 2014 2015 2016 2017 2013 2014 2015 2016 2017

Unwanted delay in getting an appointment: Among those who needed an appointment in the past 12 months, “How often did you
have to wait longer than you wanted to get a doctor’s appointment2”
For routine care

Never 73%  72%°  72%°  68%P  73%° 69% 69%%  69%°  67% 69%°
Sometimes 20 200 190 22b 20 23 230 230 23 22
Usually 3 3 4 4 3 4 4 4 5 4
Always 3 3 3 3 3 3 3 3 4 3
Don’t know/Refused 1 2 2 2 1 * 1 1 1 1
For illness or injury

Never 82 83 g 79¢ 80° 77 799 77° 750 76°
Sometimes 14 1200 130 160 15 17 16° 17¢ 190 18
Usually 2 2 3 20 2 3 2 3 3¢ 2
Always 1 & 2 20 1 2 20 2 3¢ 2
Don't know/Refused 1 2b 1 2 1 1 1 1 1 1

Not accessing a doctor for medical problems: “During the past 12 months, did you have any health problem or condition about which
you think you should have seen a doctor or other medical person, but did not2”

Share answering “Yes"” gb 10 11 11¢ 11 11 11 12 12¢° 12
Looking for a new doctor: “In the past 12 months, have you fried to get a new...2" (Share answering “Yes")

Primary care doctor 7 8 7 8¢ 9 8 gb gob 10° 11°

Specialist 14b 17 16 18 170 16 17> 180 18 20°

Getting a new physician: Among those who tried to get an appointment with a new primary care physician or a specialist in the past 12
months, “How much of a problem was it finding a primary care doctor/specialist who would treat you? Was it..."

Primary care physician

No problem 70 67 67 64 69° 67 63 63 63 59
Share of total insurance group 5.2 5.5 4.7° 5.1 6.2 5.2 4.9° 5.7 6.1 8.5

Small problem 11 16 18 15 13 15 16 18 16 18
Share of total insurance group 0.8 1.3 1.2 1.2 1.2¢ 1.2 1.3° 1.7 1.5 2.0°

Big problem 17 15 14 20 14° 18 19 17 20 220
Share of total insurance group 1.3 1.2 1.0 1.6 1.39 1.4° 1.5 18P 1.9 2.4

Specialist

No problem 86 85 g7 82 83 87> 85> 820 79 81
Share of total insurance group 124> 144 142 14.7  14.1 13.96 14.5 14.8 14.4 16.2

Small problem 8 7P 7° 10 11 6° 9 8 9 11
Share of total insurance group 1.2° 1.2> 1.1b 1.8 1.9 0.9° 1.4° 1.5° 1.6 2.2

Big problem 5 7 6 8¢ 59 7 6 9 11¢° 8¢
Share of total insurance group 0.7 1.2 1.0° 1.4 0.9° 1.1 1.0 1.7° 2.0 1.6°

Note:  Numbers may not sum to 100 percent because of rounding. Sample sizes for each group (Medicare and privately insured) are 4,000. Sample sizes for individual
questions varied. “Aged” beneficiaries are those ages 65 or older.

@ Statistically significant difference between the Medicare and privately insured groups in the given year (at a 95 percent confidence level).

b Statistically significant difference from 2017 within the same insurance category (at a 95 percent confidence level).
*Percentage less than 0.5 percent.

Source: MedPAC-sponsored telephone surveys conducted from 2013 to 2017.
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TABLE

4-4 Minorities report problems obtaining specialty care
more frequently than non-minorities, 2017

Medicare Private insurance
(ages 65 and older) (ages 50-64)
Survey question All White  Minority All White  Minority

Unwanted delay in getting an appointment: Among those who needed an appointment in the past 12 months, “How often did you
have to wait longer than you wanted to get a doctor’s appointment2”
For routine care

Never 73%° 7 4%ab 69%P 69%° 70%° 66%
Sometimes 20¢ 20 19 22¢ 23 23
Usually 3 3b 5b 4 4 5
Always 3 20b 6P 3 39b 4P
Don’t know/Refused 1 1 2 1 * 1
For illness or injury

Never 80¢ 81¢ 78 76° 77> 720b
Sometimes 15¢ 15¢ 15¢ 18° 189k 220b
Usually 2 2 3 2 2 3
Always 1 1 2 2¢ 2¢ 2
Don’t know/Refused 1 10 1 1 * 1

Not accessing a doctor for medical problems: “During the past 12 months, did you have any health problem or condition about
which you think you should have seen a doctor or other medical person, but did note”
Share answering “Yes” 11 11b 14b 12 12 12

Looking for a new doctor: “In the past 12 months, have you tried to get a new...2" (Share answering “Yes”)
Primary care physician 9 8 9 11¢ 11 10
Specialist 17 18¢ 15 20 219 17°

Getting a new physician: Among those who tried to get an appointment with a new primary care physician or a specialist in the past
12 months, “How much of a problem was it finding a primary care doctor/specialist who would treat you? Was it..."
Primary care physician

No problem 69° 67 80° 59° 58 61°¢
Share of total insurance group, by race 6.2 5.4 7.2 6.5 6.4 6.1

Small problem 13 14 11 18 20 14
Share of total insurance group, by race 1.2° 1.1@ 1.0 2.0° 2.2° 1.4

Big problem 14° 16 8° 22° 22 21°
Share of total insurance group, by race 1.39 1.39 0.7° 2.4° 2.4° 2.1

Specialist

No problem 83 85b 75b 81 g82b 74P
Share of total insurance group, by race 14.1 15.3% 11.3b 16.2 17.29 12.6b

Small problem 11 11 13 11 11 13
Share of total insurance group, by race 1.9 2.0 2.0 2.2 2.3 2.2

Big problem 5@ 39b 110 8¢ 7% 130
Share of total insurance group, by race 0.9° 0.5% 1.7° 1.6° 1.5¢ 2.2

Note:  Respondents who did not report race or ethnicity were not included in “White” or “Minority” results but were included in “All” results. Numbers may not sum to 100
percent because of rounding. Sample sizes for each group (Medicare and privately insured) were 4,000 in 2017. Sample sizes for individual questions varied.
9 Statistically significant difference between the Medicare and privately insured populations in the given year (at a 95 percent confidence level).
b Statistically significant difference by race within the same insurance category in the given year (at a 95 percent confidence level).
*Percentage less than 0.5 percent.

Source: MedPAC-sponsored telephone surveys conducted in 2017.
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TABLE

4-5 Access to physician care for Medicare beneficiaries is similar to that
for privately insured individuals in urban and rural areas, 2017

Medicare Private insurance
(ages 65 and older) (ages 50-64)
Survey question All Urban Rural All Urban Rurdl

Unwanted delay in getting an appointment: Among those who needed an appointment in the past 12 months, “How often did you

have to wait longer than you wanted to get a doctor’s appointmente”
For routine care

Never 73%°  73%° 74% 69%°  68%%  74%b
Sometimes 20° 20° 21 22¢ 23¢ 19
Usually 3 3 2 4 5 3
Always 3 3 3 3 3 4
Don’t know/Refused 1 1 * 1 1 *

For illness or injury

Never 80° 81° 81 76° 76° 80
Sometimes 15° 14° 14 18° 19° 16
Usually 2 2 2 2 2 2
Always 1° 1° 2 2¢ 2¢ 2
Don’t know/Refused 1 1 1 1 1 *

Not accessing a doctor for medical problems: “During the past 12 months, did you have any health problem or condition about
which you think you should have seen a doctor or other medical person, but did not2”

(Share answering “Yes”) 11 11 11 12 12 13

Looking for a new primary care physician: “In the past 12 months, have you fried to get a new...2" (Share answering “Yes")
Primary care physician 9 8¢ 9 11e 11° 10
Specialist 179 18° 15 20° 21¢9b 17°

Getting a new physician: Among those who tfried to get an appointment with a new primary care physician or a specialist in the past

12 months, “How much of a problem was it finding a primary care doctor/specialist who would treat you? Was it..."
Primary care physician

No problem 69° 71° 62 59¢ 59 60
Share of total insurance group, by area 6.2 5.7 5.6 6.5 6.5 6.0

Small problem 13 12 16 18 18 18
Share of total insurance group, by area 1.2° 1.0 1.4 2.0° 2.0 1.8

Big problem 14° 14° 21 22° 22° 20
Share of total insurance group, by area 1.3° 1.1@ 1.9 2.4° 2.4° 2.0

Specialist

No problem 83 83 87 81 81 79
Share of total insurance group, by area 14.1 14.9 13.1 16.2 17.0 13.4

Small problem 11 13b 40 11 11 11¢
Share of total insurance group, by area 1.9 2.3° 0.6% 2.2 2.3 ]1.9¢

Big problem 59 4° 8 8¢ 8¢ 8
Share of total insurance group, by area 0.9° 0.7 1.2 1.6° 1.7° 1.4

Note:  Numbers may not sum to 100 percent because of rounding. Sample sizes for each group (Medicare and privately insured) were 4,000 in 2017. Sample sizes
for individual questions varied. The Commission uses the Census Bureau definitions of “urban” and “rural.” The Census Bureau classifies as urban all territory,
population, and housing units located within an urbanized area (UA) or an urban cluster (UC). It delineates UA and UC boundaries to encompass densely settled
territory, which consists of core census block groups or blocks that have a population density of at least 1,000 people per square mile and surrounding census
blocks that have an overall density of at least 500 people per square mile. In addition, under certain conditions, less densely settled territory may be part of each
UA or UC. The Census Bureau's classification of rural consists of all territory, population, and housing units located outside of UAs and UCs.

@ Statistically significant difference between the Medicare and privately insured populations in a given year (at a 95 percent confidence level).
b Statistically significant difference by area type within the same insurance category in a given year (at a 95 percent confidence level.
*Percentage less than 0.5 percent.

Source: MedPAC-sponsored telephone survey conducted in 2017.
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TABLE
4-6

Medicare FFS CAHPS® performance rates, 2012-2016

CAHPS composite measure 2012 2013 2014 2015 2016
Getting needed care and seeing specialists 87% 87% 86% 85% 84%
Getting appointments and care quickly 75 75 76 75 77
Care coordination (e.g., personal doctor always or usually discusses

medication, has relevant medical records, helps with managing care) 87 86 86 85 86
Rating of health plan (FFS Medicare) 85 85 84 82 84
Rating of health care quality 86 86 86 86 85

Note:  FFS (feeforservice), CAHPS® (Consumer Assessment of Healthcare Providers and Systems®). Questions in rows 1 to 3 have responses of “Never,” “Sometimes,”
“Usually,” and “Always.” CMS converts these to a linear mean score on a O to 100 scale. Questions in rows 4 and 5 have responses of 1 to 10 (which CMS

converts to a linear mean score on a 0 to 100 scale).

Source: FFS CAHPS mean scores provided by CMS.

to qualify as dually eligible for Medicaid, have lower

incomes, and report fair or poor health status or functional
limitations than did White Medicare beneficiaries (data not
shown) (Centers for Medicare & Medicaid Services 2015).

Few reported differences in access between urban and
rural beneficiaries The Commission’s telephone survey
showed no major differences in access between urban and
rural Medicare beneficiaries (Table 4-5). There was no
significant difference between the share of urban and rural
beneficiaries experiencing an unwanted delay in getting an
appointment.

Generally, rates of access for Medicare beneficiaries in
rural and urban areas were comparable. Urban Medicare
beneficiaries reported more timely access to routine care
than privately insured urban individuals. Differences
between rural Medicare beneficiaries and privately insured
rural individuals were minimal and not statistically
significant in most cases.

Nearly all beneficiaries have a regular source of
care, with more use of nurse practitioners and
physician assistants in rural areas

Nearly all Medicare beneficiaries in our focus groups
reported that they had a regular source of primary care
and that they could access their provider that day or within
a few days. From the 2017 National Health Interview
Survey (NHIS), 97 percent of Medicare beneficiaries

ages 65 and over reported that they had a usual source of
medical care (National Center for Health Statistics 2017).

The share of respondents ages 65 and over with Medicare
in the NHIS reporting that they had to forgo medical care
because of cost remains significantly lower than other age
groups—between 2 percentage points and 3 percentage
points lower over the past decade.

In our telephone survey, 13 percent of beneficiaries
responded that they saw a nurse practitioner (NP) or
physician assistant (PA) for all or most of their primary care,
and 28 percent said that they saw an NP or PA for some of
their primary care. Similar to prior years, rural beneficiaries
were more likely than urban beneficiaries to report seeing
NPs and PAs for all or most of their primary care (17
percent vs. 12 percent, respectively) (data not shown).

Other sources of access data show steady results
over time and across Medicare coverage types

The Consumer Assessment for Healthcare Providers and
Systems® (CAHPS®) surveys are a suite of surveys that
assess patient experience and reported access. CAHPS
results are used for Medicare Advantage (MA) plans’ and
Part D drug plans’ star ratings that measure quality in the
MA and Part D programs, and a CAHPS survey module
is issued to a sample of beneficiaries in the FFS Medicare
population.

Overall, Medicare FFS beneficiaries’ rating of their health
care quality and self-reported ability to get care quickly
was generally stable between 2012 and 2016, although
self-reports of getting needed care and appointments to
specialists declined slightly (Table 4-6).
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TABLE
4-7

MA and Medicare FFS CAHPS® performance rates, 2016

2016

CAHPS composite measure MA HMO MA PPO FFS
Getting needed care and seeing specialists 83% 84% 84%
Getting appointments and care quickly 76 77 77
Care coordination (e.g., personal doctor always or usually discusses

medication, has relevant medical records, helps with managing care) 85 86 86
Rating of health plan 85 84 84
Rating of health care quality 86 86 85
Annual flu vaccine 72 74 72

Note:  MA (Medicare Advantage), FFS (fee-for-service), CAHPS® (Consumer Assessment of Healthcare Providers and Systems®), HMO (health maintenance organization),
PPO (preferred provider organization). Questions in rows 1 to 3 have responses of “Never,” “Sometimes,” “Usually,” and “Always.” CMS converts these to a linear
mean score on a O to 100 scale. Questions in rows 4 and 5 have responses of 1 to 10 (which CMS converts to a linear mean score on a O to 100 scale). The
question in row 6 is a yes/no response. Rates are case-mix adjusted for response bias.

Source: MedPAC databook 2017; FFS CAHPS mean scores provided by CMS.

The CAHPS surveys show little difference in reported
access between Medicare beneficiaries in FFS and those in
MA (Table 4-7).

Clinician acceptance of Medicare beneficiaries
is lower than that of private insurance, but
when pediatricians are excluded, the rates are
comparable

The National Electronic Health Records Survey reports
that, in 2015, 81 percent of office-based physicians
reported that they accepted Medicare, less than the share
accepting private insurance (89 percent) (National Center
for Health Statistics 2016). In other studies using these
data, the rates of Medicare acceptance were comparable
with private insurance when pediatricians were excluded
(Boccuti et al. 2013, Hing et al. 2015). During our site
visits, most providers said that they accept Medicare, but
some limit the number of new patients.

A 2015 survey of primary care physicians conducted by
the Kaiser Family Foundation and the Commonwealth
Fund reported that 72 percent of primary care physicians
accept new Medicare patients and 80 percent accept new
privately insured patients (Boccuti et al. 2015). Another
20 percent of primary care physicians reported that, while

they generally participated in Medicare, they were not
currently taking new Medicare patients (92 percent of
primary care physicians reported that they participated

in Medicare). The 20 percent not taking new Medicare
patients could include physicians with closed practices not
accepting any new patients.

Supply of physicians and other health
professionals billing Medicare has kept pace
with enrollment growth, and most services
are paid on assignment

Other indicators of access include the supply of clinicians
billing Medicare, the share of physicians and other health
professionals who are participating providers (which
means that they accept Medicare’s payment as payment in
full), and the share of claims that are paid on assignment.

Supply of physicians and other health
professionals billing Medicare has kept pace with
enrollment growth

Our analysis of Medicare FFS claims data for 2014 to
2016 shows that the number of physicians and other health
professionals furnishing services to Medicare beneficiaries
has generally kept pace with enrollment growth in
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TABLE
4-8

Physicians

Primary care specialties Other specialties

Physicians and other health professionals billing Medicare, 2014-2016

Advanced practice
registered nurses and
P

ysician assistants Other practitioners

Number Number Number Number
per 1,000 per 1,000 per 1,000 per 1,000
Year Number beneficiaries Number beneficiaries Number beneficiaries Number beneficiaries
2014 180,165 3.6 396,289 8.0 165,164 3.3 150,037 3.0
2015 182,767 3.6 398,840 7.9 182,949 3.6 154,774 3.1
2016 184,905 3.5 403,822 7.8 202,874 3.9 160,040 3.1
Note:  “Primary care specialties” are specialties that were eligible for the Primary Care Incentive Payment program: family medicine, internal medicine, pediatric medicine,

and geriatric medicine. “Other practitioners” includes physical and occupational therapists, chiropractors, optometrists, psychologists, social workers, and
podiatrists. The number billing Medicare includes those with a caseload of more than 15 different beneficiaries during the year. Beneficiary counts used to calculate
numbers per 1,000 include those in fee-for-service and Medicare Advantage on the assumption that professionals are furnishing services to both types. Figures

exclude nonperson providers such as suppliers or clinical laboratories.

Source: MedPAC analysis of Medicare claims data for 100 percent of beneficiaries and the 2017 annual report of the Boards of Trustees of the Medicare trust funds.

Medicare (Table 4-8). In 2016, the ratio of physicians in
primary care specialties to the number of beneficiaries was
3.5 per 1,000, a slight drop from the ratio in 2015 (3.6 per
1,000). Between 2015 and 2016, the ratio of physicians

in other specialties declined slightly from 7.9 per 1,000
beneficiaries to 7.8 per 1,000. Meanwhile, between 2015
and 2016, the number of advanced practice registered
nurses and PAs per 1,000 beneficiaries grew by 8 percent,
from 3.6 per 1,000 beneficiaries to 3.9 per 1,000.

Most physicians and other health professionals
are part of Medicare’s participating provider
program, and nearly all claims are taken on
assignment

In 2016, over 95 percent of physicians and other health
professionals billing Medicare signed an agreement

with Medicare to be part of the participating provider
program. Participating providers agree to take assignment
for all claims, which means they accept the fee schedule
amount as payment in full (most claims are paid on
assignment—99.5 percent in 2015) (Centers for Medicare
& Medicaid Services 2017a).> Providers who do not elect
to participate receive a 5 percent lower payment amount
and can choose whether to take assignment for their claims
on a claim-by-claim basis. If they do not assign a claim,
providers may “balance bill” up to 109.25 percent of the
fee schedule amount, with the beneficiary paying the

difference between 95 percent of the fee schedule amount
and the amount billed (Table 4-9, p. 106).

Opt-out clinicians are concentrated in dental and
behavioral health specialties

Physicians and other health professionals may opt out

of the Medicare program by signing an affidavit with
Medicare stating that they will not receive any payment
from Medicare, directly or indirectly, for any Medicare
patient they see. In this arrangement, a provider who
wishes to treat Medicare beneficiaries but not enroll in
Medicare must file an opt-out affidavit for all of his or
her patients, and the patient cannot separately submit the
claim to Medicare. Opt-out clinicians must also enter into
a contract with Medicare beneficiaries to treat them, which
states that no payment will be made from Medicare either
to the beneficiary or to the clinician for services delivered
by the opt-out clinician. Providers opt out for a variety

of reasons (see text box on providers who opt out, pp.
108-109).

MACRA established that agreements between the opt-out
clinician and Medicare are automatically renewed every
two years unless the clinician elects to rejoin Medicare.*
Pursuant to MACRA, CMS also publicly released detailed
information on opt-out clinicians in 2016 for the first
time. As of September 2017, 23,287 physicians, dentists,
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TABLE
lllustrative payment amounts for participating, nonparticipating, and opt-out providers

Nonparticipating

Participating rovider billing at Opt-out
Medicare allowed amount = $100 provider the limiting charge provider
Payment from Medicare $80 $76 None
Payment from the beneficiary 20 33.25 Unlimited
Coinsurance 20 19 N/A
Additional balance billing of beneficiary None 14.25 N/A
Total payment to provider 100 $109.25 Unlimited

Note:  N/A (not applicable). Medicare’s payment to nonparticipating providers is 95 percent of the fee schedule allowed amount. “Limiting charge” is 109.25 percent of
the Medicare allowed amount. A nonparticipating provider that does not take assignment may balance bill to recoup 109.25 percent of the allowed amount from

Medicare and the beneficiary in total.

and other clinicians had an opt-out record on file with

the Medicare program, of which over 7,000 were mental
health specialists (psychiatrists, psychologists, and clinical
social workers), and nearly 11,000 were dental providers
(Figure 4-1).

Higher growth in the volume of clinician
services

We analyze annual changes in use of services provided

by physicians and other health professionals as another
indicator of payment adequacy. However, we recommend
caution in interpreting such data because factors unrelated
to Medicare’s payment rates can influence service volume.
Evidence indicates that volume decreases may be related
to the movement of services from freestanding offices to
hospitals, general practice pattern changes, and concerns

expressed by clinicians about overuse of imaging and tests.

For example, in 2016, the number of echocardiograms per
beneficiary administered in freestanding offices declined
by 1.1 percent while the number administered in hospital
outpatient departments (HOPDs) rose by 5.4 percent.
Increases in volume can signal overpricing if practitioners
favor certain services because they are relatively
profitable, but other factors—including changes in the
population, disease prevalence, Medicare benefits, site of
care changes, technology, and beneficiaries’ preferences—
can also explain volume increases.

We used claims data from 2011, 2015, and 2016 to
analyze volume changes. We identified the services

furnished by physicians and other professionals billing
under Medicare’s fee schedule and calculated two
measures of changes in service use: units of service

per beneficiary and volume of services per beneficiary.
Volume is measured as units of service multiplied by each
service’s RVUs from the fee schedule. Our volume growth
measure thus accounts for changes in both the number of
services and the complexity, or intensity, of those services.
For example, growth in the volume of imaging services
would account not just for any change in the number of
such services but also for any change in intensity (e.g.,

if providers substitute computed tomography (CT) scans
for less complex X-rays). We used RV Us for 2016 to

put service volume for all years on a common scale.

We grouped individual service codes into broad service
categories that are clinically meaningful (e.g., evaluation
and management (E&M)). Each broad service category
contains multiple subcategories of similar services (e.g.,
E&M contains office visits and outpatient services,
hospital inpatient services, and other subcategories).

Between 2015 and 2016, across all services, volume per
beneficiary grew by 1.6 percent (Table 4-10, p. 110).
Among broad service categories, growth rates were

1.1 percent for E&M, 1.4 percent for imaging services,
2.8 percent for major procedures, 2.5 percent for other
procedures, and 1.7 percent for tests. The 2016 growth
rates for all services and for broad service categories were
higher than the average annual growth rates from 2011 to
2015.
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Clinicians who opted out of Medicare were concentrated in

certain specialties, and nearly half were dental providers, 2017

Total number of clinicians and providers who opted out of Medicare = 23,287

1%
Other nonphysician
specialists

(213)

3%
APRNs and PAs
(762)

46%
Dentists, endodontists,

and oral surgeons

(10,673)

8%
Other medical specialists
(1,929

9%
Primary care
(family practitioners,
infernal medicine physicians,
pediatricians, geriatricians)

(2,026)

2%
Surgical specialists (476)

Note:

Source: Analysis of optout affidavits from CMS.

CSW (clinical social worker), APRN (advanced practice registered nurse), PA (physician assistant), DO (doctor of osteopathic medicine).

Subcategories of a broad service category sometimes
experienced more rapid volume growth in 2016 than the
broad service category. For example, volume growth was
2.8 percent in the “major procedures” category, but volume
growth in the subcategories of vascular procedures (e.g.,
revascularization of lower extremity) and musculoskeletal
procedures (e.g., knee replacement) were 5.9 percent and

4 4 percent, respectively (Table 4-10, p. 110). Volume
growth in the “other procedures” category was 2.5

percent, but volume growth in the subcategory of physical,
occupational, and speech therapy was 7.8 percent. Physical
therapy treatments accounted for most of the 2016 volume
growth in these therapy treatments.

Care management/coordination had the highest rate of
volume growth of all the service subcategories: 15.8
percent per year from 2011 to 2015 and 27.3 percent
from 2015 to 2016. CMS created new billing codes for
transitional care management (TCM) in 2013 and chronic

care management (CCM) in 2015, and these codes account
for most of the growth in care management/coordination.
In 2016, the volume of TCM increased by 29.9 percent
and CCM by 141.5 percent (data not shown). At the same
time, the volume of the other services in this subcategory
(physician certification and recertification of home health
care, home health care supervision, and hospice care
supervision) decreased by 3.0 percent (data not shown).

While volume growth for imaging in 2016 was slightly
lower than the average increase for all services and
followed decreases from 2010 to 2014, use of imaging
services remains much higher than it was in 2000 (Figure
4-3, p. 111). Cumulative growth in the volume of imaging
per beneficiary from 2000 to 2009 totaled 85 percent,
compared with a cumulative drop in imaging volume since
then of about 7 percent. The growth in imaging volume
from 2000 to 2009 was exceeded only by the 86 percent
growth in the use of tests (e.g., allergy tests) during those

Re
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Why providers who opt out of Medicare are concentrated in

certain specialties

roviders opt out of Medicare for different reasons.

