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Reimbursement Incentives For Medical Care 
OBJECTIVES AND ALTERNATIVES 
PROGRAM EXPERIMENTATION 
U.S. DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE SOCIAL SECURITY ADMINISTRATION OFFICE OF RESEARCH AND STATISTICS March 1968 
FOREWORD 
The recent sharp increases in medical care prices have led to a widespread interest in the causes and in possible ways of containing and moderating further rises in costs.   With some fifty percent of all personal health care expenditures now covered by third-party paymentsprivate insurance, Medicare, Medicaid, and other public programsattention has centered on the potential importance of the methods of reimbursement used to pay for care. 
In February 1967, the Secretary of Health, Education, and Welfare recommended, in A Report of the President on Medical Care Prices, that the reimbursement formulas used in Medicare and Medicaid be reviewed "in an effort to find practical ways of increasing the incentives for hospitals and other health facilities to operate efficiently." Following The National Conference on Medical Costs in June 1967—in which, again, reimbursement formulas were cited as possible means of coping with rising costs—several economists and policymakers working with and in the Social Security Administration met informally to exchange ideas on the kinds of incentives for efficiency, economy, and effectiveness that could be introduced into the reimbursement formulas. 
The papers that follow are the outcome of these discussions. The first paper provides a review of the historical and legislative development of reimbursement formulas over the past half-century. The 
iii 
second provides an analysis of various types of reimbursement schemes, together with the economic framework in which they can be viewed. The final three papers present specific schemes for incentive reimbursement plans and describe how they can be evaluated. 
The papers represent an initial attempt to explore a very difficult area for research.   We hope they will stimulate others to carry forward both theoretical studies and the design of specific incentive reimbursement schemes.    These papers should in themselves be of use in the implementation of the provisions of the 1967 Amendments to the Social Security Act, which authorized the Secretary of Health, Education, and Welfare to experiment with various methods of reimbursement to organizatic and physicians under the Medicare, Medicaid, and child health programs. 
The papers were edited for publication by Mrs. Dena Motley of the Publications Staff of ORS. 
We issue the report at this time with the hope that it will make a real contribution to understanding and to policy formulation. 
Ida C. Merriam 
Assistant Commissioner for 
Research and Statistics 
March 1968 
iv 
CONTENTS 
THE LEGISLATIVE HISTORY OF HOSPITAL COST REIMBURSEMENT 
By Irwin Wolkstein 
History of Hospital Cost Reimbursement:    1920 to Present.. 
The Medicare Reimbursement Formula:    1957 to 1967 
Incentives for Economy and Efficiency: A Continuing Issue Reimbursement-Provision Changes before Congress: 1968 
II   AN ANALYSIS OF REIMBURSEMENT PLANS 
by Paul J. Feldstein 23 
23 
Introduction 
Objectives of Hospital-Reimbursement Schemes 23 
Process versus Output Incentives 2" 
Hospital-Reimbursement Systems 2? 
Payment Based on Relative Performance 28 
Reimbursement according to mean average costs of all 
hospitals in the community 31 
Modifications of the system of payment by mean average costs. 
Payment Based on Individual Performance 38 
Payment of full costs • ^8 
Payment based on fixed ("readiness to serve") and 
incremental costs y 
Decreasing payment with increasing length of stay Silliness (or Capitation) Payment Systems 45 
Criteria for Evaluating Reimbursement Systems 4-8 
Hospital Efficiency ^8 
Quality of Care & 
Hospitals Dropping Out of the System 5 I 
Shifting of Costs 51 
Improved Cost-Accounting Systems 
Administrative Costs of Alternative Systems 52 
Conclusions ^2 
v 
Ill   "AVERAGE INCREASE IN COSTS"—AN INCENTIVE-REIMBURSEMENT FORMULA FOR HOSPITALS 
by Saul Waldman  ^ 
Basis of the Average-Increase-in-Costs Plan 55 
Average Increase versus Average Cost W5G 
Extraordinary Costs versus Normal Costs                57 
Provisions of the Plan [......... 59 
Criteria for Grouping Hospitals  59 
The Base for Computing Increase in Cost '.'.'.'.59 
Quality of Care  ] '*£q 
Gains and Losses under the Plan  "51 
The "Loss" Hospital  63 
The Use of Gains 64. 