Dentists opt out of Medicare in large numbers

because their services are only rarely covered by
the Medicare benefit. Routine or prophylactic dental
services are not covered by Medicare (e.g., cleanings,
fillings, extractions, or dentures). Dental services are
covered by Medicare only if they address an underlying
health problem or are required for a Medicare-covered
service to be successful. For example, services provided
in the hospital as prerequisite to surgery may be covered,
as are some oral surgeries. By opting out of Medicare,
dentists avoid, for the few services that Medicare would
otherwise cover, the administrative requirements to
enroll and bill Medicare and limits on fees for those
services.

Psychiatrists also opt out in large numbers, even though
most psychiatry services are covered by Medicare.

The Medicare statute requires that, to deliver a
covered service to a Medicare beneficiary, the provider
must either enroll in Medicare (as a participating or
nonparticipating provider) or opt out of the program
entirely (Figure 4-2). There is no analogue in Medicare
to out-of-network benefits in preferred provider
organization products in the commercial insurance
market.

Mental health providers in general are much less likely
to accept all types of insurance than any other specialty.
Only about half of psychiatrists take any insurance

at all, and their rates of accepting Medicare are
comparable with rates for accepting private insurance
(Medicaid acceptance is lower still) (Bishop et al.
2014). Several reasons account for low acceptance
rates: high coinsurance (including, until 2014, a mental
health limitation in Medicare), concern about stigma by
patients, and utilization management tools by plans.

Options for providers to deliver Medicare-covered services to beneficiaries

Participating Paid 100% of
> provider fee schedule amount
Enroll in
> Medicare Take assignment
—>| (paid af 95% of fee
schedule amount]
Provider wants to treat N icipafi
a Medicare beneficiary — onpar Ing "9
for a Medicare-covered provider Do not take assignment:
service L, | can balance bill up to
109.25% of fee
Sign up with Enter info an optout schedule amount
Medicare as an contract with

optout provider

Medicare beneficiary
in order fo treat them

Note:  There is no option for a provider to deliver a Medicarecovered service to a Medicare patient outside of these arrangements.

(continued next page)

108 Physician and other health professional services: Assessing payment adequacy and updating payments




Why providers who opt out of Medicare are concentrated in

certain specialties (cont.)

To the extent that psychiatrists and other mental health
providers wish to treat Medicare patients, they need to
enroll either as a Medicare provider (participating or
nonparticipating) or as an opt-out provider. If mental
health providers and beneficiaries wish to enter into
an arrangement outside of the Medicare benefit (for
example, if beneficiaries feel stigma about using their

insurance benefit and wish to pay for services out of
pocket), the opt-out arrangement allows them to do so.

In both cases—that of dentists and of mental health
providers—factors outside of Medicare’s payment rates
contribute to the high number of clinicians opting out
of the program. B

years. Such growth was more than double the cumulative
growth rates during the same period for E&M services
and major procedures, which were 32 percent and 34
percent, respectively. In addition, volume increases in
2016 were higher for certain types of imaging than for
others. For example, in 2016, CT volume grew by 3.6
percent. By contrast, from 2011 to 2015, average annual
volume growth of CT was 1.4 percent. Similarly, in 2016,
MRI volume increased by 2.6 percent, after falling by 0.2
percent per year from 2011 to 2015.

The relatively high use of imaging and tests has led

to concerns about appropriate use of these services.
Physicians have warned that diagnostic tests are often
ordered without an understanding of how the results
could change patient treatment (Hoffman and Cooper
2012, Redberg et al. 2011). Others have found that some
clinicians routinely repeat tests and diagnostic procedures
(Welch et al. 2012). When available, guidelines rarely
specify how often to repeat these services. In response to
concerns about overuse, the American Board of Internal
Medicine (ABIM) Foundation developed the “Choosing
Wisely” campaign. In the latest iteration of this ongoing
effort, more than 80 specialty societies have identified
520 tests and procedures that are often overused (ABIM
Foundation 2017). The goal of Choosing Wisely is to
promote conversations between clinicians and their
patients to help patients choose care that is supported

by evidence, free from harm, truly necessary, and not
duplicative of other tests or procedures. In addition, CMS
is mandated by statute to require that claims for CT, MRI,
and nuclear medicine studies include information about
whether the services adhere to appropriate use criteria
developed by medical societies or other provider-led
entities. CMS is in the process of developing this program,
which is scheduled to begin on January 1, 2020.

Volume changes reflect shift in billing from
freestanding offices to hospitals

Measuring volume growth has two advantages. First,
volume growth accounts for changes not just in the
number of services but also any changes in the intensity

of services (e.g., substitution of CT scans for X-rays).
Second, volume growth is important because it has a
significant impact on spending growth, along with changes
in payment rates.

Volume growth, however, is sensitive to shifts in the site
of care. The RVUs used to calculate volume include
practice expense RVUs, which are often lower for
services provided in a facility setting, such as an HOPD,
compared with services in a nonfacility setting, such

as a freestanding office. In 2017, for example, the most
common type of E&M office visit (Current Procedural
Terminology code 99213) had an average nonfacility fee
schedule payment of $74. By contrast, the average fee
schedule payment for this visit when provided in a facility
setting was $52 because the practice expense RVUs are
lower. Medicare makes both a fee schedule payment
and a facility payment when a service is provided in an
HOPD (the facility payment accounts for the cost of

the service in an HOPD). However, the program makes
only a fee schedule payment when a service is furnished
in a freestanding office. For example, in 2017, the total
payment for the most common E&M office visit when
provided in an HOPD (other than certain off-campus
HOPDs) was $158 ($52 for the fee schedule payment to
the clinician plus $107 for the HOPD facility payment)
compared with $74 (the nonfacility fee schedule payment)
for this visit when provided in a freestanding office.

In recent years, there has been a trend toward billing for
some services in hospitals instead of freestanding offices.

MECIpAC
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4-10 Use of clinician services per FFS beneficiary
Change in units of service Change in volume

per beneficiary per beneficiary Share

of 2016

Average annual Average annual allowed

Type of service 2011-2015 2015-2016 2011-2015 2015-2016 charges

All services 0.1% 1.4% 0.5% 1.6% 100.0%

Evaluation and management -0.1 0.6 0.6 1.1 52.6
Office/outpatient services 0.7 1.1 1.3 1.8 26.9
Hospital inpatient services -2.2 -2.1 -1.9 -1.7 11.6
Emergency department services 0.8 0.0 1.6 0.8 3.3
Nursing facility services 2.7 -0.9 3.3 -0.1 3.0
Ophthalmological services -0.3 0.3 0.0 0.5 2.9
Behavioral health services N/A 3.4 N/A 3.8 1.9
Critical care services 0.9 1.7 0.9 1.5 1.5
Observation care services 11.2 6.6 10.7 6.1 0.7
Care management/coordination 7.8 33.9 15.8 27.3 0.5
Home services -0.7 0.4 -0.4 -0.1 0.4
Imaging -0.3 0.4 -1.2 1.4 11.5
Standard X-ray -1.2 -0.7 -1.0 1.2 3.3
Ultrasound -0.6 0.5 -2.1 0.1 3.0
cT 2.1 3.5 1.4 3.6 1.9
Nuclear -5.2 -0.9 -8.5 -2.0 1.3
MRI 1.0 2.6 -0.2 2.6 1.3
Maijor procedures -0.4 1.6 1.7 2.8 8.0
Musculoskeletal 1.8 3.7 2.6 4.4 3.0
Vascular -1.1 -2.2 8.7 5.9 1.4
Other organ systems -2.1 0.7 -1.5 0.6 1.0
Cardiovascular -0.6 2.9 0.2 1.5 1.0
Digestive/gastrointestinal -2.8 -1.6 2.1 -1.4 0.9
Skin -2.6 1.0 -1.0 0.8 0.5
Eye 0.1 -1.1 0.2 -0.8 0.2
Other procedures 0.8 3.3 0.7 2.5 23.0
Skin 1.4 2.0 1.5 2.5 4.5
Physical, occupational, and speech therapy 2.9 7.4 3.5 7.8 3.7
Musculoskeletal 0.0 1.9 1.4 2.8 2.6
Eye 1.6 3.4 0.7 2.9 2.4
Radiation oncology -2.2 -2.4 -2.8 -3.0 2.0
Other organ systems 0.2 2.8 2.0 2.5 1.7
Digestive/gastrointestinal -1.0 1.0 -0.6 2.8 1.4
Vascular -2.5 0.3 2.6 3.9 1.1
Dialysis -0.9 -2.5 0.4 -0.2 1.2
Chiropractic -2.4 -1.6 -2.6 -2.2 0.8
Injections and infusions: non-oncologic -3.1 0.0 -3.3 -0.1 0.5
Chemotherapy administration -4.1 -0.8 -4.1 -0.8 0.5
Tests -0.1 1.6 -2.0 1.7 4.6
Anatomic pathology -0.2 1.4 -0.4 1.4 1.4
Cardiography -1.8 1.7 -4.5 2.8 1.2
Neurologic 1.3 1.3 -3.7 0.5 0.9

Note:  FFS (feefor-service), CT (computed tomography), MRI (magnetic resonance imaging), N/A (not available). Volume is measured as units of service multiplied by each
service's relative value unit (RVU) from the physician fee schedule. To put service use in each year on a common scale, we used the RVUs for 2016. For billing codes
not used in 2016, we imputed RVUs based on the average change in RVUs for each type of service. Use of behavioral health services is not reported for 2011 to
2015 because of a change in billing codes implemented in 2013. Some low-volume categories are not shown but are included in the summary calculations. The
type-of-service categories and subcategories that we used in prior years were restructured for this table.

Source: MedPAC analysis of claims data for 100 percent of Medicare beneficiaries.
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Growth in the volume of clinician
services per fee-for-service
beneficiary, 2000-2016
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Note:  E&M (evaluation and management). Volume growth for E&M from 2009
to 2010 is not directly observable because of a change in payment policy
for consultations. To compute cumulative volume growth for E&M through
2016, we used a growth rate for 2009 to 2010 of 1.85 percent, which
is the average of the 2008 to 2009 growth rate of 1.7 percent and the
2010 to 2011 growth rate of 2.0 percent.

Source: MedPAC analysis of claims data for 100 percent of Medicare
beneficiaries.

From 2012 to 2016, for example, HOPD-based E&M
visits per beneficiary grew by 29 percent, compared

with a 1.6 percent decline in physician office—based
visits. Echocardiography and nuclear cardiology services
have also shifted from freestanding offices to HOPDs.
From 2015 to 2016, the number of echocardiograms

per beneficiary delivered in HOPDs rose by 5.4 percent,
compared with a 1.1 percent decline in freestanding offices
(Table 4-11). Similarly, the number of nuclear cardiology
studies per beneficiary provided in HOPDs increased

by 0.3 percent, compared with a 4.2 percent decline in
freestanding offices.

This change in setting raises overall Medicare program
spending and beneficiary cost sharing because Medicare
generally pays more for the same or similar services in
HOPDs (other than certain off-campus HOPDs) than

in freestanding offices (Medicare Payment Advisory
Commission 2014, Medicare Payment Advisory
Commission 2013, Medicare Payment Advisory

Commission 2012). For example, we estimate that the
Medicare program spent $1.8 billion more in 2016 than

it would have if payment rates for E&M office visits

in HOPDs were the same as freestanding office rates.

In addition, beneficiaries’ cost sharing for E&M office
visits in HOPDs was $460 million higher in 2016 than it
would have been had payment rates been the same in both
settings.

To address the increased spending that results when
services shift from freestanding offices to HOPDs, the
Commission recommended adjusting payment rates in
the outpatient prospective payment system (OPPS) so that
Medicare pays the same amount for E&M office visits

in freestanding physician offices and HOPDs (Medicare
Payment Advisory Commission 2012). The Commission
also recommended adjusting OPPS rates for a set of other
services so that rates are equal or more closely aligned
across these two settings (Medicare Payment Advisory
Commission 2014).

Across all services, volume growth has contributed
to an increase in spending

The growth in service volume has contributed significantly
to an increase in spending for fee schedule services
(Figure 4-4, p. 112). From 2000 to 2016, payment updates
for these services did not keep pace with growth in input
prices. Payment updates increased cumulatively by 10
percent—Iless than the 32 percent cumulative increase in
the Medicare Economic Index (MEI), which measures
changes in input prices. However, spending per beneficiary

TABLE
4-11

Cardiovascular imaging services
continue to shift from
freestanding physicians’ offices
to HOPDs, 2015-2016

Per beneficiary change

Share of . : .
services in units of service
erformed
in HOPDs, Freestanding
2016 HOPD office
Echocardiography 44.4% 5.4% -1.1%
Nuclear cardiology 47.7 0.3 -4.2

Note:  HOPD (hospital outpatient department). Echocardiography includes services
in ambulatory payment classification (APC) 0269, APC 0270, and APC
0697. Nuclear cardiology includes services in APC 0377 and APC 0398.

Source: MedPAC analysis of outpatient claims and carrier claims for 100 percent
of Medicare beneficiaries.
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Growth in the volume of clinician
services caused fee schedule
spending to increase faster than
input prices and updates, 2000-2016
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Note:  MEI (Medicare Economic Index). The MEI measures the change in
clinician input prices. Spending per beneficiary includes only services
paid under the fee schedule for physicians and other health professionals

and excludes services paid under the clinical laboratory fee schedule.

Source: 2017 annual report of the Boards of Trustees of the Medicare trust funds;
Centers for Medicare & Medicaid Services 2017b; Clemens 2014.

for these services grew at a cumulative rate of 68 percent.
Volume growth, which accounts for most of the difference
between the payment updates and spending growth,

likely reflects changes in clinical practice, such as the
diffusion of new technologies, as well as changes in the
demographic and health status of beneficiaries.®

In 2016, per beneficiary spending for fee schedule
services decreased slightly, by 1.3 percent. Several factors
influenced this decline: the small increase in volume (1.6
percent), the small increase in the fee schedule conversion
factor (0.5 percent), a larger penalty for clinicians who
did not submit data under the Physician Quality Reporting
System (PQRS), a larger penalty for clinicians who did
not meet the electronic health record (EHR) meaningful
use requirement, smaller incentive payments for clinicians
who met the EHR meaningful use requirement, and the
expiration of the Primary Care Incentive Payment (PCIP)
program in 2015.”

Quality of care

For the past decade, CMS has assessed the quality of
Medicare-billing physicians and other health professionals
based largely on clinician-reported individual quality
measures. Starting in 2007, clinicians began reporting
quality measures through the voluntary Physician Quality
Reporting Incentive and they qualified for a payment
incentive for such reporting. The program was rebranded
as the PQRS in 2010 and began imposing a payment
penalty for nonreporting in 2015.

There are currently about 300 measures in the

PQRS measure set (and over 600 reporting method
combinations). In 2015, CMS began adjusting payments in
FFS Medicare based on these clinician-reported measures
(plus other claims-calculated measures) through the value-
based payment modifier, which will be used through 2018.
Starting in 2019, CMS will implement the Merit-based
Incentive Payment System (MIPS). MIPS is an individual
clinician—level payment adjustment that will adjust
Medicare FFS payments based on performance in four
areas: quality, resource use, clinical practice improvement
activities, and advancing care information (formerly
“meaningful use of EHRs”) (Centers for Medicare &
Medicaid Services 2016). (See Chapter 15 for a full
discussion of MIPS). It generally repurposes many of the
measures and processes used in the value-based payment
modifier (see text box for the results from the value-based
payment modifier, pp. 114-115).

Overall, we do not believe the PQRS measures help the
Medicare program assess high-quality clinician services,
and we do not believe that they are appropriate for

use in a value-based purchasing program. Instead, we
review a population-based measure assessing avoidable
hospitalizations for ambulatory care—sensitive conditions
and rates of low-value care in Medicare.

To assess rates of avoidable hospitalizations for ambulatory
care—sensitive conditions, we use the Prevention Quality
Indicators (PQISs), a set of population-based measures of
potentially avoidable hospital admissions developed by the
Agency for Healthcare Research and Quality. The PQIs,
which are based on national data, can help gauge the quality
of a community’s ambulatory care environment. Lower
rates indicate higher quality.

Figure 4-5 presents results for three common conditions
among the Medicare population—Ilong-term diabetes
complications, congestive heart failure, and bacterial
pneumonia. The trends show largely falling rates of
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Trends in selected PQIs for inpatient admissions of FFS beneficiaries

for ambulatory care-sensitive conditions, 2010-2015
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Source: CMS, data on geographic variation. Figures calculated by CMS from the Chronic Conditions Data Warehouse of 100 percent of claims.

avoidable hospitalizations across all three conditions

and age categories; the modest increase for heart failure
across all age categories may be the result of continuing
changes in hospital behavior related to enforcement of
the two-midnight rule (a CMS policy instructing auditors
to approve inpatient stays only if the duration of the stay
covers two midnights).

The Commission plans to continue refining a set

of population-based outcome measures, such as
hospitalizations for potentially preventable complications
(HPCs) and potentially preventable emergency department
(ED) visits, that CMS can calculate using claims data.®

‘We also calculated rates of low-value care in Medicare,
which is another indicator of quality. Because the current
PQRS measure set has few measures assessing low-value
care, and few clinicians report these measures, we used

a set of 31 claims-based measures to assess low-value

care. We found that low-value care is a significant issue
in Medicare: Between 23 percent and 37 percent of
beneficiaries received at least one low-value service in
2014 (see text box on low-value care, pp. 116-117).

Medicare payments and providers’ costs

Because physicians and other health professionals do not
report their costs to the Medicare program, we use other
measures to assess the adequacy of Medicare payments
relative to clinicians’ costs. The first measure is how
Medicare’s payments compare with the commercial rates
paid by preferred provider organizations (PPOs). The
second measure compares physician compensation across
specialties and evaluates whether Medicare’s payment
policies contribute to an income disparity between
primary care clinicians and other specialties. The third
measure—the MEI—assesses the change in input prices
for physicians and other health professionals.
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The first three years of the value-based payment modifier

he Patient Protection and Affordable Care

Act of 2010 created a value-based payment

modifier (value modifier, or VM) for clinicians
participating in Medicare fee-for-service (FFS).
Starting with groups of 100 or more clinicians in
2015, and phasing in to apply to all clinicians by 2017,
clinicians had their Medicare FFS payments adjusted
by a composite VM that assessed the quality and cost
of the services they delivered in the two years prior

(e.g., 2013 performance would determine a clinicians’
value modifier for the purpose of adjusting payment in
2015).

Quality was assessed using six measures that each
clinician reported from the set of Physician Quality
Reporting System (PQRS) measures, plus up to three
claims-calculated measures: hospital admissions for
ambulatory care—sensitive conditions (acute), hospital

TABLE
4-12

Most clinician groups subject to the value-based payment modifier in 2015
either received no adjustment or did not participate

Payment adjustment

Number of clinician groups
(reporting under the same TIN)

Penalty -1% 322

-0.5 8
Neutral 0 853
Increase +4.89 14

Comprehensive Primary Care Initiative.

Source: Centers for Medicare & Medicaid Services.

Note:  TIN (taxpayer identification number). Value modifier applied in 2015 to TINs of 100 clinicians or more. “Neutral” included TINs with insufficient data, TINs
that did not elect quality tiering, and TINs that were not subject to the value modifier because they were in an accountable care organization model or the

TABLE
4-13

In 2016, 40 percent of clinicians did not participate in the
value modifier (receiving a penalty), nearly 60 percent received
no adjustment, but a few received large bonuses

Number of clinician groups

Payment adjustment (reporting under the same TIN)

Penalty 2% 5,418
-1 57

Neutral 0 8,208
Increase +15.92 70
+31.84 58

Note:  TIN (taxpayer identification number). Value modifier applied in 2016 to TINs of 10 clinicians or more. “Neutral” included TINs with insufficient data, TINs
that did not elect quality tiering, and TINs that were not subject to the value modifier because they were in an accountable care organization model or the
Comprehensive Primary Care Initiative.

Source: Centers for Medicare & Medicaid Services.

(continued next page)
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The first three years of the value-based payment modifier (cont.)

admissions for ambulatory care—sensitive conditions
(chronic), and readmissions. Cost was assessed using
six measures: the Medicare spending per beneficiary
measure, a total per capita cost measure, and per capita
cost measures for four chronic conditions.

CMS used a statistical significance threshold to
determine whether each clinician or group of clinicians
was average, high, or low for both cost and quality. In
each year of the program, CMS determined whether
each clinician or group of clinicians was eligible for

a payment adjustment based on the groupings and the
cost and quality composite scores.

For example, clinicians who were average on both cost
and quality would not receive a payment adjustment.
Those who were high cost and low quality received a

1 percent or 2 percent penalty (depending on the year
of the program). Those who were low cost and high

quality could qualify for a positive adjustment (the
amount was determined at the end of the year based on
the budget-neutrality calculation). The VM was budget
neutral. In part because of this budget neutrality, the
resulting positive updates were very large, even in the
first two years of the program (Table 4-12, Table 4-13).

By 2017, the resulting positive payment increases
were so large that 69 practices received an incentive
payment of 77 percent of their fee schedule revenue,
over 5,000 practices received an incentive payment of
46 percent of their fee schedule revenue, and nearly
7,000 practices received an incentive payment of 15
percent or 31 percent of their fee schedule revenue
(Table 4-14). The experience with the value modifier
underscores the importance of capping the upward
adjustments in any value-based purchasing program
that is designed to be budget neutral. B

TABLE
Most clinicians (and clinician groups) still received no payment
adjustment in 2017, but a few received very large increases
Number of clinician groups
Payment adjustment (reporting under the same TIN)
Penalty 4% 3,605
-2 23,368
Neutral 0 445,674
Increase +15.48 2,618
+30.95 4,113
+46.43 5,376
+77.38 69

model or the Comprehensive Primary Care Initiative.

Source: Centers for Medicare & Medicaid Services.

Note:  TIN (taxpayer identification number). Value modifier applied in 2017 to TINs of two or more, plus solo clinicians. “Neutral” included TINs with insufficient
data, TINs that did not elect quality tiering, and TINs that were not subject to the value modifier because they were in an accountable care organization

Ratio of Medicare payments to commercial PPO
payments

In 2016, Medicare’s payment rates for physician and other
health professional services (including cost sharing) were
75 percent of commercial rates for PPOs, compared with
78 percent in 2015 and 81 percent in 2010. The ratio in

2016 varied by type of service. For example, Medicare
rates were 80 percent of commercial rates for E&M
office visits for established patients, but 70 percent of
commercial rates for cataract surgery. This analysis uses
data on paid claims for PPO members of a large national
insurer that covers a wide geographic area across the




Research shows substantial use of low-value care in fee-for-service Medicare

ow-value care is either a service that has little

or no clinical benefit or care in which the risk

of harm from the service outweighs its potential
benefit (Chan et al. 2013, Kale et al. 2013). In addition
to increasing health care spending, low-value care has
the potential to harm patients by exposing them to the
risks of injury from inappropriate tests or procedures
and may lead to a cascade of additional services that
contain risks but provide little or no benefit (Keyhani
et al. 2013, Korenstein et al. 2012). The “Choosing
Wisely” campaign, an initiative of the American Board
of Internal Medicine (ABIM) Foundation, identifies
services that represent low-value care. In the latest
iteration of this ongoing effort, more than 80 specialty
societies have identified 520 tests and procedures that
are often overused (ABIM Foundation 2017).

A team of researchers developed 31 measures of low-
value care drawn from evidence-based lists (such as
Choosing Wisely), recommendations by the United
States Preventive Services Task Force, and the medical
literature, which they applied to Medicare claims data
from 2009 to 2012 (Schwartz et al. 2015, Schwartz

et al. 2014). It is challenging to reliably identify low-
value care with claims data because they may not have
enough clinical detail to distinguish appropriate use
from inappropriate use. Thus, a key feature of these
measures is that they are designed to allow for explicit
trade-offs between the sensitivity and specificity of
each measure. The authors developed two versions of
each measure: a broader one with higher sensitivity
(and lower specificity) and a narrower one with lower
sensitivity (and higher specificity). Increasing the
sensitivity of a measure captures more potentially
inappropriate use but is also more likely to misclassify
some appropriate use as inappropriate. Increasing a

measure’s specificity leads to less misclassification
of appropriate use as inappropriate, at the expense of
potentially missing some instances of inappropriate use.

The Commission contracted with the authors of these
studies to obtain the measures’ algorithms, which we
applied to Medicare claims data from 2012 to 2014.
We used two versions of each measure based on the
original studies: a broader version (more sensitive,
less specific) and a narrower version (less sensitive,
more specific). For each version, we calculated the
number of low-value services per 100 fee-for-service
(FES) beneficiaries, the share of FFS beneficiaries
who received at least one low-value service, and total
spending across all FFS beneficiaries for each service.

Our results show substantial use of low-value care in
FFS Medicare in 2014. Based on the broader versions
of the measures, our analysis found 72 instances of
low-value care per 100 beneficiaries, and 37 percent of
beneficiaries received at least one low-value service.
Medicare spending for these services was $6.5 billion,
or 2.0 percent of FFS Medicare spending for the
beneficiaries in our sample. Based on the narrower
versions of the measures, our analysis showed 34
instances of low-value care per 100 beneficiaries, and
23 percent of beneficiaries received at least one low-
value service. Medicare spending for these services
totaled $2.4 billion, or 0.7 percent of FFS Medicare
spending for the beneficiaries in our sample. The
differences between the broader and narrower versions
of the measures demonstrate that the amount of low-
value care detected varies substantially based on the
measures’ clinical specificity. Between 2012 and 2014,
there was a modest decline in the volume and spending
on low-value services.

(continued next page)

United States. The payments reflect the insurer’s allowed
amount with allowed cost sharing. The data exclude any
remaining balance billing and payments made outside

of the claims process, such as bonuses or risk-sharing
payments.

The ratio of Medicare rates to commercial rates has
declined in recent years because commercial rates have
risen while Medicare rates have remained relatively stable.
The growth of commercial prices could be a consequence
of greater consolidation of physician practices. In recent
years, an increasing number of physicians have joined
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Research shows substantial use of low-value care in fee-for-service Medicare (cont.)

The measures we used excluded many low-value
services (e.g., imaging for pulmonary embolism
without moderate or high pretest probability) because
it was difficult to distinguish with claims data
inappropriate use of these services from appropriate
use (Schwartz et al. 2014). Therefore, our analysis
likely represents a conservative estimate of the number
of low-value services in Medicare. In addition, we

did not estimate the downstream cost of low-value
services because it is difficult to determine using
claims data whether a specific low-value service led
directly to a downstream service (e.g., a follow-up test
or procedure). Consequently, our spending estimates
probably understate actual spending on low-value care.

Among the measures’ broader versions, measures with
the highest volume in 2014 were imaging for low back
pain (12.0 per 100 beneficiaries), prostate-specific
antigen (PSA) screening for men age 75 and over (9.0),
and colon cancer screening for older adults (8.0). Those
with the highest Medicare spending were percutaneous
coronary intervention with balloon angioplasty or stent
placement for stable coronary disease ($1.3 billion),
spinal injection for low back pain ($1.3 billion), and
stress testing for stable coronary disease ($1.2 billion).

Among the measures’ narrower versions, measures
with the highest volume in 2014 were PSA screening
for men age 75 and over (5.1 per 100 beneficiaries),
screening for carotid artery disease in asymptomatic
adults (4.2), and parathyroid hormone measurement
for patients with early chronic kidney disease (3.9).
Those with the highest Medicare spending were
spinal injection for low back pain ($643 million),
vertebroplasty or kyphoplasty for osteoporotic vertebral
fractures ($327 million), and screening for carotid
artery disease in asymptomatic adults ($221 million).

For more details on the volume and spending for
individual measures, see the Commission’s June
2017 data book (http://www.medpac.gov/docs/
default-source/data-book/jun17_databooksec5_sec.
pdf?sfvrsn=0).

After grouping the 31 measures into 6 larger clinical
categories, we found that imaging and cancer
screening measures accounted for 60 percent of the
volume of low-value care per 100 beneficiaries among
the measures’ broader versions in 2014. However,
cardiovascular testing and procedures and other surgical
procedures constituted over 71 percent of the spending.
Among the measures’ narrower versions, imaging and
diagnostic and preventive testing accounted for 61
percent of the volume of low-value care, while other
surgical procedures and imaging made up two-thirds of
the spending.

We also examined geographic variation in the use of
low-value services, using a model that adjusted for
geographic differences in demographic characteristics
and comorbidities that could affect the use of low-
value services.” Even after adjusting for these factors,
we found substantial variation in the use of low-value
services. For example, the adjusted number of low-
value services per 100 beneficiaries was 61 percent
higher in the geographic area at the 90th percentile
compared with the area at the 10th percentile.
Because we adjusted for differences in beneficiaries’
demographic characteristics and chronic conditions,
the variation in the use of low-value care could reflect
factors such as geographic differences in physician
practice patterns, entrepreneurial behavior, and
beneficiaries’ preferences for care. B

larger groups, hospitals, and health systems. For example,
the share of physicians working in practices with more
than 50 physicians grew between 2009 and 2014 from

16 percent to 22 percent (Medicare Payment Advisory
Commission 2017). Recent studies show that commercial
prices for physician services are higher in markets with

larger physician practices and in markets with greater
physician—hospital consolidation (Baker et al. 2014,
Clemens and Gottlieb 2017, Neprash et al. 2015). Our
own research found that independent practices with larger
market shares and hospital-owned practices received
higher commercial prices for E&M visits than other

MECIpAC
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Disparities in physician compensation are widest when primary care physicians

are compared with nonsurgical proceduralists and radiologists, 2016

500

400 —

297

300 —

200 —

Median annual compensation
(in thousands of dollars)

All Primary care

nonprocedural

Nonsurgical,

466

Surgical Nonsurgical, Radiology

procedural

Source: MedPAC analysis of data from SullivanCotter’s Physician Compensation and Productivity Survey, 2016.

practices in their market (Medicare Payment Advisory
Commission 2017). For example, independent practices
with a large market share of E&M visits received an
average commercial price for an E&M visit that was

41 percent higher than the Medicare rate. By contrast,

the average commercial price received by the smallest
independent practices for an E&M visit was about equal
to Medicare’s rate. These findings indicate that the ratio of
Medicare rates to commercial rates for physician services
can vary by practice size within the same market. There

is also evidence that commercial prices for physician
services vary widely across markets. In 2011, we reported
that average prices paid by commercial insurers were more
than 50 percent above Medicare rates in some markets but
were below Medicare rates in other markets (Medicare
Payment Advisory Commission 2011).

Compensation is much higher for certain
specialties than for primary care

The Commission remains concerned that E&M office
visits, which make up a large share of the services

provided by primary care clinicians and certain other
specialties (e.g., psychiatry, endocrinology, and
rheumatology), are underpriced in the fee schedule relative
to other services, such as procedures. In addition, the
nature of FFS payment allows some specialties to more
easily increase the volume of services they provide (and
therefore their revenue from Medicare). Such increases
are less likely for other specialties, particularly those that
spend most of their time providing labor-intensive E&M
services. These factors contribute to an income disparity
between primary care physicians and certain specialists.

For an analysis of the compensation received from all
payers by physicians—the largest subset of practitioners—
we examined 2016 data from SullivanCotter’s Physician
Compensation and Productivity Survey. Median
compensation across all specialties was about $297,000 in
2016. Compensation was much higher for some specialties
than others. The specialty groups with the highest median
compensation were radiology ($466,000); the nonsurgical,
procedural group ($435,000); and surgical specialties
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Commission recommendation for a per beneficiary payment for primary care

he Commission has a long-standing concern
Tthat evaluation and management (E&M) office

visits, which make up a large share of the
services provided by primary care clinicians and certain
other specialties (e.g., psychiatry, endocrinology, and
rheumatology), are underpriced by the Medicare fee
schedule for physicians and other health professionals
compared with other services such as procedures. The
Commission has also become concerned that the fee
schedule—with its orientation toward discrete services
that have a definite beginning and end—is not well
designed to support primary care, which requires
ongoing care coordination for a panel of patients. The
Commission, in its March 2015 report, recommended
that the Congress establish a per beneficiary payment
for primary care practitioners to replace the expired
Primary Care Incentive Payment (PCIP) program,

which provided a 10 percent bonus payment on fee
schedule payments for certain E&M visits provided by
primary care clinicians (Medicare Payment Advisory
Commission 2015). A monthly per beneficiary payment
based on the total amount of PCIP payments in 2015
would have amounted to about $2.35.

The Commission recommended that the additional
payments to primary care practitioners be in the form
of a per beneficiary payment to move away from the
service-oriented fee-for-service payment approach.
Funding for the per beneficiary payment would come
from reducing payment rates for all services in the fee
schedule other than certain E&M visits provided by any
practitioner. This method of funding would be budget
neutral and would help rebalance the fee schedule
toward primary care clinicians. ®

($409,000) (Figure 4-6).'° Median compensation for
radiology was almost double the median compensation
for primary care physicians ($236,000), and median
compensation for nonsurgical, procedural physicians was
84 percent higher than that of primary care physicians.
Psychiatry—which is in the nonsurgical, nonprocedural
group—had median compensation of $234,000, slightly
lower than primary care physicians (data not shown).!!
Our analysis of compensation data from the Medical
Group Management Association (MGMA) from prior
years showed similar differences between specialties.

Previous Commission work using MGMA data showed
that such disparities also existed when compensation was
observed on an hourly basis, thus accounting for variations
in hours worked per week.'? In addition, the disparities
persist when compensation is simulated as if all services
physicians provide were paid under Medicare’s fee
schedule (Berenson et al. 2010). This finding suggests that
the fee schedule is an important source of the disparities in
compensation among specialties.

Validation of the fee schedule’s RVUs could help correct
price inaccuracies and ensure that E&M office visits are
not underpriced relative to other services. CMS has a
statutory mandate and resources to validate RVUs, and

the Commission has provided CMS with ideas for how to
do so (Medicare Payment Advisory Commission 2015).
In addition, in 2015, the Commission recommended a per
beneficiary payment for primary care that could also help
rebalance the fee schedule toward primary care services
(see text box on the Commission’s recommendation).

Input costs for physicians and other health
professionals are projected to increase from 2018
to 2019

The MEI measures the annual change in the market basket
of input prices for physician and other health professional
services and is adjusted for economy-wide productivity.
As of the fourth quarter of 2017, CMS’s forecast is that the
MEI will increase by 1.8 percent in 2019. This projection
is subject to change.

How should Medicare payments change
in 2019?

The Commission’s deliberations on payment adequacy for
physicians and other health professionals are informed by
beneficiary access to services, volume growth, quality, and
input prices for physicians and other health professionals.
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We find that, on the basis of these indicators, payments
appear adequate.

On measures of access to the services of physicians and
other health professionals, the Commission continues to
find that beneficiaries’ access to care appears generally
stable. Overall, Medicare beneficiaries generally have
comparable or slightly better access to clinician services
than privately insured individuals ages 50 to 64. A slight
decline in the number of physicians per beneficiary was
offset by an increase in the number of advanced practice
registered nurses and physician assistants per beneficiary,
and the share of providers accepting assignment and
enrolled in Medicare’s participating provider program
remains high.

In 2016, across all services, volume per beneficiary grew
by 1.6 percent. Among broad service categories, growth
rates were 1.1 percent for E&M, 1.4 percent for imaging
services, 2.8 percent for major procedures, 2.5 percent for
other procedures, and 1.7 percent for tests (Table 4-10, p.
110).

As of the fourth quarter of 2017, input prices for
physicians and other health professionals were projected
to increase by 1.8 percent in 2019. We note that this
projection is subject to change. In 2016, compensation
was much lower for primary care physicians than for
physicians in certain specialties, continuing to raise
concerns about fee schedule mispricing and its impact on
primary care.

Update recommendation

In recommending an update for physicians and other
health professionals, the Commission balanced the
following objectives:

*  maintain beneficiary access to physician and other
health professional services,

minimize the burden on the taxpayers and
beneficiaries who finance the Medicare program, and

ensure adequate payments for the efficient provision
of services.

In balancing these objectives with the overall findings that
payments appear adequate, the Commission recommends
an update for 2019 consistent with current law.

RECOMMENDATION 4

For calendar year 2019, the Congress should increase the
calendar year 2018 payment rates for physician and other
health professional services by the amount specified in
current law.

RATIONALE 4

The Medicare Access and CHIP Reauthorization Act of
2015 established a set of statutory updates for clinicians,
including a 0.5 percent update on January 1, 2019. Overall,
access to clinician services for Medicare beneficiaries
appears stable and comparable with that for privately
insured individuals. Other measures of payment adequacy
are stable and consistent with prior years. Therefore, the
Commission does not see a reason to diverge from the
current law update of 0.5 percent for 2019. (Subsequent
to the Commission’s vote on this update recommendation,
the Bipartisan Budget Act of 2018 changed the 2019
update to the fee schedule to 0.25 percent.)

IMPLICATIONS 4

Spending
e No change as compared with current law at the time
the Commission voted on this recommendation.

Beneficiary and provider

The Commission’s recommendation of the current
law update is unlikely to affect beneficiaries’ access to
care and providers’ willingness and ability to furnish
care. B

ayment adequacy and updating payments



Endnotes

1

For further information, see the Commission’s Payment
Basics: Physician and Other Health Professionals Payment
System at http://www.medpac.gov/docs/default-source/
payment-basics/medpac_payment_basics_17_physician_
final9da411adfa9c665e80adff00009edf9c.pdf?sfvrsn=0.

CMS is required by statute to ensure that changes to RVUs
do not change aggregate fee schedule spending by more than
$20 million. In addition, from 2016 through 2018, CMS

was required by statute to meet an annual target for reduced
fee schedule spending resulting from adjustments to the
prices of misvalued services. The target was 1.0 percent of
fee schedule spending in 2016, 0.5 percent of fee schedule
spending in 2017, and 0.5 percent of fee schedule spending
in 2018. Because CMS did not meet any of these annual
targets, the conversion factor in each year was reduced by the
difference between the target amount and the reduction in fee
schedule spending that resulted from adjustments to the prices
of misvalued services, also known as the target recapture
amount. In 2018, the target recapture amount was 0.09
percent. The misvalued-services target is scheduled to expire
after 2018.

Services that are less likely to be assigned include osteopath
services and chiropractor services (although the assignment
rates are still around 90 percent for both service types).

Under prior law, opt-out agreements were effective for two
years, and clinicians had to affirmatively renew them every
two years.

The total payment sums to $158 instead of $159 due to
rounding. Section 603 of the Bipartisan Budget Act of 2015
prohibits HOPDs that began billing under the outpatient
prospective payment system (OPPS) on or after November
2, 2015, and are located off a hospital campus from billing
under the OPPS after January 1, 2017. In 2017, CMS paid
50 percent of the OPPS rate for services provided at these
off-campus HOPDs (this was a proxy for the facility payment
rate under the fee schedule for physicians and other health
professionals). On-campus HOPDs, off-campus HOPDs
that began billing before November 2, 2015, and dedicated
emergency departments are permitted to continue billing
under the OPPS.

The effect of population changes in age and sex on Medicare
spending for physician and other health professional services
has generally been small in the recent past, and physician
spending varies less by age than spending for other services,
such as inpatient hospital and post-acute care.

7

10

11

12

The penalty for clinicians who did not submit data under the
PQRS increased from 1.5 percent of payments in 2015 to 2.0
percent of payments in 2016. The penalty for clinicians who
did not meet the EHR meaningful use requirement grew from
1.0 percent of payments in 2015 to 2.0 percent of payments in
2016. Between 2015 and 2016, the total amount of incentive
payments for clinicians who met the EHR meaningful use
requirement dropped from $1.4 billion to $0.9 billion. The
PCIP program provided $686 million to eligible primary care
clinicians in 2015, the final year of the program. The penalties
and incentive payments under PQRS, the EHR program, and
the PCIP program were mandated by statute.

HPCs are hospital discharges that can be managed or treated
in an outpatient setting and may have resulted from the lack of
adequate ambulatory care access and coordination. The HPCs
are based on the premise that, while not every complication
can be averted, comparatively high risk-adjusted ratios of
these events can identify opportunities for improvement in

an area’s ambulatory care systems. The measure includes
both inpatient admission and observation stay discharges.
The measure specification is developed by the Agency for
Healthcare Research and Quality and adapted by the National
Committee for Quality Assurance with permission.

Our model included demographic variables (e.g., age, race,
sex, and Medicaid enrollment), clinical variables (e.g., the
presence of specific chronic conditions and the total number
of conditions), and a dummy variable for each geographic
area.

The nonsurgical, procedural specialties in the analysis are
cardiology, dermatology, gastroenterology, and pulmonary
medicine.

In addition to psychiatry, the nonsurgical, nonprocedural
group includes emergency medicine, endocrinology,
hematology/oncology, nephrology, neurology, physical
medicine, rheumatology, and other internal medicine/
pediatrics. The primary care specialties in the analysis are
family medicine, internal medicine, and general pediatrics.

To account for differences among specialties in hours worked
per week, an earlier analysis based on MGMA data from
2007 included comparisons of hourly compensation. Hourly
compensation for nonsurgical, procedural specialties and
radiology was more than double the hourly compensation rate
for primary care.
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The Congress should eliminate the calendar year 2019 update to the Medicare payment
rates for ambulatory surgical centers.

COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O » ABSENT 2

The Secretary should require ambulatory surgical centers to report cost data.
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CHAPTER

Ambulatory surgical
center services

Chapter summary In this chapter

Ambulatory surgical centers (ASCs) provide outpatient procedures to patients e Are Medicare payments

adequate in 2018?
fee-for-service (FFS) Medicare beneficiaries were treated in the 5,532 ASCS

who do not require an overnight stay after the procedure. In 2016, 3.4 million

certified to provide services to Medicare beneficiaries. Medicare program and * How should Medicare
payments change in 2019?

beneficiary spending on ASC services was about $4.3 billion.

Assessment of payment adequacy

Our results indicate that beneficiaries” access to ASC services is adequate.
Most of the available indicators of payment adequacy for ASC services,

discussed below, are positive.

Beneficiaries’ access to care—Our analysis of facility supply and volume
of services indicates that beneficiaries’ access to ASC services has generally

been adequate.

e  Capacity and supply of providers—From 2011 to 2015, the number of
ASCs grew at an average annual rate of 1.3 percent. In 2016, the number
of ASCs increased 1.4 percent. Most new ASCs in 2016 (92 percent) were
for-profit facilities.

e Volume of services—From 2011 through 2015, the volume of services
per beneficiary grew by an average annual rate of 0.7 percent. In 2016,

volume decreased by 0.5 percent.
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Quality of care—The first three years of ASC-reported quality data show
improvements in performance but also identify opportunities for improvement in
ASCs’ quality of care and in CMS’s ASC Quality Reporting (ASCQR) Program.
Among the 10 quality measures for which data were available in 2015, the 4 adverse
event measures reflect consistently low levels of adverse events, and the share of
ASCs reporting no adverse events has increased each year since 2013. The data

also show room for improvement in the share of ASC staff receiving flu shots and
the share of patients surveilled following colonoscopy, but we note that these are
process measures, and we prefer to have outcomes-based measures. CMS made
improvements to the ASCQR Program for 2018, but the Commission remains
concerned about the share of ASCs for which quality data are missing and the lack
of claims-based outcome measures that apply to all ASCs. For example, CMS could
add measures targeting the frequency of ASC patients receiving subsequent hospital

care and rates of surgical site infection.

Providers’ access to capital—Because the number of ASCs has continued to

increase, access to capital appears to be adequate.

Medicare payments and providers’ costs—Medicare payments per FFS beneficiary
increased by an average of 3.6 percent per year from 2011 through 2015 and by

3.5 percent in 2016. However, Medicare payment rates are 92 percent higher in
hospital outpatient departments than in ASCs. ASCs do not submit data on the cost
of services they provide to Medicare beneficiaries. Therefore, we cannot calculate a

Medicare margin as we do for other provider types to help assess payment adequacy.

On the basis of these indicators, the Commission concludes that ASCs can continue
to provide Medicare beneficiaries with access to ASC services with no update to the
payment rates for 2019. In addition, the Commission recommends that the Secretary

of Health and Human Services collect cost data from ASCs without further delay. B
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An ambulatory surgical center (ASC) is a distinct entity
that primarily provides outpatient surgical procedures
to patients who do not require an overnight stay after
the procedure. In addition to ASCs, hospital outpatient
departments (HOPDs) and, in some cases, physicians’
offices perform outpatient surgical procedures.

Since 1982, Medicare has covered and paid for surgical
procedures provided in ASCs. Medicare covers surgical
procedures represented by about 3,500 codes in the
Healthcare Common Procedure Coding System (HCPCS)
in the ASC payment system. However, ASC volume for
services covered under Medicare is concentrated in a
relatively small number of HCPCS codes. For example,

in 2016, 27 HCPCS codes accounted for 75 percent of the
ASC volume for surgical services provided to Medicare
beneficiaries. For procedures performed in an ASC,
Medicare makes two payments: one to the facility through
the ASC payment system and the other to the physician for
his or her professional services through the payment system
for physicians and other health professionals, also known
as the physician fee schedule (PFS). According to surveys,
most ASCs have partial or complete physician ownership
(Ambulatory Surgery Center Association 2011, Medical
Group Management Association 2009). Physicians who
perform surgeries in ASCs they own receive a share of the
ASC'’s facility payment in addition to payment for their
professional services. To receive payments from Medicare,
ASCs must meet Medicare’s conditions of coverage, which
specify standards for administration of anesthesia, quality
evaluation, operating and recovery rooms, medical staff,
nursing services, and other aspects of care.

Medicare pays ASCs for a bundle of facility services—
such as nursing, recovery care, anesthetics, and supplies—
through a system that is primarily linked to the outpatient
prospective payment system (OPPS), which Medicare
uses to set payment rates for most services provided in
HOPDs (a more detailed description of the ASC payment
system can be found online at http://www.medpac.gov/
docs/default-source/payment-basics/medpac_payment_
basics_17_asc_finaldba211adfa9c665e80adff00009edf9c.
pdf?sfvrsn=0). The ASC payment system is also partly
linked to the PFS. In 2008, the ASC system underwent
substantial revisions (see online Appendix 2C-A from
Chapter 2C of our March 2010 report to the Congress,
available at http://www.medpac.gov/docs/default-source/
reports/Mar10_Ch02C_APPENDIX.pdf?sfvrsn=0). The

most significant changes included a substantial increase in
the number of surgical procedures covered, permission for
ASC:s to bill separately (that is, outside the ASC payment
bundle) for certain ancillary services, and large changes in
payment rates for many procedures.

For most covered procedures, the ASC relative weight,
which indicates a procedure’s resource intensity relative

to other procedures, is based on its relative weight under
the OPPS. Although the ASC payment system is linked

to the OPPS, payment rates for all services covered under
both systems are lower in the ASC payment system for

two reasons. First, relative weights are lower under the
ASC system compared with the OPPS system. CMS makes
proportional adjustments to the relative weights from the
OPPS to maintain budget neutrality in the ASC system.

In 2018, this adjustment has reduced the ASC relative
weights by 10.1 percent below the relative weights in the
OPPS. Second, for most procedures covered under the ASC
system, the payment rate is the product of its relative weight
and a conversion factor, set at $45.58 for 2018, which is
lower than the OPPS conversion factor ($78.64 for 2018).

The ASC conversion factor is lower than the OPPS
conversion factor because it started at a lower level in
2008 and has been updated since then at a lower rate than
the OPPS conversion factor. CMS set the initial ASC
conversion factor in 2008 such that total ASC payments
under the revised payment system would equal what they
would have been under the previous ASC payment system.
The resulting ASC conversion factor for 2008 was lower
than the OPPS conversion factor in 2008. In addition,
since 2008, CMS has updated the ASC conversion factor
based on the consumer price index for all urban consumers
(CPI-U), whereas it has used the hospital market basket

to update the OPPS conversion factor. The CPI-U has
generally been lower than the hospital market basket, so
the ASC conversion factor has been updated by smaller
percentages than the OPPS conversion factor.

We are concerned that the CPI-U may not reflect ASCs’
cost structure (see text box, p. 145). The Commission
has recommended that CMS collect cost data from ASCs
to identify an alternative price index that would be an
appropriate proxy for ASC costs (Medicare Payment
Advisory Commission 2010b). However, the ASC industry
has opposed the collection of cost data for this purpose,
and CMS does not yet collect these data (Ambulatory
Surgery Center Association 2012). Recently, CMS has
requested comments on whether the Secretary should
collect cost data from ASCs to use in determining ASC
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payment rates. Representatives of individual ASCs
provided comments that generally opposed a policy

that would require ASCs to submit formal cost reports,
but were willing to complete surveys on the condition
that they would not be administratively burdensome
(Centers for Medicare & Medicaid Services 2017). The
Commission asserts, however, that all other institutional
providers submit at least abbreviated versions of cost
reports to CMS, and some of these are small entities such
as hospices and home health agencies.

CMS uses a different method from the one described
above to determine payment rates for procedures that are
predominantly performed in physicians’ offices and were
first covered under the ASC payment system in 2008

or later. Payment for these “office-based” procedures is
the lesser of the amount derived from the standard ASC
method or the practice expense portion of the PFS rate
that applies when the service is provided in a physician’s
office (the nonfacility practice expense, which covers the
equipment, supplies, nonphysician staff, and overhead
costs of a service). CMS set this limit on the rate for
office-based procedures to prevent migration of these
services from physicians’ offices to ASCs for financial
reasons.' The Commission has investigated payment rate
differences across multiple ambulatory settings, including
ASCs, HOPDs, and physicians’ offices (Medicare
Payment Advisory Commission 2014, Medicare Payment
Advisory Commission 2013a, Medicare Payment
Advisory Commission 2012).