Evaluating the Effectiveness of the Plan . ........... 65 
Implementing the Incentive Plan 66 
Summary   />> 
IV   CAPITATION AS A METHOD OF REIMBURSEMENT TO HOSPITALS IN A MULTIHOSPITAL AREA 
By Robert M. Sigmond  71 
Why Capitation Reimbursement?  71 
The Yuma County Experiment ............72 
The Original Concept of Hospital Prepayment.. 7/ 
The Mechanics of the Plan ....'.'.'.'.'.'.'.75 
Possible Impacts  ''78 
Alternatives to Inpatient Care  '[73 
Coordination among Hospitals !!!!.*."! ^79 
Quality of Care 81 
Hospital/Patient Relationships  '.'.'.82 
Administrative Efficiency 83 
Reimbursement Agencies  ' '83 
Issues for Study under Experimentation  '.$£ 
Annual Adjustment of the Capitation  '. '.8U 
Experience Rating [' 
Elimination of the Guarantee  ...........85 
Negotiations between Hospitals ■............85 
Nonreimbursable Services [ [ [       '.'.'." *86 
vi 
V   A PROPOSAL FOR CAPITATION REIMBURSEMENT TO MEDICAL GROUPS FOR TOTAL MEDICAL CARE 
by Paul J. Feldstein 8/ 
The Proposal 
Objectives  9 
Probable Effects 
Promotion of Group Practice 
Less Duplication of Facilities 91 
Incentives toward Hospital Efficiency 92 
More Effective Use of Facilities 92 
Increased Use of Less Skilled Personnel 92 
Increased Supply of Physician Services 93 
Increased Provision of Preventive Care V4 
Increased Use of Generic Drugs 95 
Innovations in the Organization and Delivery 
of Medical Care 95 
Quality  , 
The Element of Choice ?u 
Accreditation of Medical Groups 9b 
The Concept of Size and Permanence 97 
Ongoing Quality Review 98 
Criteria for Evaluation 'ZZ 
How to Develop Groups for Experimentation 102 
Conclusions ^ 
vii 
THE LEGISLATIVE HISTORY OF HOSPITAL COST REIMBURSEMENT 
Irwin Wolkstein 
Medicare history cannot be separated from the history of medical care both preceding and coinciding with the consideration of Federal health insurance legislation.   Legislative history is the record of events and policy statements that can be used to determine what administrative policy provisions and regulations are appropriate to implement a law. It is generally reasonable to assume, in the absence of other specific indications, that the legislation intended to follow current customs, I.e., nonlegislative history is also legislative history. 
The history of Medicare is long and voluminous.   At least as much of the history of the Medicare law is unwritten as appears in the official records.   It will not be possible, therefore, in the space and time that can reasonably be allocated to this subject, to treat every point—either recorded or unrecorded.   However, it is our intention to review the major events that produced the enacted reimbursement provisions and to review the policy that appears to underlie the law. 
History of Hospital Cost Reimbursement:    1920 to Present 
It may be well to begin with a brief review of the history of thirdparty cost reimbursement for hospital care.    Blue Cross is less than four decades old, and the systematic provision of governmental financial 
Irwin Wolkstein is assistant director, Division of Policy and Standards, Bureau of Health Insurance, Social Security Administration.   His paper was previously issued for the Secretary's Advisory Committee on Hospital Effectiveness (U.S. Department of Health, Education, and Welfare). 
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support for medical care received privately is about the same age. Hospital-cost reimbursement came into being when large third-party payers for care developed.    Special methods of purchase generally apply when the purchaser buys in large quantities from a single seller. Seldom does the large purchaser pay the usual market price paid by the individual buyer.    Instead, competitive bids are let, contracts are made, specifications are established, and sometimes the profit to the seller is negotiated.   When mass purchasing developed in the hospital field some of the same forces came into play, as in the case of large-scale purchase of other services and commodities.   There are special factors relevant to the purchase of hospital services different from those occurring elsewhere.   Nonprofit and Government ownership are predominant in the hospital field, and competitive free-market forces do not come into play fully in this industry—in part, at least, because there are relatively few sellers of hospital services in any given healthservice-market area. 