The ASC payment system generally parallels the OPPS in
terms of which ancillary services are paid separately and
which are packaged into the payment of the associated
surgical procedure. In 2015, however, the connection
between the ASC payment system and the OPPS weakened
slightly when CMS implemented comprehensive
ambulatory payment classifications (C—APCs) for the OPPS
but not for the ASC system. C—APCs largely combine all
hospital outpatient services reported on a claim that are
covered under Medicare Part B into a single payment, with
a few exceptions. CMS chose not to implement C—APCs in
the ASC system because the ASC claims processing system
does not allow for the type of packaging of ancillary items
necessary for creating C—APCs. Therefore, the payment
bundle for services that are defined as C—APCs in the OPPS
have greater packaging of ancillary items than the ASC
payment system.

CMS requested comments on whether ASCs should bill
on the institutional claim form (UB-04) rather than the

professional claim form (CMS-1500). Billing on the
institutional claim form would allow CMS to implement
C-APCs in the ASC payment system. CMS received
comments from ASCs that supported this policy (Centers
for Medicare & Medicaid Services 2017).2 However, the
ASC Association provided comments that were generally
against this policy.

Although we do not have recent ASC cost data that would
allow us to quantify cost differences between settings, some
evidence suggests that ASCs are a lower cost setting than
HOPDs. The Government Accountability Office (GAO)
compared ASC cost data from 2004 with HOPD costs and
found that costs were, on average, lower in ASCs than in
HOPDs (Government Accountability Office 2006).3 In
addition, studies that used data from the National Survey
of Ambulatory Surgery found that the average time for
ambulatory surgical visits for Medicare patients was 25
percent to 39 percent lower in ASCs than HOPDs, which
likely contributes to lower costs in ASCs (Hair et al. 2012,
Munnich and Parente 2014). An additional study using
data from a facility that has both an ASC and a hospital
found that surgeries took 17 percent less time in the ASC
(Trentman et al. 2010). Trentman and colleagues and
Munnich and Parente estimated less time savings in ASCs
than did Hair and colleagues, likely because Trentman

and colleagues and Munnich and Parente accounted for
differences in health status between patients treated in ASCs
and those treated in HOPDs, while Hair and colleagues

did not. Beneficiaries who are sicker may require more
time to treat. We have found that, on average, beneficiaries
receiving surgical services in HOPDs are not as healthy as
beneficiaries receiving those services in ASCs, as indicated
by risk scores from the CMS hierarchical condition
category risk adjustment model.

Are Medicare payments adequate in
2018?

To address whether payments for the current year (2018)
are adequate to cover the costs of efficient providers
and how much payments should change in the coming
year (2019), we examine several measures of payment
adequacy. We evaluate beneficiaries’ access to care by
examining the supply of ASC facilities and changes
over time in the volume of services provided, providers’
access to capital, and changes in ASC revenue from the
Medicare program.
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Number of ASCs grew by 23 percent, 2006-2016

Average annual percent change

Type of ASC 2006 2010 2011 2015 2016 2006-2010 2011-2015 2015-2016

Total 4,490 5,105 5,180 5,453 5,532 2.4% 1.3% 1.4%
New 320 192 197 158 142 N/A N/A N/A
Closed or merged 92 111 122 91 63 N/A N/A N/A

Note:  ASC (ambulatory surgical center), N/A (not applicable). The average annual percentage change data for the “new” and “closed or merged” categories are shown

as “N/A" because they are outside the purpose of this table, which is to show the growth in the total number of ASCs.

Source: MedPAC analysis of Provider of Services file from CMS, 2017.

In addition, ASCs began submitting quality data (another
measure of payment adequacy) to CMS in October 2012.
Data for 10 quality measures for calendar year 2015 are
now available. Because data are relatively new and either
missing or not reported for many ASCs, the data reported
may not be fully representative of the actual quality of
care provided in ASCs. Putting these gaps aside, however,
reported quality data and claims data suggest areas for
quality improvement for certain types of ASCs.

Most of our available indicators of payment adequacy
are positive. Beneficiaries have adequate access to care
in ASCs, although some groups—such as beneficiaries
dually eligible for Medicare and Medicaid, African
Americans, and beneficiaries under age 65—are less
likely than the average beneficiary to receive care in ASCs
than in HOPDs (see text box on the differences in types
of patients treated in ASCs and HOPDs, pp. 132-133).
Also, the number of ASCs has increased, which indicates
that ASCs have adequate access to capital, and Medicare
payments to ASCs have continued to grow.

Beneficiaries’ access to care: Supply of ASCs
and volume of services indicate adequate
access

Increases in the number of facilities and fairly stable
volume of services provided to Medicare beneficiaries
suggest that beneficiaries have adequate access to care

in ASCs. Access to ASCs may be beneficial to patients
and physicians because ASCs can offer them greater
convenience and efficiency compared with HOPDs, the
provider type most similar to ASCs. For patients, ASCs
can offer more convenient locations, shorter waiting times,
and easier scheduling relative to HOPDs. For physicians,
ASCs offer more control over their work environment

and specialized staff. In addition, Medicare’s payment
rates and beneficiaries’ cost sharing are lower in ASCs
than in HOPDs. However, the fact that most ASCs have
some degree of physician ownership raises a concern that
providing surgical services in ASCs may lead to more
surgical volume than if the same patients were treated in
HOPDs.

Capacity and supply of providers: Number of ASCs
is increasing

From 2015 through 2016, the number of ASCs increased
1.4 percent to 5,532 (Table 5-1). This annual growth rate
was similar to the period 2011 through 2015, but slower
than the prior period. From 2006 to 2010, the number of
ASCs increased about 2.4 percent per year, compared
with 1.3 percent per year from 2011 to 2015. In 2016, the
number of new ASCs increased by 142, while 63 ASCs
closed or merged with other facilities. Since 20006, the
number of new ASCs has outnumbered ASCs that closed
or merged, leading to a 23 percent increase in the number
of ASCs from 2006 to 2016.

Factors that explain the relatively slower growth of ASCs
since 2011:

e To expand their outpatient surgery capacity, many
hospitals have acquired and integrated ASCs into the
hospital or developed new surgery centers that are
part of the hospital, which may limit the market for
new freestanding ASCs (Hirst 2010, Jacobson 2014,
Kochman 2014, Levingston 2014, Moody 2014,
North Carolina Department of Health and Human
Services 2011, Sowa 2014, State of Connecticut
2011). Hospitals’ decisions to increase their outpatient
surgery capacity may be influenced by the higher
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Differences in types of patients treated in ambulatory surgical centers and

hospital outpatient departments

here is evidence that patients treated in
I ambulatory surgical centers (ASCs) are different
in several ways from those in hospital outpatient

departments (HOPDs). Our analysis of Medicare
claims from 2016 revealed that the following groups
represented a smaller share of ASC patients compared
with HOPD patients: Medicare beneficiaries who
also have Medicaid coverage (dual eligibles), African
Americans (who are more likely to be dually eligible),
beneficiaries who are eligible for Medicare because
of disability (under age 65), and beneficiaries who
are age 85 or older (Table 5-2).* The smaller share of
disabled and older beneficiaries treated in ASCs may
reflect the healthier average profile of ASC patients
relative to HOPD patients. In addition, the smaller
share of African American patients in ASCs relative to
HOPDs may be linked to differences in the geographic
locations of ASCs and hospitals, the lower rate of
supplemental coverage among African Americans,
the higher proportion of African Americans who are
dually eligible, and the relatively high share of African
Americans who use HOPDs or emergency departments

(EDs) as their usual source of care (Centers for
Medicare & Medicaid Services 2015).

In a separate analysis, we found that patients in
HOPDs in 2014 were, on average, more medically
complex than patients treated in ASCs, as measured by
differences in average patient risk scores. We used risk
scores from the CMS-hierarchical condition category
(CMS-HCQ) risk adjustment model used in Medicare
Advantage to measure patient severity. CMS—-HCC risk
scores predict beneficiaries’ relative costliness based on
their age and sex, their diagnoses from the prior year,
whether they are dually eligible, and whether they are
currently age 65 or older but were originally eligible
for Medicare because of disability. The average risk
score for HOPD patients across all procedures in 2014
was 1.57 compared with 1.13 for ASC patients. This
difference is statistically significant (p < 0.05). The
lower risk scores of ASC patients are consistent with
the findings that ASC patients have shorter surgical
visits than HOPD patients (Hair et al. 2012, Munnich
and Parente 2014, Trentman et al. 2010).

Medicare patients treated
in ASCs differed from patients
treated in HOPDs, 2016

Percent of beneficiaries

Characteristic ASC HOPD
Medicaid status

Not dually eligible 87.0% 78.8%

Dually eligible 13.0 21.2
Race/ethnicity

White 86.6 83.1

African American 6.8 10.1

Other 6.6 6.8
Age

Under 65 14.0 21.2

65 to 84 80.2 70.2

85 or older 59 8.6
Sex

Male 42.8 44.8

Female 57.2 55.2
Note:  ASC (ambulatory surgical center), HOPD (hospital outpatient

department]. All of the differences between ASC and HOPD
beneficiaries are statistically significant (p < 0.05). The analysis
excludes beneficiaries who received services that are not covered in
the ASC payment system. Percentages for the age category in the
ASC column do not sum to 100 because of rounding.

Source: MedPAC analysis of physician/supplier and outpatient standard
analytic files, 2016.

Beneficiaries who have higher risk scores are likely
to be sicker and may require more time and resources
to treat. For example, analysis of surgery time for
procedures performed in ASCs and HOPDs indicates
that surgery time increases as patients’ risk scores
increase (Munnich and Parente 2014). Moreover,
sicker patients may be referred to HOPDs that

have emergency services, inpatient care, and onsite
specialists readily available instead of ASCs.

(continued next page)
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Differences in types of patients treated in ambulatory surgical centers and

hospital outpatient departments (cont.)

We also compared average patient risk scores for each of
the 137 services that made up 90 percent of ASC volume
in 2014. For 112 (82 percent) of these services, the
average HOPD risk score was higher by a statistically
significant amount compared with the average ASC

risk score (p < 0.05). These 112 services constituted 90
percent of the volume of ASC surgical services in 2014.
For the remaining 25 services, the severity of patients

in HOPDs was similar to or less than the severity of
patients in ASCs.

According to data from Pennsylvania on Medicare

and non-Medicare patients, ASCs are less likely than
HOPD:s to serve Medicaid patients (Pennsylvania
Health Care Cost Containment Council 2017). In
Pennsylvania in 2016, Medicaid patients accounted for
6.5 percent of ASCs’ diagnostic and surgical procedures,
compared with 14.0 percent of HOPDs’ procedures.’
Commercially insured and Medicare patients represented
a higher share of ASC procedures compared with HOPD
procedures (85.7 percent vs. 77.5 percent, respectively).
Although Pennsylvania data may not be nationally
representative, national estimates from the National
Hospital Ambulatory Medical Care Survey (NHAMCS),
conducted by the Centers for Disease Control and
Prevention, show that ASCs treated a smaller share of
Medicaid patients than did HOPDs in 2010. According
to the NHAMCS data, ambulatory surgery visits by
Medicaid patients accounted for 5.0 percent of total
visits to freestanding ASCs, compared with 10.5 percent
of total visits to hospital-based surgery centers.

Several factors could be responsible for ASCs treating
a smaller share of Medicaid patients (including dually
eligible beneficiaries) than HOPDs. A study by Gabel
and colleagues suggests that insurance coverage
influences a physician’s decision to refer a patient to

an ASC or to a hospital (Gabel et al. 2008). This study
found that physicians in Pennsylvania were much more
likely to refer their commercially insured and Medicare
patients than their Medicaid patients to a physician-
owned ASC.

The location of ASCs may also lead to a smaller share
of Medicaid patients. A study by Strope and colleagues
found that people living in areas with relatively low
socioeconomic status are less likely to receive surgical
services in ASCs than people living in areas with high
socioeconomic status (Strope et al. 2009b).° Further,
ASCs are most likely to enter markets that did not
previously have an ASC if a market has relatively high
per capita income (Suskind et al. 2015).”

In addition, many state Medicaid programs do not pay
Medicare’s cost sharing for dually eligible beneficiaries
if the amount Medicare pays for a service (Medicare
payment rate minus the cost sharing) is higher than

the Medicaid rate for the service (Medicare Payment
Advisory Commission 2010a). In states that do not pay
the cost sharing for ASC services used by dually eligible
beneficiaries, ASCs could be discouraged from treating
these patients. Finally, dual-eligible beneficiaries are
more likely to report that their usual source of care is

an HOPD or ED than are Medicare beneficiaries who
have other types of supplemental coverage (Centers

for Medicare & Medicaid Services 2015). If a patient’s
usual source of care is an HOPD or ED, physicians

may be more likely to refer the patient to an HOPD for
surgery than to another setting. The relatively low rate of
ASC use among dual-eligible beneficiaries may partly
explain the relatively low rate of ASC use among African
Americans, who have a relatively high rate of dual-
eligible status (Table 5-2). B

rates Medicare pays for ambulatory surgical services
provided in HOPDs relative to ASCs. In 2018,
Medicare’s rates are 92 percent higher in HOPDs than
in ASCs.

Physicians are increasingly choosing to be employed
by hospitals rather than work in an independent
practice (Berenson et al. 2012, Mathews 2012,

Medicare Payment Advisory Commission 2013a,
Merritt Hawkins 2014, Physicians Advocacy Institute
2016). These physicians are more likely to provide
ambulatory procedures in the hospitals that employ
them than in freestanding ASCs.

The number of operating rooms (ORs) in ASCs is also
growing. In 2016, there were nearly 16,500 ORs in ASCs,




Most ASCs are urban and for profit

ASCs that were:

Open in Open in New in
Type of ASC 010 016 2016
Urban 92.0% 92.9% 94.4%
Rurall 8.0 7.0 56
For profit 94.0 93.8 92.3
Nonprofit 3.4 3.5 6.3
Government 2.5 2.8 1.4

Note:  ASC (ambulatory surgical center). Totals may not sum to 100 percent
because of rounding.

Source: MedPAC analysis of Provider of Services file from CMS, 2017.

or an average of 3.0 per facility. From 2011 through 2015,
the total number of ASC ORs increased 0.7 percent per
year, a slightly slower rate than the growth in the number
of ASCs over the same period (1.3 percent per year). From
2015 to 2016, the number of ORs in ASCs increased by
about 0.8 percent. ASCs that entered the market in 2016
were smaller than average. Among this group, 69 percent
had just one or two ORs. By contrast, in 2011, 55 percent
of all ASCs had one or two ORs.

ASCs are concentrated geographically. In 2016, Maryland
had the most ASCs per fee-for-service (FFS) Part B
beneficiary (5 ASCs per 10,000 beneficiaries), followed
by Georgia and Idaho (approximately 3 ASCs per 10,000
beneficiaries). Vermont, West Virginia, Alabama, and the
District of Columbia had the fewest ASCs per beneficiary
(fewer than 0.5 ASCs per 10,000 beneﬁciaries).8

Consistent with previous years, most ASCs in 2016

were for profit (about 94 percent) and urban (almost 93
percent) (Table 5-3). The characteristics of ASCs in 2016
are similar to those of ASCs operating in 2010. However,
ASCs that were new in 2016 were slightly more likely

to be urban (including urban and suburban areas) and
nonprofit compared with existing ASCs. Beneficiaries who
do not live near an ASC can obtain ambulatory surgical
services in HOPDs and, in some cases, physicians’ offices.
Beneficiaries who live in rural areas can travel to urban
areas to receive care in ASCs. In addition, most ASCs are
located off a hospital campus (99 percent) (data not shown).

The majority of ASCs that billed Medicare in 2016
specialized in a single clinical area, with gastroenterology

and ophthalmology being the most common. Overall, 61
percent of ASCs in 2016 were single-specialty facilities
(Table 5-4).° Twenty-two percent of ASCs specialized
in gastroenterology and another 21 percent specialized
in ophthalmology. By contrast, 39 percent of ASCs were
multispecialty facilities, providing services in more than
one clinical area. The most common combinations of
clinical services offered by multispecialty ASCs were
pain management and either neurology or orthopedic
services (6 percent of all ASCs) or gastroenterology

and ophthalmology services (4 percent of all ASCs).
The remaining multispecialty ASCs had more than two
clinical specialties. From 2014 to 2016, the proportion
of multispecialty ASCs increased by 1 percentage point
relative to single-specialty ASCs (data not shown).
ASCs specializing in pain management and neurology
or orthopedics account for much of the growth in
multispecialty ASCs over this period.

Continued growth in the number of ASCs suggests that
Medicare’s payment rates have been adequate. Other
factors have also likely influenced the long-term growth in
the number of ASCs:

*  Changes in clinical practice and health care
technology have expanded the provision of surgical
procedures in ambulatory settings. There is potential
for this trend to continue as momentum grows for
knee and hip arthroplasty (knee and hip replacement)
to be done in ambulatory settings. CMS requested
comments on whether knee and hip arthroplasty
should be covered under the ASC payment system.
After receiving comments, CMS indicated that
some commenters supported such a policy while
others opposed it. CMS did not indicate whether the
number of supporters was greater than the number of
opponents (or vice versa), nor did CMS indicate who
were the supporters or the opponents (Centers for
Medicare & Medicaid Services 2017).

*  ASCs may offer patients greater convenience than
HOPD:s, such as the ability to schedule surgery more
quickly.

*  For most procedures covered under the ASC payment
system, beneficiaries’ coinsurance is lower in ASCs
than in HOPDs. '°

* Physicians have greater autonomy in ASCs than in
HOPDs, which enables them to design customized
surgical environments and hire specialized staff.
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TABLE
5-4

Type of ASC

Specialization of ASCs billing Medicare in 2016

Number of ASCs Share of all ASCs

Single specialty
Gastroenterology
Ophthalmology
Pain management
Dermatology
Urology
Podiatry
Orthopedics/musculoskeletal
Respiratory
OB/GYN
Cardiology
Other

Multispecialty
More than 2 specialties
Pain management and either neurology or orthopedics
Gastroenterology and ophthalmology

Total

2,876 61%
1,025 22
1,015 21
356 8
180 4
123 3
90 2
29 <1
20 <1
15 <1
13 <1
10 <1
1,855 39
1,403 30
273 6
179 4
4,731 100

Note:  ASC (ambulatory surgical center), OB/GYN (obstetrics and gynecology). A “single-specialty ASC" is defined as one with more than 67 percent of its Medicare
claims in one clinical specialty. A “multispecialty ASC” is defined as one with more than 67 percent of its Medicare claims in more than one clinical specialty. ASCs
included in this analysis are limited to those in the 50 states and the District of Columbia with a paid Medicare claim in 2016. The percentages for the specific
specialties under the “multispecialty” section do not sum to the total because of rounding.

Source: MedPAC analysis of Medicare carrier file claims, 2016.

e  Physicians who invest in ASCs and perform surgeries
on their patients in those ASCs can increase their
revenue by receiving a share of ASC facility
payments. The federal anti-self-referral law (also
known as the Stark Law) does not apply to ASC
services.

*  Because physicians are able to perform more
procedures in ASCs than in HOPDs in the same
amount of time, they can earn more revenue from
professional fees.

Even though the number of ASCs increased in 2016,

the volume of ASC services per FES Part B beneficiary
decreased slightly in 2016. This decline may be a one-
year occurrence, but the Commission will closely monitor
growth of ASC services among Medicare beneficiaries.

Number of beneficiaries treated and volume of
services per beneficiary declined from 2015 to 2016

We found that the number of FFS beneficiaries treated in
ASCs and the volume of ASC surgical services per FFS
beneficiary declined slightly from 2015 to 2016. Because
ASC services are covered under Part B, we limited our
analysis to FFS beneficiaries who have Part B coverage.
We estimate that the number of FFS beneficiaries who
received ASC services grew by an average of 0.6 percent
per year from 2011 through 2015 and decreased by

0.4 percent in 2016. The volume of services per FFS
beneficiary increased by an average of 0.7 percent per year
from 2011 through 2015 and decreased by 0.5 percent

in 2016 (Table 5-5, p. 136). On average, the number of
services per beneficiary who received services in ASCs
increased at an average annual rate of 0.6 percent from
2011 through 2015 and 1.3 percent in 2016 (data not
shown). The decrease in volume per beneficiary that
occurred in 2016 despite an increase in the number of
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Volume of ASC services per FFS beneficiary decreased in 2016

2013 2013+
2011 2012 (actual)  (adjusted) 2014 2015 2016
Volume of services (in millions) 6.7 6.9 6.9 6.3* 6.2 6.3 6.4
Volume per 1,000 FFS beneficiaries 206.1 209.2 210.3 189.6* 187.8 191.2 189.9
Percent change in volume per FFS
beneficiary from previous year 1.7% 1.5% 0.5% N/A -0.9% 1.8% -0.5%

Note:

ASC (ambulatory surgical center), FFS (fee-for-service), N/A (not applicable). There is a disconnect between amounts in the row “Volume per 1,000 FFS

beneficiaries” and “Percent change in volume per FFS beneficiary from previous year.” The volume per 1,000 beneficiaries reflects the volume of services that are
separately payable in each year. The “percent change in volume” reflects the percentage change over the previous year, assuming that the year in question and the
previous year had the same definition of separately payable. For example, to arrive at the 0.5 percent change in 2016, we assumed that 2015 and 2016 had
the same definition of separately payable. In reality, 2016 had fewer separately payable services than 2015.

*The adjusted 2013 values reflect adjustments we made to the larger actual values for 2013. The adjusted 2013 values reflect policies established in 2014 that
changed the status of many services that had been separately payable in 2013 to packaged with another service in 2014. The purpose is to make the method for
counting volume in 2013 consistent with how it is counted in 2014 and subsequent years.

Source: MedPAC analysis of physician/supplier standard analytic files, 2011-2016.

ASCs may have been due to ASC providers using a
relatively small number of high-cost pain management
services to replace a high number of low-cost pain
management services that had been provided in 2015.

Services that have historically contributed the most to
overall ASC volume continued to be a large share of the
total in 2016. For example, the HCPCS code for cataract
removal with intraocular lens insertion (HCPCS 66984) had
the highest volume in both 2011 and 2016, accounting for
18.7 percent of the total in both years. Moreover, 19 of the
20 most frequently provided HCPCS codes in 2011 were
among the 20 most frequently provided in 2016 (Table 5-6).
These services made up about 71 percent of ASC Medicare
volume in 2011 and about 70 percent in 2016. A potential
concern about the services most frequently provided in
ASCs is the extent to which they may be unnecessary

or low value, such as spinal injections and other pain
management services. CMS could consider policies such

as requiring prior authorization or strengthening auditing
practices to limit the provision of these services in all
settings, not just ASCs.

Ovtpatient surgical procedures decreased in ASCs
and increased in HOPDs in 2016

From 2011 through 2015, average annual growth in
volume per FFS beneficiary of surgical services covered
by the ASC payment system was 0.7 percent in ASCs
and 1.4 percent in HOPDs. In 2016, volume per FFS
beneficiary decreased by 0.5 percent in ASCs and
increased by 3.2 percent in HOPDs.

A reason for the higher growth of surgical services in
HOPD:s relative to ASCs over the 2011 through 2016
period may be that Medicare payment rates have become
much higher in HOPDs than in ASCs, which might make

it less financially attractive to provide surgical services for
Medicare patients in ASCs. For example, in 2018, Medicare
payment rates for most surgical services are 92 percent
higher in HOPDs than in ASCs. Another reason for the
slower growth in ASC volume relative to growth in HOPD
volume is that physicians continue to move away from
working in private practices toward working for hospitals

or medical groups (Merritt Hawkins 2014, Physicians
Advocacy Institute 2016). Physicians working for hospitals
may be more inclined to perform procedures at the hospitals
that employ them than at freestanding ASCs.

Maintaining or expanding access to ASCs

Maintaining beneficiaries’ access to ASCs is beneficial
because services provided in this setting are less costly

to Medicare and beneficiaries than services delivered in
HOPDs.!! Medicare payment rates for surgical services
performed in HOPDs are almost twice as high as the same
surgical services provided in ASCs. For example, the
payment rate in 2018 for cataract surgery with intraocular
lens insertion (the service most frequently provided in
ASCs) is $992 in ASCs compared with $1,921 in HOPDs.
The lower payment rate in ASCs for this service has been
financially beneficial to Medicare and beneficiaries. Other
recent studies similarly find that ASCs are less costly

than HOPDs in the Medicare and non-Medicare context
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TABLE

5-6 The 20 most frequently provided ASC services
in 2016 were similar to those provided in 2011

2011 2016

Percent Percent
Surgical service of volume Rank of volume Rank
Cataract surgery w/ IOL insert, 1 stage 18.7% 1 18.7% 1
Upper Gl endoscopy, biopsy 8.8 2 8.2 2
Colonoscopy and biopsy 6.3 3 6.8 3
Lesion removal colonoscopy (snare technique) 4.9 4 5.8 4
Inject foramen epidural: lumbar, sacral 4.5 5 4.7 5
Diagnostic colonoscopy 4.3 6 4.4 6
After cataract laser surgery 3.9 7 3.2 7
Injection spine: lumbar, sacral (caudal) 3.9 8 2.1 9
Inject paravertebral: lumbar, sacral 2.5 9 3.2 8
Colorectal screen, high-risk individual 2.0 10 2.0 10
Colorectal screen, not high-risk individual 1.6 11 1.9 11
Cataract surgery, complex 1.5 12 1.5 12
Upper Gl endoscopy, diagnosis 1.3 13 1.0 15
Cystoscopy 1.2 14 1.0 17
Lesion removal colonoscopy (hot biopsy forceps) 1.2 15 0.7 22
Revision of upper eyelid 1.0 16 0.9 18
Inject spine, cervical or thoracic 1.0 17 1.0 14
Injection procedure for sacroiliac joint, anesthetic 1.0 18 1.3 13
Upper Gl endoscopy, insertion of guide wire 0.8 19 0.8 19
Injection procedure for paravertebral joint, cervical or thoracic 0.8 20 1.0 16
Total 71.2 70.2
Note:  ASC (ambulatory surgical center), IOL (intraocular lens), Gl (gastrointestinal).
Source: MedPAC analysis of physician/supplier standard analytic files, 2011 and 2016.
and that the recent price growth at ASCs has been slower Concern remains, however, about services provided in

than price growth at HOPDs (Carey 2015, Robinson et al. ASCs rather than HOPDs because most ASCs have
2015). In 2016, we estimate that beneficiaries’ cost sharing ~ some degree of physician ownership. Studies offer some
was about $580 million lower for the surgical services they ~ evidence that physicians who have an ownership stake in
received in ASCs relative to what their cost sharing would an ASC perform a higher volume of certain procedures
have been if those services had been provided in HOPDs. than physicians who do not (Hollingsworth et al. 2010,
Mitchell 2010, Strope et al. 2009a). Other studies suggest
that the presence of an ASC in a market is associated
with a higher volume of outpatient surgical procedures
(Hollenbeck et al. 2014, Hollingsworth et al. 2011,
Koenig and Gu 2013). The most recent study may be

the most convincing because it is based on a nationwide

i ) i sample of Medicare beneficiaries and includes all surgical
substantial volume is provided in HOPDs. For example, procedures (Hollenbeck et al. 2014). This study found

443’000 Med1ca.re-cox./ered cataract' surgeries Wlth that introducing ASCs into service areas that previously
intraocular lens insertion occurred in HOPDs in 2016,

which was 27 percent of the total volume for this service.

Medicare program spending and overall beneficiary cost
sharing could be reduced if more surgical services were
provided in ASCs than HOPDs or if HOPD payment rates
were reduced to the level that Medicare sets for ASCs.
This issue is pertinent to the ASC sector because among
even the most frequently provided services in ASCs, a
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TABLE

5-7 Quality measures used by CMS in the ASC Quality Reporting Program
First year
measure
used for
payment

determination
Description of quality measure and status
ASC-1: Patient burn 2014
ASC-2: Patient fall 2014
ASC-3: Wrong site, wrong side, wrong patient, wrong procedure, wrong implant 2014
ASC-4: Hospital transfer/admission 2014
ASC-5:  Prophylactic intravenous antibiotic timing 2014
(discontinued 2018)
ASC-6: Safe-surgery checklist use 2015
(discontinued 2018)
ASC-7: ASC facility volume data on selected ASC surgical procedures 2015
(discontinued 2018)
ASC-8: Influenza vaccination coverage among health care personnel 2016
ASC-9: Endoscopy/polyp surveillance: Appropriate follow-up interval for normal colonoscopy in average-risk patients 2016
ASC-10: Endoscopy/polyp surveillance: Colonoscopy interval for patients with a history of adenomatous
polyps—avoid inappropriate use 2016
ASC-11: Cataracts: Improvement in patient's visual function within 90 days following cataract surgery Voluntary
ASC-12: Facility seven-day risk standardized hospital visit rate after outpatient colonoscopy 2018
ASC-13: Normothermia outcome: Percentage of patients under anesthesia who are normothermic within
15 minutes of arrival in the post-anesthesia care unit 2020
ASC-14: Unplanned anterior vitrectomy: Percentage of cataract surgery patients who have an unplanned remova
of the vitreous 2020
ASC-15: Five patient experience measures from the Consumer Assessment of Healthcare Providers and
Systems® survey measures:
ASC-15a: About facilities and staff
ASC-15b: Communication about procedure
ASC-15c: Preparation for discharge and recovery
ASC-15d: Overall rating of facility
ASC-15e: Recommendation of facility Delayed
ASC-16: Toxic anterior segment syndrome (TASS) Delayed
ASC-17: Hospital visits after orthopedic ASC procedures 2022
ASC-18: Hospital visits affer urology ASC procedures 2022

Note:  ASC (ambulatory surgical center). ASC-16: Toxic anterior segment syndrome (TASS) has not been finalized by CMS through the regulatory process.

Source: Final rule for outpatient prospective payment system and ambulatory surgical center payment system, 2018.

did not have any resulted in a larger rate of increase in surgical volume than did the earlier studies. Although
surgical procedures than in areas that already had at least none of these studies assessed the appropriateness of the
one ASC or did not have any (but could have had HOPDs additional procedures, they suggest that the presence of
and doctor’s offices as places for ambulatory surgeries). ASCs might increase overall surgical volume.

However, this study found a smaller effect of ASCs on
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TABLE

5-8 ASC quality measure levels, 2013-2015
Mean percent Estimated
among ASCs number

of events
ASC quality measure 2013 2014 2015 in 2015*
ASC-1: Share of patients suffering burns 0.36%  0.43%  0.49% 23,500
ASC-2: Share of patients suffering falls 0.18 0.10 0.14 6,700
ASC-3: Share of patients suffering a “wrong” event 0.07 0.03 0.03 1,400
ASC-4: Share of patients transferred to a hospital 0.51 0.45 0.42 20,200
ASC-5: Share of patients receiving prophylactic intravenous antibiotics at appropriate time 95 96 95
ASC-6: Share of ASCs using the safe-surgery checklist 99 100
ASC-8: Share of ASC staff receiving a flu shot 74 75
ASC-9: Share of average risk patients with appropriate endoscopy/polyp surveillance 77 80
ASC-10: Share of patients with polyp history with appropriate endoscopy/polyp surveillance 79 79
ASC-11: Share of patients with vision improvement 90 days after cataract surgery 97

Note:  ASC (ambulatory surgery center).

*The number of events was estimated using the average reported rate of occurrence and the total number of ASC claims in 2015 (4.8 million). The estimated
number of events is not calculated for measures that do not pertain to adverse events.

Source: Medicare Hospital Compare data for ASCs, 2013-2015.

Quality of care: Quality data demonstrate
improvement, but CMS should implement
additional measures

ASC-reported quality data show improvement, but
opportunities for continued improvement remain both

in terms of ASC performance and the measures used

by CMS. CMS established the ASC Quality Reporting
(ASCQR) Program in 2012 (Centers for Medicare &
Medicaid Services 2011). Under this relatively new
system, ASCs that do not successfully submit quality
data have their payment update reduced by 2 percentage
points. Performance on these quality measures does not
affect an ASC’s payments; ASCs are required only to
submit the data to receive a full update. The Commission
has recommended a value-based purchasing program for
ASCs that would reward high-performing providers (see
text box, p. 140).

The quality measures for which ASCs submit data
continue to evolve. For 2018, CMS requires ASCs to
submit data for eight measures, and an additional measure
is voluntary (Table 5-7). For payment determination
beginning in 2022, CMS has two claims-based measures
(ASC-17 and ASC-18) of beneficiaries’ visits to a

hospital subsequent to an ASC orthopedic or urology
procedure, respectively. CMS has discontinued three
measures in 2018 (ASC-5, ASC—6, and ASC-7) that are
“topped out” (meaning full or nearly full compliance with
these measures has been reached) and have shown less
utility. CMS has delayed the implementation of two other
ASC measures (ASC—15 and ASC-16).

Results from reported ASC quality data

The first three years of ASC-reported quality data show
modest increases in performance, but also identify
opportunities for potential improvement. Among the

10 quality measures for which data were available in
calendar year 2015, performance among the ASCs that
reported data appears strong for 7 measures. For the four
measures related to adverse events (ASC-1, ASC-2,
ASC-3, and ASC—4), the data show consistently low
levels of adverse events in each of the three years for
which data are available (Table 5-8). In addition to the
generally low levels of adverse events reported by ASCs,
the data indicate that the share of ASCs reporting zero
events for each of these measures has increased over
time. For example, the share of ASCs without any patient
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Creating a value-based purchasing program for ambulatory surgical centers

Congress authorize and CMS implement a value-

based purchasing (VBP) program for ambulatory
surgical centers (ASCs). A VBP program would
reward high-performing providers (Medicare Payment
Advisory Commission 2012).1?

In 2012, the Commission recommended that the

CMS established a quality reporting program for ASCs
in 2012. However, Medicare payments to ASCs are
not adjusted based on how ASCs perform on quality
measures, only on whether they report the measures.
The Commission believes that high-performing ASCs
should be rewarded through the payment system.

Consistent with the Commission’s overall position on
Medicare quality measurement, an ASC VBP program
should incorporate measures that are patient oriented,
encourage coordination across providers and time, and
promote change in the delivery system. The ASC VBP
should include outcomes, patient experience, and value
measures (a value measure would address services that
are costly but of low value). Also, quality measurement
should not be burdensome for providers. ASCs can
choose to use more granular measures to manage their
own quality improvement.

An ASC VBP program should give rewards based

on clear, absolute, and prospectively set performance
targets (as opposed to “tournament models,” in which
providers are scored relative to one another rather

than on their absolute performance). The Medicare
program should take into account, as necessary,
differences in a provider’s population, including social
risk factors. Because adjusting results for social risk
factors can mask disparities in clinical performance,
Medicare should account for social risk factors by
directly adjusting payment through peer grouping,
where benchmarks for achievement are group specific
and each provider is compared to its peers, defined

as providers that have similar patient populations in
terms of social risk factors. In addition, funding for
VBP incentive payments should come from existing
Medicare spending for ASC services. Initially, funding
for the incentive payments should be set at 1 percent to
2 percent of aggregate ASC payments. The size of this
pool should be expanded gradually as more measures
are developed and ASCs become more familiar with
the program. (Our March 2016 report to the Congress
provides more detail about our recommendation to
CMS about an ASC VBP program (Medicare Payment
Advisory Commission 2016)). &

burns increased from 88 percent to 92 percent from 2013
to 2015, and the share of ASCs without any patient falls
increased from 91 percent to 93 percent (data not shown).

Measures of the share of patients receiving on-time
antibiotic treatment and the share of ASCs using the
safe-surgery checklist (ASC-5 and ASC-6) showed such
high compliance levels that CMS discontinued their

use beginning in 2018. However, three of the measures
(ASC-8, ASC-9, and ASC-10) indicate that ASCs’
performance could be improved. For example, ASCs on
average indicated that only 75 percent of their staff had flu
shots in 2015. Finally, a measure new for 2015, the share
of patients with vision improvement after cataract surgery
(ASC-11) showed very good results, raising the question

of whether this measure was topped out upon introduction.

ASC reporting and quality measures should
continue to be refined

CMS made improvements to the ASCQR Program for
2018, but the Commission believes CMS should continue
to improve this reporting program and move toward more
CMS-calculated claims-based outcome measures that
apply to all ASCs. The Commission commends CMS on
deciding to discontinue three process measures in 2018
and adding the two claims-based unplanned hospitalization
measures for 2022. However, the Commission has two
concerns about the ASCQR Program.

*  The relatively high share of missing data adds
uncertainty to the interpretation of the data. For
example, in 2015, 6 percent of ASCs had missing
data for the 4 wrong-event measures, 20 percent had
missing data for the flu vaccine measure, and roughly
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TABLE

5-9 Share of ASC cases with subsequent hospital visits, 2014 and 2016
Subsequent hospital visit within 7 days of discharge from ASC
2014 2016
Number of ASC cases Number of ASC cases
with subsequent Share of dll with subsequent Share of dll
Type of ASC hospital visit ASC cases hospital visit ASC cases
All ASCs 96,740 2.0% 99,021 2.0%
Multispecialty 41,242 2.4 43,047 2.5
Single specialty 55,498 1.8 55,979 1.8
Ophthalmology 16,827 1.2 17,528 1.2
Gastroenterology 25,333 2.1 24,196 2.0
Pain management 7,316 2.4 7,670 2.4
Urology 4,416 4.0 4,841 4.1
Cardiology 259 7.9 372 8.1

Note:  ASC (ambulatory surgical center). “Subsequent hospital visit” includes inpatient admissions, observation services, and emergency department visits, but excludes
cases related to trauma or mental health services. To determine the number of cases in each row, divide the number of subsequent hospital visits by the share of

all ASC cases.

Source: MedPAC analysis of Medicare physician, hospital outpatient, and hospital inpatient claims.

90 percent of ASCs specializing in ophthalmology
had missing data for the measure of improvement in
patient’s visual function within 90 days following
cataract surgery.'® The Commission believes all
reported quality data should be publicly available.

*  The ASCQR Program does not include enough
measures assessing claims-based clinical outcomes that
apply to either all ASCs or all of the various specialities
for which ASCs submit Medicare claims. For example,
among the measures slated for implementation by
2022, six apply to all ASCs (ASC-1, ASC-2, ASC-3,
ASC—4, ASC-8, ASC-13). Seven other measures apply
to certain ASC specialities (e.g., gastroenterology,
ophthalmology, orthopedics, or urology). CMS has not
included speciality-specific quality measures that apply
to common ASC specialities such as pain management,
dermatology, podiatry, cardiology, and several other
specialties (Table 5-4, p. 135).

Hospital visits following discharge from the ASC

Because of the concerns cited above and the potential value
of clinical outcome measures that apply to all ASCs, we
believe new ASC quality measures should be developed
that apply either to all ASCs or to all the common ASC
specialities. We have identified two measures that might

allow for better assessment of the quality of care provided
in ASCs. The first of these measures is the number of
Medicare beneficiaries discharged from ASCs who had

a subsequent unplanned hospital visit. We developed a
version of this measure by estimating the rate of subsequent
hospital visits for the 5.1 million ASC claims in 2016.
Although our measure is not risk adjusted, it should be if it
were used in the ASCQR Program. We found that in 2016,
2.0 percent (about 99,000 claims) of ASC claims indicated
that the patient had a subsequent hospital visit within 7 days
after discharge from an ASC (Table 5-9).1% Across all ASCs,
the share of patients with a subsequent hospital visit within
seven days did not change from 2014 to 2016. However,

the share of subsequent unplanned hospital visits increased
slightly during this period for multispecialty ASCs (from
2.4 percent in 2014 to 2.5 percent in 2016), urology ASCs
(4.0 percent to 4.1 percent, respectively), and cardiology
ASCs (7.9 percent to 8.1 percent, respectively).

The second outcome measure CMS could consider for
the ASCQR Program is the rate of surgical site infections
(SSIs) occurring at ASCs. CMS could calculate this
measure from claims, rather than require ASCs to

report. Researchers have found that lapses in infection
control were common among a sample of ASCs in three
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5-10 Medicare payments to ASCs grew, 2011-2016
2011 2012 2013 2014 2015 2016
Medicare payments (in billions of dollars) $3.4 $3.6 $3.7 $3.8 $41 $4.3
Medicare payments per FFS beneficiary $106 $110 $113 $116 $122 $126
Percent change per FFS beneficiary from previous year 2.0% 4.2% 2.1% 3.1% 52% 3.5%

Note:  ASC (ambulatory surgical center), FFS (fee-for-service). “Medicare payments” includes program spending and beneficiary cost sharing for ASC facility services.

Payments include spending for new technology intraocular lenses.

Source: MedPAC analysis of data from the Office of the Actuary at CMS and data from physician/supplier standard analytic files.

states (Schaefer et al. 2010). The Hospital Inpatient
Quality Reporting Program includes an SSI measure
that applies primarily to inpatient procedures. Although
CMS has considered an SSI measure for ASCs in the
past, it is not currently working to develop one (Centers
for Medicare & Medicaid Services 2016, Centers for
Medicare & Medicaid Services 2011). In general, an
SSI measure could be used to track infection rates for
ASCs and identify quality improvement opportunities for
ambulatory surgeries conducted in HOPDs and ASCs. In
addition, measuring SSI rates could encourage providers
to collaborate and better coordinate care for ambulatory
surgery patients.

Providers’ access to capital: Growth in
number of ASCs suggests adequate access

Owners of ASCs require capital to establish new facilities
and upgrade existing ones. The change in the number of
ASC:s is the best available indicator of ASCs’ ability to
obtain capital. The number of ASCs increased in 2016

by 1.4 percent, a rate consistent with the previous four
years (Table 5-1, p. 131). However, Medicare accounts
for a small share—perhaps 20 percent—of ASCs’ overall
revenue, so factors other than Medicare payments may
have a larger effect on access to capital for this sector
(Medical Group Management Association 2009).

Financial data suggest the industry is growing and
profitable. In December 2016, the AmSurg Corporation—
which owned and operated the largest number of ASCs in
the country—was acquired by Envision Healthcare, which
now operates 263 ASCs. A merger of this magnitude
requires substantial capital assets. Moreover, in the first six
months of 2017, Envision Healthcare had $576 million in
acquisition and capital expenditures, including $33 million

to acquire controlling interest in four ASCs and $91
million for new or replacement property. In January 2017,
Surgical Care Associates—which owned approximately
200 ASCs in 33 states—was acquired by UnitedHealth
Group’s Optum for $2.3 billion. This acquisition is part

of a larger stated effort by the insurer to provide primary
care and ambulatory services (Mathews 2017). In addition,
large hospital corporations such as Hospital Corporation
of America, Tenet Healthcare, and Community Health
Systems all stated in 2017 financial reports that they have
acquired ASCs or partnered with entities that own ASCs to
increase their revenues (Community Health Systems 2017,
Morningstar Document Research 2017a, Morningstar
Document Research 2017b). Although they represent a
small share of total ASCs, hospital-owned facilities appear
to be a growing segment of the industry.

Strong financial positions of this magnitude suggest that
ASCs are attractive to investors. Securities and Exchange
Commission filings from Surgery Partners Inc. (operator of
98 ASCs) indicate revenues in their surgical facility services
increased from the first six months of 2016 to the first six
months of 2017 by nearly 20 percent (Surgery Partners

Inc. 2017). Also, data from the Pennsylvania Health Care
Cost Containment Council’s annual analysis of the state’s
ASCs show that ASCs in Pennsylvania had an average total
margin of 25 percent in 2016 (Pennsylvania Health Care
Cost Containment Council 2017).15

Although Envision Healthcare, Surgery Partners Inc., and
Surgical Care Associates appear to have adequate access to
capital, we caution that these companies have ownership in
a small share of the more than 5,000 ASCs. Consequently,
the experience of these three companies may not represent
the entire ASC sector.
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Medicare payments: Payments have steadily
increased

In 2016, ASCs received $4.3 billion in Medicare payments
and beneficiaries’ cost sharing (Table 5-10). We estimate
that spending by the Medicare program was $3.4 billion
and beneficiary cost sharing was $850 million (data not
shown).

Spending per FFS beneficiary increased by an average
annual rate of 3.6 percent from 2011 through 2015 and

by 3.5 percent in 2016 (Table 5-10). The increase in
payments per capita in 2016 reflects a 0.3 percent increase
in the ASC conversion factor, a 0.5 percent decrease in
per capita volume, a 3.2 percent increase in the average
relative weight of ASC services, and a 0.5 percentage
point increase from higher use of separately payable
drugs. Despite the small update to the conversion factor

in 2016 and a decline in volume per beneficiary, spending
per FES beneficiary in 2016 increased at a rate that was
similar to the previous four years, indicating that the
increase in average relative weights in 2016 was large
relative to changes in previous years. This result may have
been driven by increased volume for high-cost procedures
such as implantation of spinal neurostimulators, which
may have resulted in lower volume for relatively low-cost
injections for pain management.

How should Medicare payments change
in 2019?

Our analysis indicates that the number of ASCs has
increased, beneficiaries’ use of ASCs has been stable,

and access to capital has been adequate. In addition, we
have identified areas for improvement in ASC quality
measurement. Our information for assessing payment
adequacy, however, is limited because Medicare does not
require ASCs to submit cost data, unlike other types of
facilities.

Cost data would enable the Commission to examine the
growth of ASCs’ costs over time and analyze Medicare
payments relative to the costs of efficient providers, which
would help inform decisions about the ASC update. Cost
data are also needed to examine whether an alternative
input price index would be an appropriate proxy for ASC
costs. As discussed in the text box on the ASC market
basket (p. 145), the Commission has previously expressed
concern that the price index CMS uses to update ASC

payments (the CPI-U) likely does not reflect ASCs’ cost
structure (Medicare Payment Advisory Commission
2010b). CMS has also concluded that it needs data on
ASC input costs (Centers for Medicare & Medicaid
Services 2012). To date, however, CMS has not required
ASCs to submit cost data. However, CMS requested
public comment on whether the agency should collect
cost data from ASC:s for use in determining ASC payment
rates. ASC representatives commented that they oppose a
requirement for ASCs to submit formal cost reports, but
expressed willingness to complete surveys if doing so is
not administratively burdensome (Centers for Medicare &
Medicaid Services 2017).

We believe it is feasible for ASCs to provide cost
information. All other facility providers provide cost data
to CMS. Even though ASCs are generally small facilities
that may have limited resources for collecting cost data,
such businesses typically keep records of their costs for
filing taxes and other purposes, and other facility providers
that are typically small, such as home health agencies

and hospices, furnish cost data to CMS. Moreover, a
Pennsylvania state agency is able to collect the cost and
revenue data from ASCs in Pennsylvania and is able to
estimate the margins for those ASCs. The cost and revenue
data are for all ASC patients, not just those that are
Medicare beneficiaries (Pennsylvania Health Care Cost
Containment Council 2017).

To minimize the burden on CMS and ASCs, CMS should
create a streamlined process for ASCs to track and submit
a limited amount of cost data. As it did in 1986 and 1994,
CMS could annually conduct a survey of a random sample
of ASCs, with mandatory response. The Government
Accountability Office conducted a similar random sample
survey of ASC costs in 2004. CMS could also streamline
ASC cost reporting by annually collecting a set of cost
variables from all ASCs that is more limited than what

is collected through formal cost reports, which would
require less time for ASCs to complete. Alternatively,
CMS could require ASCs to submit cost data from their
existing cost accounting systems, provided the definitions
of their reported cost variables are consistent with CMS’s
definitions. The Commission does not believe that a
streamlined cost-collection process would place a large
burden on ASCs. After all, individual taxpayers are able to
complete and submit lengthy income tax forms. Therefore,
the Commission sees no reason why ASCs cannot submit
at least minimal cost data.
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For the Commission to determine the relationship between
Medicare payments and the costs of efficient ASCs, ASCs
would optimally submit the following information:

* total costs for the facility;

e Medicare unallowable costs, such as entertainment,
promotion, and bad debt;

e the costs of clinical staff who bill Medicare
separately, such as anesthesiologists and clinical nurse
anesthetists (these costs would be excluded from
the facility’s costs because these clinicians are paid
separately under Medicare);

» total charges across all payers and charges for
Medicare patients (CMS could allocate total facility
costs to Medicare based on Medicare’s proportion of
total charges); and

e total Medicare payments.

In addition, CMS would need to collect data on specific
cost categories to determine an appropriate input

price index for ASCs. For example, CMS would need
data on the share of ASCs’ costs related to employee
compensation, medical supplies, medical equipment,
building expenses, and other professional expenses (such
as legal, accounting, and billing services). CMS could use
this information to examine the cost structure of ASCs
and determine whether an existing Medicare price index
is an appropriate proxy for ASC costs or an ASC-specific
market basket should be developed.

CMS increased the ASC conversion factor by 1.4 percent
in 2015, 0.3 percent in 2016, 1.9 percent in 2017, and

1.2 percent in 2018. The update for 2018 is based on a
projected 1.7 percent increase in the CPI-U minus a 0.5
percent reduction for multifactor productivity growth, as
mandated by the Patient Protection and Affordable Care
Act of 2010 (PPACA).'®

Recommendations

In recommending an update to the ASC conversion
factor for 2019, the Commission balanced the following
objectives:

e maintain beneficiaries’ access to ASC services;
e pay providers adequately;

¢ hold down the burden on the beneficiaries and
taxpayers who finance Medicare;

maintain the sustainability of the Medicare program
by appropriately restraining spending on ASC
services;

keep providers under financial pressure to constrain
costs; and

e require ASCs to submit cost data.

In balancing these goals, the Commission concludes that
the ASC update for 2019 should be eliminated and that the
Secretary should collect cost data from ASCs.

RECOMMENDATION 5-1

The Congress should eliminate the calendar year 2019
update to the Medicare payment rates for ambulatory
surgical centers.

RECOMMENDATION 5-2

The Secretary should require ambulatory surgical centers
to report cost data.