Hospital-cost reimbursement has been traced to the early 1920's, when the Pennsylvania Department of Welfare developed such a reimbursement system for its use in the administration of its State aid program, l/ Under this program, payments to individual health-care institutions were made on the basis of the estimated cost per patient day. This program was responsible for the establishment of some of the classifications of accounts that later served as the basis for the financial reports for hospitals developed by the Cleveland National Council and 
1/   Isidore S. Falk , C. Rufus Rorem, and Martha D. Ring, The Costs of Medical Care (Chicago, 111.:    University of Chicago Press, 1933). 
the Duke Endowment.   Their ideas for hospital financial reports, as well as those of the United Hospital Fund of New York City, formed the basis for the report of the Committee on Accounting of the American Hospital Association, published in May 1935, which provided for a system of classification of hospital financial accounts and for using it in effective hospital management.2/ 
The Federal Government first became involved in hospital-care reimbursement   in the 1930's, when the Children's Bureau provided for cost reimbursement for the hospital care of crippled children in nongovernmental institutions.    In determining how to calculate per diem costs, a committee developed the idea of "reimbursable cost" as opposed to full hospital costs, some of which were obviously not for patient care.    During the 1930's and early 1940"s, the forms developed by the Children's Bureau for calculating per diem reimbursable cost were used by the Emergency Maternity and Infant Care Program for dependents of servicemen.     These forms later served as the starting point for the development of "Joint Hospital Form No. 1," which has been used by the Children's Bureau, the Veterans' Administration, the Office of Vocational Rehabilitation, and the Division of Indian Health.    This method for determining reimbursable costs was adopted with various modifications by a number of Blue Cross plans.3_/ 
2/   Hospital Accounting and Statistics   (Chicago, 111.: American 
Hospital Association, 1935). 
2/   Herman Somers and Anne R. Somers, Medicare and the Hospitals: Issues and Prospects (Washington, D.C.:    The Brookings Institution, September 1967). 
4- Wolkstein 
Although about two-thirds of the 76 Blue Cross plans now reimburse hospitals on a cost basis, these plans do not agree fully on which items   of hospital cost are reimbursable or on the formulas to use to determine the rate of reimbursement.    For example, education and research are treated differently in different plans; some plans allow explicitly for the cost of depreciation as a reimbursable-cost item, while others allow a "plus" factor, which is added to accounted-for costs, at least in part, instead of depreciation.   Recognizing the problems arising from a proliferation of reimbursable-cost concepts, the American Hospital Association, in 1953, first published its "Principles of Payment for Hospital Care," providing standards for third-party hospital-cost reimbursement.    Revised editions of these principles were published in 1962 (March and September)^/, 1963, and 1965. 
The following important criteria, included in the AHA principles, are intended to establish standards of adequacy and equity for a costbased method of reimbursement: 
(1) that the amount and method of payment be adequate to cover the current cost of providing services, with allowance for periodic adjustment of such payments to account for the cost of expanding and improving quality of care; 
(2) ' that the amount paid by the third party equal the cost incurred in providing those services for which they are financially responsible under the contractual agreement with the hospital and, further, that such amount should be adequate for providing a high quality of care; 
U   Principles of Payment for Hospital Care (Chicagoy 111.: American Hospital Association, 1962). 
(3)   that payment for the cost of services rendered to beneficiaries of third-party purchasers obligate the hospital to provide the needed facilities and a high quality of service with maximum efficiency; U)   that, in paying the costs of similar services furnished by different hospitals, recognition be given to the justifiable variations in the costs incurred by different hospitals in providing the same service.^/ 
In addition, the AHA principles recommend inclusion of the following items in the computation of reimbursable cost: 
(1) an allowance for identifiable expenditures made for medical research, but only to the extent that such research is directly related to the usual care of patients and is not otherwise financed; 
(2) a reasonable amount for the cost of educating and training the technical and professional health-services personnel needed to provide patient care, but only until such time as the community is prepared to assume the responsibility for such costs. 