RATIONALE 5-1 AND 5-2

On the basis of our payment adequacy indicators and the
importance of maintaining financial pressure on providers
to constrain costs, we believe that ASC payment rates
should not be increased for 2019. That is, the 2019 base
payment rate under the ASC payment system should be the
same as the base rate in 2018. The indicators of payment
adequacy for which we have information are stable: The
volume of services per beneficiary declined slightly in
2016, the complexity of services provided increased, and
the number of ASCs increased. Also, ASCs appear to have
adequate access to capital, and Medicare payments to
ASCs have continued to grow. Moreover, even though we
do not have cost data and we have reservations about the
quality data, the indicators we have suggest that payments
have been adequate.

For many years, we have stated that it is vital that ASCs
submit cost data to CMS without further delay. Cost data
would enable CMS and the Commission to examine the
growth of ASCs’ costs over time and evaluate Medicare
payments relative to the costs of an efficient provider,
which would help inform decisions about the ASC
payment update. Cost data are also needed to evaluate
whether an alternative input price index would be an
appropriate proxy for ASC costs.

The Commission asserts that collecting cost data is a
reasonable requirement for ASCs. CMS collects cost data
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Revisiting the ambulatory surgical center market basket

( jMS uses the consumer price index for all
urban consumers (CPI-U) as the market
basket to update ambulatory surgical center

(ASC) payment rates. Because of our concern that the

CPI-U likely does not reflect ASCs’ cost structure, the

Commission examined in 2010 whether an alternative

market basket index would better measure changes

in ASCs’ input costs (Medicare Payment Advisory

Commission 2010b). Using data from a Government

Accountability Office (GAO) survey of ASC costs in

2004, we compared the distribution of ASC costs with

the distribution of hospital and physician practice costs.

We found that ASCs’ cost structure is different from

that of hospitals and physician offices. ASCs have a

much higher share of expenses for medical supplies

and drugs than the other two settings, a much smaller
share of employee compensation costs than hospitals,
and a smaller share of all other costs (such as rent and
capital costs) than physician offices. For more detail
about our methods and findings, see Chapter 2C of our

March 2010 report to the Congress (Medicare Payment

Advisory Commission 2010b).

Since our 2010 analysis, CMS has considered whether
the hospital market basket or the practice expense
component of the Medicare Economic Index (MEI) is a

better proxy for ASC costs than the CPI-U (Centers for
Medicare & Medicaid Services 2012).

The ASC cost data from GAO used in our comparative
analysis are 14 years old and do not contain
information on several types of costs. Therefore, the
Commission has recommended several times that

the Congress require ASCs to submit new cost data

to CMS (Medicare Payment Advisory Commission
2015, Medicare Payment Advisory Commission
2014, Medicare Payment Advisory Commission
2013b, Medicare Payment Advisory Commission
2012, Medicare Payment Advisory Commission
2011b, Medicare Payment Advisory Commission
2010b). In each of the last five years, the Commission
recommended eliminating the update to the ASC
payment rates, meaning the ASC payment rates would
not change from the previous year. CMS should use
cost data to examine whether an existing Medicare
price index is an appropriate proxy for ASC costs or
an ASC-specific market basket should be developed. A
new ASC market basket could include the same types
of costs that appear in the hospital market basket or
MEI but with different cost weights that reflect ASCs’
unique cost structure. W

from all other institutional providers participating in the
Medicare program. To date, the ASC industry has asserted
that ASCs are small operations that lack the capacity and
accounting expertise to enable them to complete cost
reports. However, some of the sectors from which CMS
collects cost data are predominantly small providers.
Moreover, individual taxpayers are able to complete
income tax forms of considerable length. Therefore, any
ASC should be able to compile and submit a minimum set
of cost data. Also, while the majority of the ASC industry
consists of freestanding facilities, more corporate interests,
such as hospital corporations and other large health care
entities, have entered the ASC industry in recent years and
have the capacity and expertise to complete cost reports.
In light of the industry’s concern, CMS could limit the

scope of the cost reporting system in order to minimize
administrative burden on ASCs and the program. In
addition, to implement this change, CMS should make
cost reporting a condition of ASC participation in the
Medicare program.

IMPLICATIONS 5-1 AND 5-2

Spending

e The Secretary has the authority to select an update
mechanism for ASC payment rates and has decided
to use the CPI-U as the basis for updating payments
(Centers for Medicare & Medicaid Services 2007).
PPACA requires that the update factor be reduced
by a multifactor productivity measure. The currently
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projected CPI-U increase for 2019 is 2.1 percent, and
the forecast of productivity growth for 2019 is 0.8
percent, resulting in a projected update of 1.3 percent
to the base payment rates for 2019. Relative to current
Medicare law, our recommendation would decrease
federal spending by less than $50 million in the first
year and by less than $1 billion over five years.

Beneficiary and provider

Because of the growth in the number of ASCs and
the increase in ASCs’ revenue from Medicare, we do

not anticipate that this recommendation will diminish
beneficiaries’ access to ASC services or providers’
willingness or ability to provide those services.

ASCs may incur some minimal administrative costs
to track and submit cost data, but we believe cost
accounting is standard practice in the ASC industry,
and ASCs should be able to draw cost data from that
source.
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Endnotes

Because CMS updates payment rates in the OPPS and the PFS

independently of each other, it is possible for the ASC payment
rate for an office-based procedure to be based on the OPPS rate
in one year and the PFS rate the next year or vice versa.

CMS stated that responders said that they currently bill on

a UB-04 for commercial payers and would benefit from a
consistent claim form across payers, especially for Medicare
crossover claims.

GAO surveyed a random sample of 600 ASCs to obtain cost
data from 2004. They received reliable cost data from 290
facilities.

Because some states (such as Georgia, Idaho, and Maryland)
have a disproportionately high number of ASCs per
beneficiary, we weighted beneficiaries such that the share in
each state who received care in ASCs matched the national
percentage. This process prevented idiosyncrasies in states
that have high concentrations of ASCs from biasing the
results. The analysis excluded beneficiaries who received
services that Medicare does not cover in ASCs.

These data are based on 273 ASCs and 169 hospitals.

Strope and colleagues measured areas’ socioeconomic status
using household income; value of owner-occupied housing;
percent of households with dividend or rental income;
educational attainment; and percent of residents employed in
managerial, professional, and related occupations.

The study by Suskind and colleagues also found that ASCs
are more likely to enter a market that did not previously
have an ASC if the outpatient procedures in that market are
concentrated among a relatively small number of providers,
which implies relatively low competition in that market.

Whether a state has certificate-of-need (CON) laws for ASCs
appears to affect the number of ASCs in the state. Twenty-
seven states and the District of Columbia have CON laws for
ASCs. Nine of the 10 states with the fewest ASCs per capita
have a CON law in place, while only 4 of the 10 states that
have the most ASCs per capita have CON laws. Among these
four states, Maryland and Georgia have exceptions in their
CON requirements that make it easier to establish new ASCs.

We define single-specialty ASCs as those with more than 67
percent of their Medicare claims in one clinical specialty. We
define multispecialty ASCs as those with more than 67 percent
of their Medicare claims in more than one clinical specialty.

10

11

12

13

14

15

16

By statute, coinsurance for a service paid under the OPPS
cannot exceed the hospital inpatient deductible ($1,340
in 2018). The ASC payment system does not have the
same limitation on coinsurance; for a few services, the
ASC coinsurance exceeds the inpatient deductible. In
these instances, the ASC coinsurance exceeds the OPPS
coinsurance.

Having services provided in ASCs rather than HOPDs is less
costly to beneficiaries despite the ASC cost sharing being
higher than HOPD cost sharing for some services. Cost
sharing is higher under the ASC payment system for only

84 of 3,456 HCPCS codes that are covered under the ASC
payment system.

The Commission also described its principles for a VBP
program for ASCs in a letter to the Congress commenting on
the Secretary’s report to the Congress on a VBP program for
ASCs (Medicare Payment Advisory Commission 2011a).

ASCQR measure ASC-11 assesses the improvement in a
patient’s visual function within 90 days following cataract
surgery. This measure is voluntary for ASCs, but less than
10 percent of the roughly 1,200 ASCs specializing in
ophthalmology voluntarily reported data for this measure.
In addition to the voluntary nature of this measure, reporting
may also be low for this measure because ASCs with fewer
than 240 Medicare cases per year are not required to report
their quality data.

Subsequent hospital visits include emergency department
services, outpatient observation services, and inpatient
services.

The margins for ASCs have important differences from the
margins in other sectors such as hospitals. In particular, the
cost data used to determine margins for most ASCs do not
include compensation for physician owners or the taxes paid
on that compensation.

Unlike update factors for other providers, such as the hospital
market basket, the CPI-U is an output price index that already
accounts for productivity changes (Centers for Medicare &
Medicaid Services 2012). Nevertheless, CMS is mandated to
subtract multifactor productivity growth from the ASC update
factor.
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For 2019, the Congress should update the calendar year 2018 Medicare end-stage renal
disease prospective payment system base rate by the amount determined under current law.
COMMISSIONER VOTES: YES 16 * NO O « NOT VOTING O » ABSENT 1




CHAPTER

Outpatient dialysis services

Chapter summary In this chapter

Outpatient dialysis services are used to treat the majority of individuals with .

Are Medicare payments
end-stage renal disease (ESRD). In 2016, more than 390,000 beneficiaries adequate in 2018?
with ESRD on dialysis were covered under fee-for-service (FFS) Medicare =~ oo

and received dialysis from more than 6,700 dialysis facilities. Since 2011, e How should Medicare
payments change in 2019?

Medicare has paid for outpatient dialysis services using a prospective payment
system (PPS) that is based on a bundle of services. The bundle includes
certain dialysis drugs and ESRD-related clinical laboratory tests that were
previously paid separately. In 2016, Medicare expenditures for outpatient
dialysis services were $11.4 billion, a 2 percent increase compared with 2015

expenditures.

Assessment of payment adequacy

Our payment adequacy indicators for outpatient dialysis services are generally

positive.

Beneficiaries’ access to care—Measures of the capacity and supply of
providers, beneficiaries’ ability to obtain care, and changes in the volume of

services suggest payments are adequate.

e Capacity and supply of providers—Dialysis facilities appear to have the

capacity to meet demand. Between 2015 and 2016, growth in the number
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of dialysis treatment stations grew faster than growth in the number of FFS
dialysis beneficiaries.

e Volume of services—Between 2015 and 2016, the number of FFS dialysis
beneficiaries grew by 1 percent, while the total number of treatments grew
by 3 percent. At the same time, dialysis drug use (including erythropoiesis-
stimulating agents (ESAs), which are used in anemia management) continued
to decline, but at a slower rate than during the initial years of the dialysis PPS
(2011 and 2012). The dialysis PPS created an incentive for providers to be more

judicious about their provision of dialysis drugs.

Quality of care—We looked at changes in quality indicators between 2011, when
the outpatient dialysis PPS was implemented, and 2016. There was a declining
trend in unadjusted mortality, hospitalization, and 30-day readmission rates,
though emergency department use increased. With regard to anemia management,
negative cardiovascular outcomes associated with high ESA use declined, and
blood transfusion use, which initially increased under the PPS, has trended down
since 2013. Between 2011 and 2016, beneficiaries’ use of home dialysis, which is
associated with improved patient satisfaction and quality of life, increased from 9
percent to 11 percent of dialysis beneficiaries. Since 2014, a shortage of dialysis
solutions needed for the predominant home method, peritoneal dialysis, has slowed

this modality’s growth.

Providers’ access to capital—Information from investment analysts suggests that
access to capital for dialysis providers continues to be adequate. The number of
facilities, particularly for-profit facilities, continues to increase. Since 2011, the two
largest dialysis organizations have grown through acquisitions and mergers with
midsized dialysis organizations and other providers, including physician services

organizations.

Medicare payments and providers’ costs—Our analysis of Medicare payments and
costs is based on 2015 and 2016 claims and cost report data submitted to CMS by
freestanding dialysis facilities. During this period, cost per treatment decreased by
0.7 percent, while Medicare payment per treatment decreased by about 0.6 percent.
We estimate that the aggregate Medicare margin was 0.5 percent in 2016, and

the rate of marginal profit—that is, the rate at which Medicare payments exceed
providers’ marginal costs—was 17.2 percent. The 2018 aggregate Medicare margin
is projected at 0.4 percent, approximately the same as the 2016 Medicare margin.
The Commission’s recommendation is that, for 2019, the Congress should update

the 2018 dialysis PPS base rate by the amount determined under current law. B
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Dialysis treatment choices

ialysis replaces the filtering function of the
Dkidneys when they fail. The two types of

dialysis—hemodialysis and peritoneal dialysis
(PD)—remove waste products from the bloodstream

differently. For each of these two dialysis types,
patients may select various protocols.

Most dialysis patients travel to a treatment facility to
undergo hemodialysis three times per week, although
patients can also undergo hemodialysis at home.
Hemodialysis uses an artificial membrane encased in a
dialyzer to filter the patient’s blood. Because of recent
clinical findings, there is increased interest in more
frequent hemodialysis, administered five or more times
per week while the patient sleeps, and short (two to
three hours per treatment) daily dialysis administered
during the day. Research also has increased interest in
the use of “every-other-day” hemodialysis; reducing the
two-day gap in thrice-weekly hemodialysis could be
linked to improved outcomes (Foley et al. 2011).

PD, the most common form of home dialysis, uses
the lining of the abdomen (peritoneum) as a filter to
clear wastes and extra fluid and is usually performed

independently in the patient’s home or workplace five
to seven days a week. During treatments, a cleansing
fluid (dialysate) is infused into the patient’s abdomen
through a catheter. This infusion process (an exchange)
is done either manually (continuous ambulatory
peritoneal dialysis) or using a machine (automated
peritoneal dialysis).

Each dialysis method has advantages and
disadvantages—no one method is best for everyone.
As we discuss later in this chapter, people choose a
particular dialysis method for many reasons, including
quality of life, patients’ awareness of different
treatment methods and personal preferences, and
physician training and recommendations. The use of
home dialysis has grown since 2009, a trend that has
continued under the dialysis prospective payment
system. Some patients switch methods when their
conditions or needs change. Although most patients
still undergo in-center dialysis, home dialysis remains a
viable option for many patients because of advantages
such as increased patient satisfaction, better health-
related quality of life, and fewer transportation
challenges compared with in-center dialysis. B

End-stage renal disease (ESRD) is the last stage of
chronic kidney disease and is characterized by permanent
irreversible kidney failure. Patients with ESRD include
those who are treated with dialysis—a process that
removes wastes and fluid from the body—and those who
have a functioning kidney transplant. Because of the
limited number of kidneys available for transplantation
and the variation in patients’ suitability for transplantation,
about 70 percent of ESRD patients undergo maintenance
dialysis (see text box on dialysis treatment choices).
Patients receive additional items and services related to
their dialysis treatments, including dialysis drugs to treat
conditions such as anemia and bone disease resulting from
the loss of kidney function.'

In 2016, about 392,000 ESRD beneficiaries on dialysis
were covered under fee-for-service (FFS) Medicare and

received dialysis from nearly 6,750 dialysis facilities.?
Since 2011, Medicare has been paying facilities using a
prospective payment system (PPS) payment bundle that
includes dialysis drugs (for which facilities previously
received separate payments) and services for which

other Medicare providers (such as clinical laboratories)
previously received separate payments. In 2016, Medicare
Part B expenditures for outpatient dialysis services
included in the payment bundle were $11.4 billion.

In addition, Part D payments for dialysis drugs—a
calcimimetic and multiple phosphate binders—that are
not yet included in the PPS payment bundle totaled nearly
$2.0 billion in 2015 (the most recent data available).

Characteristics of fee-for-service dialysis
beneficiaries, 2016

Although Medicare generally does not provide disease-
specific entitlement, the 1972 amendments to the Social
Security Act extended Medicare benefits to people with

MECIpAC
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TABLE
6-1 FFS dialysis beneficiaries are
disproportionately younger, male,
and Aﬁ'ican American compared with
all Medicare FFS beneficiaries, 2016
Percent of FFS:
Dialysis All
beneficiaries beneficiaries
Age
Under 45 years 11% 4%
45-64 years 38 13
65-74 years 27 49
75-84 years 18 23
85+ years 6 12
Sex
Male 56 47
Female 44 53
Race
White 48 81
African American 36 10
All others 17 9
Residence, by type of county
Urban 84 80
Micropolitan 10 11
Rural, adjacent to urban 5 5
Rural, not adjacent to urban 2 3
Frontier 1 1

Note:  FFS (fee-for-service). Beneficiary location reflects the beneficiary’s county
of residence in one of four categories (urban, micropolitan, rural adjacent
to urban, and rural nonadjacent to urban) based on an aggregation of
the urban influence codes. Frontier counties have six or fewer people per

square mile. Totals may not sum to 100 percent due to rounding.

Source: Data compiled by MedPAC from enrollment data and claims submitted by
dialysis facilities to CMS.

ESRD, including those under age 65. To qualify for the
ESRD program, an individual must be fully or currently
insured under the Social Security or Railroad Retirement
program, entitled to benefits (i.e., meets the required work
credits) under the Social Security or Railroad Retirement
program, or be the spouse or dependent child of an eligible
beneficiary.

Most dialysis beneficiaries have FES coverage. The
statute prohibits enrollment of individuals with ESRD in

Medicare Advantage (MA) plans. However, beneficiaries
who were enrolled in a managed care plan before an
ESRD diagnosis can remain in the plan after they are
diagnosed. In addition, Medicare permits the enrollment
in MA of ESRD beneficiaries with a functioning

kidney transplant. In 2016, about 18 percent of ESRD
beneficiaries were enrolled in MA plans; by comparison,
just over 30 percent of all Medicare beneficiaries

were enrolled in MA plans. In 2000, the Commission
recommended that the Congress lift the prohibition on
ESRD beneficiaries enrolling in MA (Medicare Payment
Advisory Commission 2000). The 21st Century Cures Act
lifts the prohibition on ESRD beneficiaries enrolling in
MA beginning in 2021.

In 2016, most (about 90 percent) FFS dialysis
beneficiaries were enrolled in Part D or had other sources
of creditable drug coverage. In 2016, 70 percent of FES
dialysis beneficiaries with Part D coverage received the
low-income subsidy, and about 10 percent of FFS dialysis
beneficiaries in 2016 had either no Part D coverage or
coverage less generous than Part D’s standard benefit.

Compared with all Medicare FFS beneficiaries, FFS
dialysis beneficiaries are disproportionately young, male,
and African American (Table 6-1). In 2016, 76 percent of
FFS dialysis beneficiaries were less than 75 years old, 56
percent were male, and 36 percent were African American.
By comparison, of all FES Medicare beneficiaries, 66
percent were less than 75 years old, 47 percent were male,
and 10 percent were African American. A greater share

of dialysis beneficiaries resided in urban areas compared
with all FFS beneficiaries (84 percent vs. 80 percent,
respectively). FFS dialysis beneficiaries were more likely
to be dually eligible for Medicaid and Medicare, compared
with all Medicare FFS beneficiaries (48 percent vs. 18
percent, respectively; data not shown).

Between 2005 and 2015 (most recent data available),

the adjusted rate (or incidence) of new ESRD cases
(which includes patients who initiate dialysis or receive a
kidney transplant and have any type of health insurance)
decreased by 1 percent per year, from 393 per million
people to 362 per million people (United States Renal
Data System 2017).? Since peaking in 2006, the adjusted
rate declined or remained the same across all races and
ethnicities (White, African American, Asian American,
Native American, and Hispanic) and all age groups
(United States Renal Data System 2017).4 In 2016,

we estimate that approximately 83,000 FFS dialysis
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Dialysis has been initiated with higher levels of residual kidney function since 1996

eGFR level at or exceeding 15 ml/min/1.73 m?

eGFR level 10 ml/min/1.73 m?to 15 ml/min/1.73 m?

eGFR level 5 ml/min/1.73 m? to 10 ml/min/1.73 m?

eGFR level under 5 ml/min/1.73 m2
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Note:  eGFR (estimated glomerular filtration rate). “Higher levels of residual kidney function” refers to patients with an eGFR (a measure of residual kidney function) above
10 milliliters per minute per 1.73 square meters. (Lower values of this measure suggest reduced residual kidney function.) Population includes only newly diagnosed

patients with CMS Form 2728.

Source: MedPAC analysis of Medicare’s medical evidence form (Form 2728) submitted by dialysis providers to CMS.

beneficiaries were new to dialysis, and nearly half (45
percent) were under age 65 and thus entitled to Medicare
based on ESRD (with or without disability).5

Trend in starting dialysis earlier in the course of
chronic kidney disease

Data from the mid-1990s through 2010 suggest a trend
toward initiating dialysis earlier in the course of chronic
kidney disease (CKD). The proportion of new dialysis
patients with higher levels of residual kidney function
steadily increased between 1996 and 2010, from 13
percent to 44 percent (Figure 6-1). Higher levels of
residual kidney function refers to patients with an
estimated glomerular filtration (¢GFR) rate (a measure of
residual kidney function) above 10 milliliters per minute
per 1.73 square meters (lower values of this measure
suggest comparatively less residual kidney function).
While the share of patients initiating dialysis earlier in the

course of CKD has decreased modestly (to 40 percent)
between 2011 and 2015, the share remains three times
higher than in 1996. Researchers have questioned this
early initiation of dialysis in those with late-stage CKD,
concluding that it is not associated with improved survival
or clinical outcomes (Cooper et al. 2010, Evans et al.
2011, Kazmi et al. 2005, Stel et al. 2009, Traynor et al.
2002). For example, Cooper and researchers found that
survival is similar between patients for whom dialysis is
initiated early (with an eGFR equal to 10.0 to 14.0 ml per
minute) and those for whom dialysis is electively delayed
(with an eGFR equal to 5.0 to 7.0 ml per minute) and
conclude that dialysis can be delayed for some patients
until the eGFR drops below 7.0 ml per minute or until
more traditional clinical indicators for the initiation of
dialysis are present (Cooper et al. 2010). In the spring of
2018, the Commission intends to further explore clinical
and nonclinical factors important to the optimal timing of
dialysis initiation.
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TABLE
6-2

Payment adjuster

Payment adjustment factors for the dialysis PPS

Value of payment adjuster

Age
18-44 years
45-59 years
60-69 years
70-79 years
80+ years

Body surface area (per 0.1 m?)
Underweight (body mass index < 18.5 kg/m
Time since onset of dialysis (<4 months)

?)

Comorbidities
Pericarditis
Gastrointestinal tract bleeding
Hereditary hemolytic/sickle cell anemia
Myelodysplastic syndrome

Facility low-volume status
Facility rural status

257
.068
.070
.000
.109

I —

—_

.032
.017
327

—_

1.040
1.082
1.192
1.095

—_

239
.008

j—

Note:  PPS (prospective payment system). Payment adjustment factors are for ages 18 and older. The base payment rate is also adjusted for local input prices on a facility-

level basis.

Source: Centers for Medicare & Medicaid Services 2015.

Better primary care management of the risk factors for
CKD—particularly hypertension and diabetes, which
together are the primary cause of roughly 7 of 10 new
ESRD cases—can help prevent or delay the illness’s onset
(United States Renal Data System 2017). For example,
private payers are testing interventions in which primary
care practitioners identify persons with early stages of
CKD and implement interventions that are intended to
prevent or slow its progression. The Commission has

long argued that primary care services are undervalued in
Medicare’s fee schedule and has made recommendations
to support primary care, which in turn could support better
management of kidney disease risk factors.

Since 2011, Medicare pays for dialysis
services under the dialysis PPS

To treat ESRD, dialysis beneficiaries receive care from
two principal providers: (1) the clinicians (typically
nephrologists) who prescribe and manage the provision
of dialysis and establish the beneficiary’s plan of care
and (2) facilities that provide dialysis treatments in a
dialysis center or that support and supervise the care of

beneficiaries on home dialysis. Medicare uses different
methods to pay for ESRD clinician and facility services.
Clinicians receive a monthly capitated payment established
in the Part B physician fee schedule for outpatient dialysis-
related management services, which varies based on the
number of visits per month, the beneficiary’s age, and
whether the beneficiary receives dialysis in a facility or at
home. While our work in this report focuses on Medicare’s
payments to facilities, it is important to recognize that
facilities and clinicians collaborate to care for dialysis
beneficiaries. One acknowledgment of the need for
collaboration is Medicare’s Comprehensive ESRD Care
Initiative, a shared savings program that began in 2015,
involving facilities and nephrologists.

To improve provider efficiency, in 2011, Medicare began
a PPS for outpatient dialysis services that expanded the
prospective payment bundle to include dialysis drugs,
laboratory tests, and other ESRD items and services that
were previously billable separately. In addition, effective
in 2012, outpatient dialysis payments are linked to the
quality of care that dialysis facilities provide. These
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Significant changes to the outpatient dialysis PPS

prospective payment system (PPS) has undergone

two significant changes. First, effective 2014,
the base payment rate was rebased to account for the
decline in dialysis drug use under the dialysis PPS.
CMS set the 2014 base payment at $239.02, based on
statutory and regulatory changes. The Commission’s
March 2014 report to the Congress provides more
information about the rebasing of the dialysis base
payment rate (available at http://medpac.gov/docs/
default-source/reports/mar14_ch06.pdf?sfvrsn=0).

S ince its implementation in 2011, the dialysis

Second, beginning in 2016, CMS uses recalibrated
and redefined patient-level and facility-level payment
adjustments to calculate each patient’s adjusted

payment per treatment. These adjusters are applied to
the base payment rate to account for factors that may
affect treatment costs. More information about these
payment changes can be found in the Commission’s
March 2016 report to the Congress (available at http://
medpac.gov/docs/default-source/reports/chapter-
6-outpatient-dialysis-services-march-2016-report-.
pdf?sfvrsn=0). The Commission’s methodological
concerns about these patient-level and facility-level
refinements can be found in our comment letter to CMS
(available at http://medpac.gov/docs/default-source/
comment-letters/medpac-comment-on-cms-s-proposed-
rule-on-the-end-stage-renal-disease-prospective-
payment-system-and-.pdf?sfvrsn=0). B

changes, mandated by the Medicare Improvements for
Patients and Providers Act of 2008 (MIPPA), were based
on the Commission’s recommendation to modernize the
outpatient dialysis payment system (Medicare Payment
Advisory Commission 2001). We contended that Medicare
could provide incentives for the efficient delivery of
quality care by broadening the then-current payment
bundle (to include commonly furnished drugs and

services that providers formerly billed separately) and by
linking payment to quality. The PPS is designed to create
incentives for facilities to provide services more efficiently
by reducing previous incentives inherent in the former
payment method to overuse drugs.

Under the outpatient dialysis PPS, the unit of payment is
a single dialysis treatment. For adult dialysis beneficiaries
(18 years or older), the base payment rate does not differ
by type of dialysis (i.e., hemodialysis versus peritoneal
dialysis).® Table 6-2 shows the PPS payment adjusters:
patient-level characteristics (age, body measurement
characteristics, onset of dialysis, and selected acute and
chronic comorbidities) and facility-level factors (low
treatment volume, rural location, and local input prices)
applied to the base payment rate in 2017. Medicare pays
facilities furnishing dialysis treatments in the facility

or in a patient’s home for up to three treatments per
week, unless there is documented medical necessity for

additional treatments, which includes medical justification
in the medical record. In addition, the ESRD Quality
Incentive Program held facilities responsible for the
quality of care they provide; in 2017, the program used
eight clinical measures and three reporting measures.

Up to 2 percent of a facility’s payment is linked to these
quality measures. The Commission’s Payment Basics
provides more information about Medicare’s method

of paying for outpatient dialysis services (available

at http://www.medpac.gov/docs/default-source/
payment-basics/medpac_payment_basics_17_dialysis_
finald8a311adfa9c665e80adff00009edf9c.pdf?sfvrsn=0).

Since it was implemented in 2011, the outpatient dialysis
PPS has undergone two significant changes—rebasing
of the base payment rate in 2014 and recalibrating and
redefining the payment adjusters in 2016. A text box on
the dialysis PPS summarizes these changes.

Are Medicare payments adequate in
2018?

To address whether payments for 2018 are adequate to
cover the costs that efficient providers incur and how much
providers’ costs should change in the update year (2019),
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TABLE

6-3 Increasing number and capacity of freestanding,
for-profit, and large dialysis organizations
2016 Average annual percent change
Total Number of Number of
number Total Mean facilities stations
of FFS number Total number
treatments of number of of 2011- 2015- 2011- 2015-
(in millions) facilities stations stations 2015 2016 2015 2016
All 46.4 6,745 117,200 17 3% 4% 3% 3%
Percent of total

Freestanding 94% 94% 95% 18 4 5 4 4
Hospital based 6 6 5 14 -6 -1 -6 -3
Urban 86 82 85 18 4 5 3 4
Micropolitan 10 11 10 16 1 2 2 2
Rural, adjacent to urban 3 5 4 13 2 2 2 2
Rural, not adjacent to urban 1 3 2 11 2 4 3 3
Frontier 0.2 0.5 0.3 10 2 0] 2 0]
For profit 90 88 88 17 4 5 4 4
Nonprofit 10 12 12 17 -2 -04 -2 -1
Two largest dialysis organizations 75 72 73 18 6 5 5 4
All others 25 28 27 17 -2 2 -2 2

Note:  FFS (fee-for-service). Provider location reflects the provider’s county of residence in one of four categories (urban, micropolitan, rural adjacent to urban, and rural
nonadjacent to urban) based on an aggregation of the urban influence codes. Frontier counties have six or fewer people per square mile. Totals may not sum to
100 percent due to rounding.

Source: Compiled by MedPAC from the Dialysis Compare database from CMS and claims submitted by dialysis facilities to CMS.

we examine several indicators of payment adequacy. .

We assess beneficiaries’ access to care by examining the
capacity of dialysis facilities and changes over time in the
volume of services provided. We also examine quality

of care, providers’ access to capital, and the relationship
between Medicare’s payments and facilities’ costs. Most
of our payment adequacy indicators for dialysis services
are positive:

*  Provider capacity is sufficient.

*  Some quality measures show improvement, while
others suggest additional potential for improvement.

*  Provider access to capital is sufficient.

The 2016 Medicare outpatient dialysis margin is
estimated at 0.5 percent, and the rate of marginal profit
is 17.2 percent.

Beneficiaries’ access to care: Indicators
continue to be favorable

Our analysis of access indicators—including the capacity
of providers to meet beneficiary demand and changes in
the volume of services—shows that beneficiaries’ access
to care remains favorable.

Capacity has kept pace with patient demand

Growth in the number of dialysis facilities and treatment
stations alongside growth in dialysis beneficiaries
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suggests that between 2011 and 2015, provider capacity
kept up with demand for care. During that period, the
number of facilities increased annually by 3 percent;
facilities’ capacity to provide care—as measured by
dialysis treatment stations—also grew 3 percent annually
(Table 6-3). Between 2011 and 2015, the number of FFS
dialysis beneficiaries grew 2 percent annually (data not
shown). In the same period, capacity at facilities that

were freestanding and for profit each grew by 4 percent
annually while capacity at facilities that were hospital
based and nonprofit decreased annually (—6 percent and —2
percent, respectively). Between 2011 and 2015, capacity at
urban facilities grew at 3 percent per year while capacity at
rural facilities (data not shown) grew at 2 percent per year.
Total dialysis capacity between 2015 and 2016 grew at
rates similar to rates in 2011 to 2015.

Providers of outpatient dialysis services

In 2016, there were roughly 6,750 dialysis facilities

in the United States that furnished about 46.4 million
treatments to FES beneficiaries. Medicare FFS accounted
for nearly 65 percent of all treatments furnished in 2016.”
According to CMS facility survey data, since the late
1980s, for-profit, freestanding facilities have provided
the majority of dialysis treatments. In 2016, freestanding
facilities furnished 94 percent of FFS treatments, and for-
profit facilities furnished about 90 percent (Table 6-3). In
2016, the capacity of facilities located in urban and rural
areas was generally consistent with where FFS dialysis
beneficiaries lived.

Two large dialysis organizations (LDOs) dominate the
dialysis industry. In 2016, these two LDOs accounted

for about 72 percent of all facilities and 75 percent of all
Medicare treatments. In addition to operating most dialysis
facilities, the two LDOs are each vertically integrated.
Both organizations operate an ESRD-related laboratory, a
pharmacy, and one or more centers that provide vascular
access services; they provide ESRD-related disease
management services; and they operate dialysis facilities
internationally. Both organizations have, in recent years,
acquired physician and hospital groups. One LDO
manufactures and distributes renal-related pharmaceutical
products (e.g., phosphate binders), is the leading supplier
of dialysis products (such as hemodialysis machines and
dialyzers) to other dialysis companies, and operates a
Phase I-IV drug and device clinical development company
that focuses on the clinical development of new renal
therapies.

Type of facilities that closed and their effect on
beneficiaries’ access to care

Each year, we assess the type of facilities that closed and
whether certain groups of Medicare dialysis beneficiaries
are disproportionately affected by facility closures.

Using facilities’ claims submitted to CMS and CMS’s
Dialysis Compare database and Provider of Service file,
we compared the characteristics of beneficiaries treated
by facilities that closed in 2015 with the beneficiaries of
facilities that provided dialysis in 2015 and 2016, the most
current years for which complete data are available.

Between 2015 and 2016, the number of dialysis treatment
stations—a measure of providers’ capacity—increased by 3
percent. There was a net increase in the number of facilities
that were freestanding, for profit, and located in both

urban and rural areas. Compared with facilities that treated
beneficiaries in both years, facilities that closed in 2015
(about 40 facilities) were more likely to be hospital based,
nonprofit, and smaller (as measured by the number of
dialysis treatment stations), which is consistent with long-
term trends in supply of dialysis providers (Table 6-3).

According to our analysis, few dialysis beneficiaries
(roughly 2,000 individuals) were affected by facility
closures in 2015. Our analysis found that beneficiary
groups who were disproportionately affected included
beneficiaries who were White and older. These findings
are consistent with last year’s analysis that compared the
characteristics of beneficiaries treated by facilities that
closed in 2014 with the beneficiaries of facilities that
provided dialysis in 2014 and 2015 (Medicare Payment
Advisory Commission 2017).

Volume of services

To assess changes in the volume of dialysis services,
we examined recent trends in the number of dialysis

treatments provided to beneficiaries and in the use of
injectable drugs administered during dialysis.

Trends in number of dialysis treatments provided
Between 2015 and 2016, the annual growth of total
dialysis treatments (3 percent) was greater than the
annual growth of FES dialysis beneficiaries (1 percent),
and the non-annualized number of dialysis treatments
per beneficiary increased from 116 treatments to 118
treatments (Table 6-4, p. 162).% This one-year change

is consistent with the most recent five-year trend in the
average annual growth of total treatments (3 percent per
year) and beneficiaries (2 percent per year), and reverses
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TABLE

6-4 Annual growth in the number of FFS beneficiaries and treatments, 2011-2016
2011 2012 2013 2014 2015 2016
Percent annual growth in the number of beneficiaries 2% 2% 2% 2% 1% 1%
Percent annual growth in the number of total treatments 3 3 2 2 0.4 3
Number of non-annualized treatments per beneficiary 115 117 117 117 116 118
Note:  FFS (feefor-service). The growth rates reported reflect the percentage change between that year and the prior year.

Source:

MedPAC analysis of Medicare claims submitted by dialysis facilities to CMS.

the change between 2014 and 2015, in which treatment
growth was less than the annual growth in beneficiaries.

Use of most dialysis drugs has declined under the
outpatient dialysis PPS Because CMS based the bundled
payment rate in the dialysis PPS on a per treatment basis
and 2007 use data, we examined changes between 2007

and 2016 (the most current year for which complete
data are available) in the use per treatment of the leading
dialysis drugs and aggregated them into four therapeutic
classes—erythropoiesis-stimulating agents (ESAs), iron
agents, vitamin D agents, and antibiotics.’ The dialysis
PPS increased the incentive for providers to be more

Use of dialysis drugs has declined under the PPS
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Note:

PPS (prospective payment system), ESA (erythropoietin-stimulating agent). Dollars per treatment are calculated by multiplying drug units reported on claims by
the 2017 average sales price. Drugs included are epoetin alfa, epoetin beta, darbepoetin (ESAs); iron sucrose, sodium ferric gluconate, ferumoxytol, ferric
carboxymaltose (iron agents); calcitriol, doxercalciferol, paricalcitol (vitamin D agents); daptomycin, vancomycin, alteplase, levocarnitine (all other drugs).

Source: MedPAC analysis of 100 percent claims submitted by dialysis facilities to CMS.
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TABLE

Mean units per treatment*

Use of dialysis drugs per treatment has declined under the outpatient dialysis PPS

Aggregate percent change

Dialysis drug 2010 2015 2016 2010-2015 2015-2016
ESAs

Epoetin alfa 5,214 2,197 1,383 -58% -37%

Darbepoetin alfa 1.26 1.36 2.14 8 58

Epoetin beta** N/A 1.35 3.02 N/A 124
I[ron agents

Sodium ferric gluconate 0.15 0.12 0.13 =21 9

Iron sucrose 16.0 12.8 13.0 -20 2

Ferumoxytol 0.8 0.009 0.009 -99 4

Ferric carboxymaltose N/A 0.0003 0.0003 N/A 24
Vitamin D agents

Paricalcitol 2.3 0.3 0.3 -86 1

Doxercalciferol 0.9 1.7 1.5 95 -12

Calcitriol 0.13 0.05 0.03 -65 =37
Antibiotics

Daptomycin 0.22 0.13 0.11 -40 -11

Vancomycin 0.02 0.01 0.02 -38 8
Other drugs

Levocarnitine 0.010 0.002 0.001 -80 =26

Alteplase 0.020 0.003 0.002 -87 -3
Note:  PPS (prospective payment system), ESA (erythropoiesis-stimulating agent), N/A (not available). Individual units per treatment are rounded; the aggregate

percentage change is calculated using unrounded units per treatment.
*Each drug is reported using its own drug units.
**Epoetin beta was introduced to the U.S. market in 2015.

Source: MedPAC analysis of claims submitted by dialysis facilities to CMS.

judicious in providing dialysis drugs since those are
included in the payment bundle. Under the prior payment
method, dialysis drugs were paid according to the number
of units of the drug administered; in other words, the more
units of a drug provided, the higher the Medicare payment.

As shown in Figure 6-2, most of the decline in the per
treatment use of dialysis drugs, which is estimated by
multiplying drug units per treatment reported on CMS
claims by each drug’s 2017 average sales price (i.e.,
holding price constant), occurred in the early years of the
PPS (implemented in 2011). For example, between 2010
and 2012, use per treatment across all therapeutic classes
declined by 22 percent per year. Most of this decline was
due to declining ESA use; between 2010 and 2012, the
per treatment use of ESAs declined in aggregate by 23
percent per year. For ESAs, some of this decline may also

have stemmed from clinical evidence showing that higher
doses of these drugs led to increased risk of morbidity
and mortality, which resulted in the Food and Drug
Administration (FDA) changing the ESA label in 2011.

Between 2015 and 2016, holding price constant, the use of
dialysis drugs overall declined by nearly 12 percent, which
is comparable with the annual decline between 2010 and
2015 in drug use per treatment. Between 2015 and 2016,
drug use declined for three of the four therapeutic classes
(ESAs, vitamin D agents, and antibiotics) and increased
only for iron agents (Figure 6-2). As shown in Table 6-5,
per treatment drug use increased between 2015 and 2016
for:

e each of the iron agents,

* two of the ESAs—darbepoetin alfa and epoetin beta,
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Shift in the use of ESAs among dialysis beneficiaries, 2013-2016
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Note:  ESA (erythropoietin-stimulating agent). Epoetin beta became available in the United States in 2015.

Source: MedPAC analysis of Medicare claims submitted by dialysis facilities to CMS.

* one of the vitamin D agents—paricalcitol, and
* one of the antibiotics—vancomycin.

Some of the changes in drug use within the ESA and
vitamin D therapeutic classes reflect increased competition
and shifts in drug use within each class. Our analysis of
ESA utilization since 2013 suggests that dialysis facilities
and nephrologists have been switching beneficiaries from
epoetin alfa to darbepoetin alfa or epoetin beta. In at

least one situation, switching was an explicit goal: One

of the LDOs announced its intent to have more than 70
percent of the company’s ESA patients (110,000 patients)
switched to epoetin beta (from epoetin alfa) by the end of
the first quarter of 2016 (Reuters 2016). Several sources
suggest that this LDO reduced its total ESA costs due to
switching beneficiaries to epoetin beta (Reuters 2016,
Seeking Alpha 2016). Our analysis of this company’s cost

reports submitted to CMS independently confirms these
accounts, showing that its ESA cost per treatment declined
between 2015 and 2016.

Our analysis of ESA utilization since 2013 shows that,
among the beneficiaries who had at least one claim for an
ESA in a given year, the share receiving only epoetin alfa
between 2013 and 2016 declined from 94 percent to just
over 40 percent (Figure 6-3). During the same period, the
share receiving only darbepoetin alfa grew from 5 percent
to 17 percent. Epoetin beta has also gained market share
among dialysis beneficiaries since it entered the market
in 2015, with nearly 30 percent of those receiving ESAs
using the product by 2016. In our 2016 report to the
Congress, we discussed the increased competition between
the two principal vitamin D agents and the change in
prescribing patterns of these two products (Medicare
Payment Advisory Commission 2016b).
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Notwithstanding these shifts within the ESA class
between 2013 and 2016, the share of beneficiaries who
received at least one ESA remained constant at about
90 percent in each year. While the share of beneficiaries
prescribed ESAs has remained constant, overall use of
ESAs declined by 8 percent per year during this period
because of a reduction in the dose per beneficiary who
received either epoetin alfa or darbepoetin alfa between
2013 and 2016.

Quality of care

Our analysis focuses on changes in quality indicators—
including mortality and morbidity, process measures

that assess dialysis adequacy and anemia management,
and treatment utilization (home dialysis and kidney
transplantation rates)—between 2011, the first year of the
outpatient dialysis PPS, and 2016. Our analysis, except
where indicated, is based on the Commission’s analysis of
Medicare FFS enrollment and claims data between 2011
and 2016, CMS’s monthly monitoring data (Centers for
Medicare & Medicaid Services 2017a), and data from the
U.S. Renal Data System.

From 2011 to 2016, unadjusted mortality, hospitalization,
and readmission rates declined while unadjusted
emergency department (ED) use rose. During this period,
use of home dialysis, which is associated with improved
patient satisfaction and quality of life, increased. However,
home dialysis growth slowed between 2014 and 2016,
partly because of a shortage of the solutions needed for the
predominant home method, peritoneal dialysis (PD). The
negative cardiovascular outcomes associated with high
ESA use generally declined, and blood transfusion use,
which initially increased under the PPS, declined between
2013 and 2016.

In assessing quality, we also examine the multiple
factors that affect access to kidney transplantation. This
procedure is widely regarded as a better ESRD treatment
option than dialysis in terms of patients’ clinical and
quality of life outcomes and Medicare spending, and
demand far outstrips supply. We also discuss CMS’s
new payment model—the Comprehensive ESRD Care
(CEC) Initiative—that aims to improve the health
outcomes of dialysis beneficiaries while lowering the
total Medicare Part A and Part B per capita spending on
these beneficiaries. Last, we discuss CMS’s two quality
measurement systems, the ESRD Quality Incentive
Program (QIP) and the dialysis star ratings system.

Quality under the PPS

Between 2011 and 2016, through the Commission’s
analysis of claims data, mean all-cause hospital stays per
beneficiary declined from 1.7 admissions per beneficiary
to 1.5 admissions per beneficiary, respectively. This
finding is consistent with the trend of declining inpatient
admissions for all Medicare FFS beneficiaries during
this period. In addition, between 2011 and 2015 (the
most recent year data are available), U.S. Renal Data
System data show that hospital admission rates also

fell for ESRD-related complications and comorbidities
(cardiovascular, infection, and vascular access events)
(United States Renal Data System 2017).!° Between 2011
and 2016, 30-day readmission rates also declined, from
23 percent to 21 percent, respectively, and unadjusted
annual rates of mortality declined from 16 percent of
dialysis beneficiaries to 15 percent. During that period,
the proportion of dialysis beneficiaries who used the ED
increased from an average of 10.4 percent per month to
11.8 percent per month.

Beneficiaries’ fluid management is related to factors such
as the adequacy of the dialysis procedure and dietary
management. According to the Commission’s analysis,
between 2011 and 2016, from 96 percent to 98 percent of
hemodialysis beneficiaries and 88 percent to 93 percent
of PD beneficiaries received adequate dialysis, defined

as having enough waste removed from their blood.
Between 2011 and 2016, the share of dialysis beneficiaries
diagnosed with dehydration declined slightly while the
share of beneficiaries diagnosed with fluid overload
increased slightly (Centers for Medicare & Medicaid
Services 2017a).

Process and health outcome measures reflect the change in
anemia management under the PPS. Anemia is measured
by a blood test to check the level of hemoglobin, the
protein that carries oxygen in red blood cells. According to
the Commission’s analysis, compared with 2010 (the year
before the start of the dialysis PPS), median hemoglobin
levels fell under the dialysis PPS to 10.5 g/dL in 2016
(from 11.4 g/dl in 2010). Figure 6-4 (p. 166) shows

that the proportion of dialysis beneficiaries with higher
hemoglobin levels declined, and the proportion with

lower hemoglobin levels increased (which is generally
associated with lower ESA use).!! Compared with

2010, the proportion of beneficiaries receiving a blood
transfusion increased during the initial years of the PPS to
3.4 percent per month in 2012 (from 2.7 percent per month
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in 2010) (Centers for Medicare & Medicaid Services
2017a). However, between 2013 and 2016, the rate of
blood transfusions declined from 3.1 percent to 2.3 percent
of beneficiaries per month, respectively.'? The cumulative
share of beneficiaries experiencing negative cardiovascular
outcomes—stroke, acute myocardial infarction, and

heart failure—associated with earlier higher ESA use
(before 2011) generally declined (Centers for Medicare &
Medicaid Services 2017a). Two recently published studies
found similar effects of the new outpatient dialysis PPS
and the change in the FDA’s ESA label on the outcomes
of anemia management (Chertow et al. 2016, Wang et al.
2016).

As discussed in our June 2014 report, clinical process
measures may exacerbate the incentives in FFS to
overprovide and overuse services (Medicare Payment
Advisory Commission 2014b). (For example, before
2011, targeting higher hemoglobin levels was associated
with higher ESA use among dialysis beneficiaries.)

In addition, some clinical process measures may be
only weakly correlated with better health outcomes. A
given hemoglobin level may reflect adequate anemia

management for one patient, whereas the same level
may lead to a different response in a different patient.
Focusing on clinical outcomes, such as rates of stroke,

is a better indicator of anemia management in the
dialysis population. The Commission has stated that
Medicare should transition over the next decade to a
quality-measurement system that uses a small number of
population-based outcome measures (Medicare Payment
Advisory Commission 2014b).

According to separate analyses by CMS and the
Commission, between 2011 and 2016, the share of
beneficiaries dialyzing at home steadily increased from a
monthly average of 8.9 percent to 10.8 percent (Centers
for Medicare & Medicaid Services 2017a). While we are
encouraged by this modest increase, differences by race
persist: African Americans are less likely to use home
methods. According to the Commission’s analysis, African
Americans account for 26 percent of home dialysis
beneficiaries though they comprise about 36 percent of

all dialysis beneficiaries. Other researchers have also
found that, compared with White dialysis patients, African
Americans and other racial/ethnic groups (including
Hispanics and Asians) use home dialysis at lower rates
(Mehrotra et al. 2016).

There are many factors that have been identified by
researchers that affect the use of home dialysis, including
clinical (patient’s other health problems) and nonclinical
(e.g,. physician training) factors. The text box provides a
summary of the clinical and nonclinical factors. We also
discuss the various Medicare policies that may affect the
payment of home dialysis services.

Since 2014, one nonclinical factor—the availability of
solutions needed to perform peritoneal dialysis—may have
affected the growth in home dialysis. Beginning around
September 2014, the growth in PD, the predominant

home method, may have slowed because of a shortage of
solutions needed to perform this type of dialysis. Between
2014 and 2016, the total number of home dialysis patients
increased by 3 percent per year; by contrast, between 2012
and 2014, the total number of home patients increased

by 7 percent per year. The supply shortage resulted from
the product’s leading manufacturer (Baxter) experiencing
increased PD demand and limited manufacturing capacity
(Baxter 2014, Neumann 2014). Because of the shortage,
beginning in August 2014, the manufacturer gave each
dialysis provider an allocation for how many new patients
could be started on PD based on the provider’s history
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Clinical and nonclinical factors affect the use of home dialysis

here is no best dialysis method for all patients.
I Each method—in-center hemodialysis, home

hemodialysis, and home peritoneal dialysis—
offers advantages and disadvantages. United States
Renal Data System data for 2015 (the most current
year available) show that 88 percent of dialysis patients
used in-center hemodialysis, 10 percent used peritoneal
dialysis, and 2 percent used home hemodialysis.
General consensus suggests that established provider
infrastructure would support a home dialysis population
of at least 20 percent in the United States (Burkart et al.
2017). In this text box, we explore some of the factors
that affect the use of home dialysis. Whether a patient is
treated with home dialysis is affected by clinical factors
(e.g., patients’ other health problems) and nonclinical
factors (e.g., physician training). This summary is
based on a review of the published literature and
discussion by a panel, convened by Commission staff,
of clinicians who treat home dialysis patients and a
patient representative (details of which can be found at
http://medpac.gov/docs/default-source/reports/marl3_
ch06_appendix.pdf?sfvrsn=0). Medicare’s policies may
play a role in this determination, but the nonpayment
policy factors likely carry more weight in the decision
for many patients.

Clinical and nonclinical factors affect the use of
home dialysis

Many factors—patient’s health and social
circumstances, care before the start of dialysis, where

the patient lives, physician preferences—influence

the selection of one type of treatment over another.
This brief summary is not a comprehensive list of the
clinical and nonclinical factors that affect whether a
patient uses home dialysis, but it provides some context
before discussing the various Medicare policies that
may affect the coverage and payment of home dialysis
services.

Patients’ characteristics. Patients’ characteristics
influence the choice of dialysis method. Among newly
diagnosed patients, Lin and colleagues found that
being older, male, or African American decreased the
likelihood of home dialysis. Patients living in more
affluent areas, areas with a lower share of people who
are unemployed, and rural areas were more likely to
use home dialysis (Lin et al. 2017). These researchers
also reported lower home dialysis use among patients
with comorbidities—including diabetes, coronary
artery disease, heart failure, and peripheral vascular
disease—and institutionalized patients. Heaf reported
that about one-fifth of dialysis patients are not suitable
for peritoneal dialysis because of abdominal problems,
physical disabilities, or psychological problems (such
as dementia) (Heaf 2004).

Social circumstances. Social circumstances also
influence the choice of dialysis method. Patients,
sometimes with the help of a caretaker, must be willing
and able to conduct their own dialysis. For peritoneal
dialysis, this includes maintaining the sterility of a

(continued next page)

of growth during the first six months of 2014 (Seaborg
2015). Although steps have been taken to increase the
supply of PD solutions, a shortage of solutions exists for
one (automated peritoneal dialysis) of the two PD types
in 2017 (Baxter 2016, Food and Drug Administration
2017).13

Access to kidney transplantation

Kidney transplantation is widely regarded as a better
ESRD treatment option than dialysis in terms of patients’
clinical and quality of life outcomes. In addition,

transplantation results in lower Medicare spending; in
2015, average Medicare spending for patients who had
a functioning kidney transplant or received a kidney
transplant was less than half the spending for dialysis
patients ($36,389 vs. $93,064, respectively) (United States
Renal Data System 2017). However, demand for kidney
transplantation exceeds supply. Factors that affect access
to kidney transplantation besides donation rates include
the clinical allocation process; patients’ health literacy,
clinical characteristics, and preferences; the availability
of education for patients; clinician referral for transplant

MECIpAC
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Clinical and nonclinical factors affect the use of home dialysis (cont.)

catheter and conducting nighttime treatments that

fill the patient’s abdomen with approximately two
liters of fluid. Both types of home dialysis usually
require patients to operate a medical device in their
home and monitor certain clinical signs during or

after treatment. A patient’s home needs to support the
proper functioning of this device, which may include a
stable electric current, a water purification process, or a
place to store large quantities of dialysis supplies (e.g.,
peritoneal dialysate). Some patients feel comfortable
with the process of home dialysis, others prefer not

to have medical equipment in their home, and some
prefer the social aspect of in-center treatment. Even
patients and caregivers who are comfortable with the
process can become “burned out” on home dialysis and
frequently switch to in-center hemodialysis.

Prior nephrology care. Patients’ nephrology care
before dialysis may influence the dialysis treatment
patients receive. Recent research has found that
nephrology care before end-stage renal disease (ESRD)
increased the use of home dialysis (Gillespie et al.
2015, Lin et al. 2017). Likewise, an earlier Commission
analysis showed that 2.3 percent of patients who

saw a nephrologist when starting dialysis treatment
chose peritoneal dialysis compared with 5.8 percent

of patients who saw a nephrologist more than 12
months before the start of dialysis (Medicare Payment
Advisory Commission 2004).

Nephrology training. Nephrologist training of home
dialysis modalities varies widely across academic
medical centers and contributes to a population of
nephrologists that includes both champions for the use
of home dialysis and those who are not comfortable
prescribing and monitoring home dialysis for any
patients. Most physicians believe that peritoneal
dialysis is underused in the United States (Mendelssohn
et al. 2001). Initiatives by professional societies

to provide home dialysis—specific education for
physicians have the potential to increase home dialysis
use (Burkart et al. 2017, Lin et al. 2017).

Providers’ incentive to furnish in-center dialysis.
Historically, economics influenced the use of home

dialysis versus in-center care. The rapid growth in

the number of dialysis facilities throughout the 1990s
and 2000s created an incentive to direct patients to
treatment in centers so that facilities would operate

at capacity. Rubin and colleagues concluded that
financial incentives may encourage clinicians to choose
hemodialysis because, once substantial investment

in a facility has been made, the marginal costs of
treating an additional patient are likely lower for a new
hemodialysis patient than for a new peritoneal dialysis
patient (Rubin et al. 2004).

Dialysis facilities’ staff experience. The education

and experience of dialysis facilities’ staff may affect
patients’ knowledge and perception of home dialysis.
According to Golper and colleagues, inexperienced
staff might present negative views about home dialysis,
which could be minimized by educating all clinical
providers about home dialysis (Golper et al. 2011).

Other factors. As noted earlier in the chapter (see p.
166), since 2014, manufacturers have not produced
enough dialysate, the solution used in peritoneal
dialysis, to meet demand, which has limited recent
growth in the use of peritoneal dialysis. Finally,
according to Burkart and colleagues, delays to obtain
the initial certification of new dialysis facilities is a
barrier to developing home dialysis programs (Burkart
et al. 2017).

Medicare policies that affect the payment of
home dialysis services

Recently published research concluded that the dialysis
prospective payment system (PPS) was associated with
an overall increase in the use of home dialysis. In this
section, we also discuss other Medicare policies that
affect the payment of home dialysis services, including
the add-on payment to the base dialysis payment rate
for providing home dialysis training services and
payment for physicians caring for dialysis beneficiaries.

Dialysis facility payment for dialysis treatment bundle.
Medicare pays dialysis facilities the same amount
whether a patient uses in-center hemodialysis or home

(continued next page)
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Clinical and nonclinical factors affect the use of home dialysis (cont.)

dialysis. When CMS established the dialysis PPS in
2011, the agency stated that its decision to set a single
payment rate for adults regardless of the dialysis

type would give dialysis providers the incentive to
encourage the use of home dialysis. Lin and colleagues
concluded that the dialysis PPS was associated with

a large increase in home dialysis use among newly
diagnosed patients starting dialysis between 2006 and
2013 (Lin et al. 2017). The researchers reported an
absolute increase in home dialysis use of 5.8 percent
among the Medicare population.'*

The increase in home dialysis use is partly associated
with the inclusion of dialysis drugs in the PPS’s payment
bundle. The profitability of dialysis drugs before the
PPS (when Medicare paid facilities based on the number
of units of each drug administered to a beneficiary)

may have given some providers an incentive to furnish
in-center dialysis instead of home dialysis because in-
center patients on average use more dialysis drugs per
treatment than home dialysis patients.

According to the Government Accountability Office
(GAO), the dialysis PPS likely gives facilities financial
incentives to provide home dialysis. However, these
incentives may have a limited impact in the short

term because expanding the provision of in-center
hemodialysis at a facility increases that facility’s
Medicare margin more than if the facility expanded the
provision of home dialysis (Government Accountability
Office 2015). Based on 2012 Medicare cost reports,
GAO found an additional patient-year of in-center
hemodialysis increased the margin by 0.15 percentage
point while an additional patient-year of peritoneal
dialysis increased the margin by 0.08 percentage point.
An additional patient-year of home hemodialysis

had no statistically significant effect on the margin
(Government Accountability Office 2015).

Dialysis facility add-on payment for training a home
dialysis patient. For beneficiaries who transition

to home dialysis after at least 120 days of in-center
hemodialysis, Medicare pays an additional amount for
each treatment to cover the cost of training the patient
to conduct dialysis. The number of training add-on

payments is capped at 15 for peritoneal dialysis and 25
for home hemodialysis. CMS computes the training
add-on payment adjustment by using the national
average hourly wage for nurses from the Bureau of
Labor Statistics. The payment accounts for nursing
time for each training treatment that is furnished and is
adjusted by the geographic area wage index.

Lin and colleagues found that the training add-on
adjustment was not associated with additional increases
in home dialysis use. Specifically, the researchers
reported that, although home dialysis use grew under
the training add-on, it was not associated with any
increases beyond what was predicted under the PPS
(Lin et al. 2017).

Some stakeholders have raised concerns about the
adequacy of training payments (Centers for Medicare
& Medicaid Services 2016, Centers for Medicare

& Medicaid Services 2013). In response to public
comments, CMS increased the training add-on
payment rate in a budget-neutral manner in 2014 and
2017. The increased rate in 2017 (from $50.16 per
treatment to $95.57 per training treatment) reflects

an updated national mean wage for registered nurses
and a modified assumption that the number of training
hours provided is equal to the treatment time. In our
comment letter to CMS about this change in payment,
the Commission suggested that CMS first collect
reliable data on the cost of providing home dialysis
training and then reassess the need to adjust the training
add-on payment amount (Medicare Payment Advisory
Commission 2016a). GAO noted that CMS lacks
reliable data on the cost of training and lacks consistent
data on the staff time required to provide home dialysis
training (Government Accountability Office 2015).

During the first 120 days of dialysis, Medicare pays an
additional amount for each treatment for all patients
(i.e., both in-center and home patients) to cover clinical
and educational costs, which can be higher for a new
dialysis patient. For patients who are trained to conduct
home dialysis during this period, Medicare makes no
additional training payment.

(continued next page)
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Clinical and nonclinical factors affect the use of home dialysis (cont.)

Physician payment for managing dialysis treatment.
Medicare pays nephrologists a monthly amount for
each beneficiary to manage dialysis treatment, which
may include monitoring clinical data, adjusting
medications, or determining whether dialysis treatment
is adequate. For in-center patients, the monthly amount
varies by the number of visits a physician or clinical
assistants make to a beneficiary—one visit, two to three
visits, or four or more visits—and most patients receive
four visits per month (Government Accountability
Office 2015). For home patients, only one face-to-face
visit is required per month. For adult home patients
(ages 20 years or older), the monthly payment rate is
set to be comparable with the rate for two to three in-
center visits, an amount that is roughly $50 less than
the rate for four in-center visits.

GAQO concluded that Medicare’s monthly physician
payment policy may give physicians a disincentive

for prescribing home dialysis. Using 2013 Medicare
fee schedule data, GAO found that the payment rate
for managing adult home patients was lower than the
average payment and maximum payment for managing
adult in-center patients (Government Accountability
Office 2015).

Kidney disease education benefit. Medicare pays
for up to six sessions of kidney disease education
(KDE) per beneficiary, which is designed to inform
Medicare beneficiaries with Stage IV chronic kidney
disease (CKD) (the stage before ESRD) about their

treatment options for managing the disease and

related comorbidities. As noted later in the chapter

(see p. 171), KDE has been provided to relatively

few beneficiaries, about 3,500 in 2016. For context,
about 83,000 fee-for-service Medicare beneficiaries
were new to dialysis in 2016. Physicians, physician
assistants, nurse practitioners, clinical nurse specialists,
and certain providers in rural areas can bill for
providing KDE. Facilities are not allowed to bill for the
service, although many provide their own educational
information about treatment options.

Paying for more than three treatments per week.
Currently, Medicare’s payment rate is based on a
regimen of three dialysis treatments per week. The
Medicare Benefit Policy Manual states that (1)

the usual pattern of hemodialysis consists of three
treatments weekly, and these treatments are covered
routinely; (2) peritoneal dialysis sessions are covered
routinely at the same frequency as hemodialysis; and
(3) Medicare’s administrative contractors shall consider
requiring medical justification in instances that exceed
this frequency. The agency has also stated that the
choice of dialysis modalities requiring more than

three treatments per week—including short frequent
hemodialysis and every-other-day hemodialysis—does
not constitute medical justification. Currently, several
Medicare administrative contractors have each issued
local coverage determinations on the conditions that
would constitute medical justification. B

evaluation at a transplant center; and transplant center
policies.

Between 2011 and 2016, according to the United
Network for Organ Sharing (UNOS), the number of
kidney transplants increased by 3 percent per year to
19,060 (Table 6-6) (United Network for Organ Sharing
2017). In 2016, African Americans were less likely than
White patients to receive kidney transplants despite

their fourfold greater likelihood of developing ESRD;
however, between 2011 and 2016, the number of African

Americans receiving a transplant grew by 4 percent

per year (from 4,306 individuals to 5,137 individuals).
According to Ephraim and colleagues, the lower rates of
kidney transplantation for African Americans compared
with other groups are associated with multiple factors,
including immunological incompatibility with deceased
donor kidneys; lower rates of referral for transplantation;
lower rates of cadaver kidney donation; and lack of
knowledge and suboptimal discussions about kidney
transplantation among recipients, their families, and health
care providers (Ephraim et al. 2012).
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A new kidney allocation system implemented in 2014 by
UNOS led to a narrowing of the disparities in national
kidney transplant rates among Whites, African Americans,
and Hispanics on the transplant waitlist, according to

a new analysis (Melanson et al. 2017). Under the new
system, the starting point for calculating waiting time was
changed from the date the patient was put on the waiting
list to the earliest of either that date or the date the patient
started regular dialysis treatments. The new system led

to a substantial increase in the kidney transplant rate for
African Americans and Hispanics in the months following
implementation and a decrease in the rate of kidney
transplantation for Whites. Before the new system, the
average monthly transplantation rate was significantly
higher among Whites (1.07 percent) compared with
African Americans or Hispanics (0.80 percent and 0.79
percent, respectively). After implementation, the monthly
rates changed significantly for all groups: 0.95 percent
for Whites, 0.96 percent for African Americans, and 0.91
percent for Hispanics (Melanson et al. 2017).

Education efforts directed at patients can be effective

in encouraging them to make an informed decision

about their treatment, including home dialysis, in-center
dialysis, kidney transplantation, and conservative care.

For example, a recent review of educational interventions
found a strong association between patient-targeted
dialysis modality education and choosing and receiving
PD (Devoe et al. 2016). An augmented nurse care
management program that targeted persons with late-stage
chronic kidney disease resulted in a statistically significant
reduction in the number of hospitalizations during the
intervention period and, for those who required renal
replacement therapy, higher use of peritoneal dialysis or a
preemptive kidney transplant (Fishbane et al. 2017).

In 2010, to help inform beneficiaries diagnosed with Stage
IV CKD (the disease stage before ESRD) about their
treatment options and managing the disease and related
comorbidities, MIPPA established Medicare payment

for up to six sessions of kidney disease education (KDE)
per beneficiary. Since its implementation, relatively few
beneficiaries have been provided KDE services. About
3,500 beneficiaries were provided such services in both
2015 and 2016 compared with about 2,900 beneficiaries in
2013 and about 4,200 beneficiaries in 2011 and in 2012.
Medicare KDE spending in both 2015 and 2016 was about
$500,000."3

According to the Government Accountability Office,
payment limitations on the providers who can furnish

TABLE
6-6 Between 2011 and 2016,
the number of kidney transplants
increased, and African Americans
and Hispanics accounted for

an increasing share

2011 2016

Total transplants 16,816 19,060
Share of live donors 34% 30%
Share of:

Whites 52 46

African Americans 26 27

Hispanics 15 18

Asians 6 o)

Others 2 2
Note:  Totals may not sum to 100 percent due to rounding.

Source: United Network for Organ Sharing 2017.

KDE services and the beneficiaries who are eligible might
constrain the service’s use (Government Accountability
Office 2015). MIPPA specified the categories of providers
who can furnish KDE services—physicians, physician
assistants, nurse practitioners, clinical nurse specialists,
and certain providers of services located in rural areas.'®
MIPPA also specified that beneficiaries with Stage [V
CKD are eligible for the benefit. Some stakeholders
contend that other categories of beneficiaries, including
those with Stage V CKD (i.e., ESRD) but who have not
started dialysis as well as individuals who have already
initiated hemodialysis, might also benefit from Medicare
KDE coverage.

The Comprehensive ESRD Care Initiative

The relatively high resource use by dialysis beneficiaries,
particularly rates of hospital admissions and hospital
readmissions, suggests that further improvements in quality
are needed and that some dialysis beneficiaries might
benefit from better care coordination. Under the authority
of the Center for Medicare & Medicaid Innovation, the
first round of the CEC Initiative began October 1, 2015,
and is testing whether a new payment model implemented
in FFS Medicare can improve the outcomes of dialysis
beneficiaries as well as lower their Medicare per capita

Report to the Congress: Medicare Payment Policy | March 2018 171



TABLE

6-7 2016 financial results of ESCOs
2016 financial resulis for the 13 ESCOs
Dollars (in millions) Percent of benchmark
Benchmark $1,415 100.0%
Actual spending 1,340 94.7
Savings 75 53
Paid to ESCOs 51 3.6
Returned to CMS 0.0 0.0
Net savings 24 1.7
Note:  ESRD (end-stage renal disease), ESCO (ESRD Seamless Care Organization). Net savings result from actual spending plus the amount paid to ESCOs being below

the benchmark and thus never leaving the U.S. Treasury.

Source: Centers for Medicare & Medicaid Services 2017b.

spending. The second round of the CEC Initiative began on
January 1, 2017.

Under this five-year initiative, ESRD Seamless Care
Organizations (ESCOs), which are accountable care
organization—like models specific to the dialysis
population, consist of at least one dialysis facility and
one nephrologist and are held accountable for the

clinical and financial (Part A and Part B) outcomes of
prospectively matched dialysis beneficiaries. Of the 13
ESCOs participating in the first round, 12 are operated by
Dialysis Clinic Inc., DaVita, and Fresenius, which CMS
designated as large because each organization operates
more than 200 dialysis facilities, and 1 ESCO is operated
by Rogosin Institute, which CMS designated as small
because the company operates fewer than 200 dialysis
facilities. For the first performance year, the CEC model
has approximately 16,000 beneficiaries associated with the
13 ESCOs.

In the first round of the CEC Initiative, Dialysis Clinic
Inc., DaVita, and Fresenius—the ESCOs that CMS
considers large—were held to two-sided risk-based
payment, while Rogosin Institute, a small dialysis
organization, was held to one-sided risk-based payment.
(Under two-sided risk, the provider is at financial risk

if specified goals are not achieved but is rewarded if the
goals are met. Under one-sided risk, the provider is not
penalized financially if goals are not met.) The initial
agreement period lasts for three years; thereafter, CMS and

the ESCOs have the option of extending the agreement for
an additional two years based on the ESCOs’ performance.

In payment year one (PY1) of the CEC Initiative, all 13
ESCOs produced savings relative to their benchmarks,
with 12 ESCOs producing enough savings to earn shared
savings payments (Centers for Medicare & Medicaid
Services 2017b). The earned shared savings payments
ranged from $1 million to $12 million, and totaled $51
million. Quality in PY1 (October 2015 to December 2016)
was essentially pay for reporting; thus, all the ESCOs
received a 100 percent score for quality. In total, the
demonstration saved 1.7 percent relative to a spending
benchmark. See Table 6-7 for a summary of financial
results from 2016.

In the second round of the CEC Initiative, there are

24 new ESCOs for a total of 37 ESCOs. The second
round includes three new small dialysis organizations—
Northwest Kidney Centers, Atlantic Dialysis, and Centers
for Dialysis Care—that are each sponsoring one ESCO. In
addition, Dialysis Clinic Inc. and Fresenius, organizations
that CMS considers to be large, expanded their presence in
the second round. CMS awarded Fresenius an additional
18 ESCOs, giving the company a total of 24; it awarded
Dialysis Clinic Inc. an additional 3 ESCOs, giving the
company a total of 6. In Round 2, DaVita, an organization
that CMS considers large, and the Rogosin Institute, a
smaller dialysis organization, are continuing with the
same number of ESCOs they sponsored in Round 1 (three
ESCOs and one ESCO, respectively). For the second
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payment year, CMS added an optional two-sided risk
payment option (in addition to a one-sided payment track)
for small dialysis organizations.

The Commission has said that, if structured properly,

a shared savings program—in this case, for ESRD
providers—could present an opportunity to correct some
of the undesirable incentives inherent in FFS payment and
reward providers who are doing their part to control costs
and improve quality.

In addition to the CEC Initiative, dialysis beneficiaries

in selected geographic areas also have access to ESRD
special needs plans (SNPs). Between November 2016 and
October 2017, enrollment in and the number of ESRD
SNPs rose modestly. As of October 2017, about 4,600
dialysis beneficiaries were enrolled in 15 SNPs operated
by 6 managed care organizations in 9 states (Arizona,
California, Colorado, Illinois, Nevada, New Jersey, New
York, North Carolina, and Texas). By comparison, as

of November 2016, about 3,500 dialysis beneficiaries
were enrolled in 10 SNPs operated by 4 managed

care organizations in 6 states (Arizona, California,
Colorado, Nevada, North Carolina, and Texas). While

the CEC Initiative and ESRD SNPs enroll only dialysis
beneficiaries, other accountable care organization models,
such as those participating in the Medicare Shared Savings
Program, might provide opportunities for beneficiaries
with earlier stages of kidney disease to receive better care
coordination, particularly in the management of kidney
disease risk factors.

The ESRD QIP and the dialysis star ratings system

CMS measures quality for each dialysis facility using

two measurement systems: the ESRD QIP, which was
mandated by MIPPA and implemented in 2012, and

the dialysis star ratings system, which CMS established
through a subregulatory process in 2015. In its comment
letter to CMS, the Commission questioned why CMS finds
a second quality system necessary for dialysis facilities
(Medicare Payment Advisory Commission 2014a). We
also raised concerns that beneficiaries and their families
might be confused if a facility’s star and QIP scores
diverge, which could occur because the measurement
systems use different methods and measures to calculate a
facility’s performance score.

Providers’ access to capital: Growth trends
suggest access is adequate

Providers need access to capital to improve their
equipment and open new facilities so they can

accommodate the growing number of patients requiring
dialysis. The two LDOs, as well as other renal companies,
appear to have had adequate access to capital in 2017. For
example, in 2017:

* DaVita completed its acquisition of Renal Ventures,
gaining 31 dialysis facilities and divesting 7 facilities
(as required by the Federal Trade Commission) (DaVita
2017b). In addition, DaVita acquired Purity Dialysis,
which operates 10 facilities in Wisconsin (DaVita
2017a). The company also formalized a new business,
DaVita Health Solutions, that provides care to high-
risk clinically complex patients (with five or more
chronic conditions) by means of home and outpatient-
based care programs with the aim of improving care
coordination and patient access to care. DaVita also
acquired two physician practices, Park Avenue Medical
Inc. and Winter Park Health Center Inc., each of which
is located in Orlando, Florida. Internationally, DaVita
acquired 53 dialysis facilities from a Polish dialysis
provider (Zumoff 2017).

e Fresenius signed an agreement to acquire NxStage
Medical Inc., a manufacturer of home dialysis
equipment, for approximately $2 billion (Fresenius
Medical Care 2017). The company acquired two
hospital-based dialysis facilities in Texas (Nephrology
News & Issues 2017a). Internationally, Fresenius
acquired a majority stake in Cura Group, which
operates 19 private day hospitals in Australia
(Nephrology News & Issues 2017b).

* As measured by the total number of facilities, each of
the three midsized chains, U.S. Renal Associates, DCI,
and American Renal Associates, grew by 26 percent,

3 percent, and 10 percent, respectively, while DaVita
and Fresenius each grew by 6 percent since 2016
(Neumann 2017).

Providers’ access to capital can be affected by factors
such as nongovernment and government investigations
and legal claims. In January 2017, the U.S. Attorney’s
Office in Boston subpoenaed several dialysis organizations
(including American Renal Associates, DaVita, and
Fresenius) regarding arrangements in which their
charitable donations fund dialysis treatment through a
premium assistance program operated by the American
Kidney Fund.!” One organization stated that the subpoena
is “...requesting information related to the company’s
payments and other interactions with the American
Kidney Fund and any efforts to educate patients qualified
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or enrolled in Medicare or Medicaid about enrollment

in ACA [Affordable Care Act]-compliant individual
marketplace plans...” (American Renal Associates
Holdings 2017). Before the federal subpoena, CMS issued
an interim final rule in December 2016 that would have
implemented new requirements for dialysis facilities that
make payments of premiums for individual market health
plans (either directly or through a third party).'® In January
2017, the federal court for the Eastern District of Texas
issued a temporary restraining order that prevented the
implementation of the interim final rule.

In addition to the federal subpoena, shareholders have
filed suit against one LDO concerning the alleged practice
of directing patients with government-subsidized health
insurance into private plans, and a large private payer filed
a lawsuit in U.S. District Court alleging that a midsized
publicly traded dialysis organization switched patients
from Medicare and Medicaid coverage to plans operated
by the commercial payer (Mathews 2016).

In public financial filings, the two LDOs reported positive
(“solid”) financial performance related to their dialysis
business for 2017, including strong organic volume and
revenue growth—that is, growth achieved apart from
mergers and acquisitions. Since 2010, the two LDOs have
grown through large acquisitions and mergers of other
dialysis facilities and other health care organizations.

For example, during this period, both large dialysis
organizations acquired midsized for-profit organizations:
DaVita acquired DSI Renal and Renal Ventures, and
Fresenius acquired Liberty Dialysis. In addition,

both organizations acquired large physician services
organizations: DaVita purchased HealthCare Partners,
which was at the time an operator of medical groups

and networks in several states, and Fresenius became a
majority shareholder in Sound Physicians and acquired
Cogent Healthcare.

In general, current growth trends among dialysis providers
suggest that the dialysis industry is attractive to for-profit
providers.

Medicare payments and providers’ costs

Each year, we examine the relationship between
Medicare’s payments and providers’ cost