(3) an allowance for expenditures necessary to maintain operational efficiency of plant facilities, including minor remodeling expenditures (which do not, in fact, enhance the capital value of the facilities) for purposes of improving efficiency and economy of hospital operations; U)    an amount equal to the expense incurred by a hospital in providing services by members of religious orders, but not to exceed 
the expense that would have been incurred had the services been performed by'paid employees; 
5/   Ibid. (1965). 
6 
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(5) an amount equal to a reasonable rate of net interest incurred on capital indebtedness; 
(6) an allowance for depreciation on buildings and equipment (with the recommendation that funds so provided be deposited in an account restricted to use for capital purposes).6/ 
The principles and processes for cost reimbursement recognize some of the limitations of this system that have recently been receiving wide attention.   The AHA has not espoused payment of any hospital cost regardess of how high it may be, and, in addition to supporting reimbursement for reasonable but not necessarily total costs for education and interest, has agreed to the possible need for ceilings on the amounts paid to hospitals: 
If a hospital's costs depart substantially from other hospitals of similar size, scope of services and utilization, maximum reimbursement may be established through agreement reached between third-party purchasers and hospitals.?/ 
While organized hospitals have recently often supported reimbursement 
on an average per diem basis, the AHA principles provide for allowing 
for variation in services used by different types of patients: 
An average per diem cost, computed under a reimbursable cost formula, should be used to establish a rate of payment under contractual agreements with third-party agencies when the patients for whom a contracting agency is responsible are average for the hospital concerned. 
Patients paid for by   specific third-party agencies may be atypical for a variety of reasons.   For example, all patients might be hospitalized for obstetrical care, and reimbursable cost   for this group might not be average cost for all patients in the hospital.    A third-party agency might wish to have all 
6/ Ibid. 7/ Ibid. 
7 
of its beneficiaries hospitalized in semiprivate rooms, which might cost more than average cost, or all beneficiaries of another agency might be chronic patients requiring long periods of hospitalization with relatively small amounts of special services at less than average cost.    In such situations, it may be necessary to develop more detailed cost data or other factual information for the purpose of demonstrating the extent to which a reimbursement rate should deviate from the overfall average patient day cost.8/ 
The issue of the fairness of distribution of costs among various groups has resulted in the development of interest in the last 10 years or so in the RCC approach (ratio of charges to charges), under which the cost attributable to a particular group is estimated from the ratio of the charges for the patients in that group to the charges for all patients of the hospital. 
A departure from the  straight average per diem approach to cost finding also took place because of concern in connection with some of the unfortunate economic incentives that might develop.    For one thing, use of the average per diem approach tended to result in underpayments to a hospital for the first days of hospital stays and overpayments for the later days.    It was thought that such an approach might induce unduly long stays.    The Philadelphia Blue Cross plan for many years paid a per diem rate that was highest for the first day of stay and was reduced thereafter in an effort to discourage such a result.J_/ 
The group-practice-prepayment plans have for a long time sponsored per capita reimbursement for the totality of health services—hospital and nonhospital.   Per capita reimbursement under these circumstances 
8/ Ibid. 
2/   Blue Cross Member Hospital Contract (Philadelphia, Pa.: The Associated Hospital Service of Philadelphia, July 1958). 
s 
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provides an economic incentive to treat outside the hospital rather than to hospitalize, since reimbursement is not increased when surgery or other expensive hospital services are furnished. 
Two other reimbursement systems were tried in Saskatchewan.10/ Under one of these systems, hospital reimbursement was based on reimbursement points, given for the various types of services the hospital offered. The more services offered, the higher the amount of reimbursement; but, theoretically, all hospitals with the same services would, under this system, be reimbursed the same.    This system was discarded, and a system was substituted under which hospital budgets were computed. Budgeted costs were divided between fixed costs and costs that vary with patient load.    The hospital was then paid its fixed costs periodically throughout the year, and to these payments were added payments reflecting the variable cost incurred, which depended on the number of patients served. Under this system a hospital did not need patients in order to survive; in fact, the reimbursement factors were set at levels that would create a financial disadvantage to the hospital when patient loads rose. Budget review before the year began was intended to prevent allocations of funds to projects not considered of highest priority. 
One final approach to reimbursement might be mentioned.    Under this system, which is often treated as being charge, not cost, reimbursement, the third-party payer—Cleveland Blue Cross is sometimes cited as an example—negotiates the charges it will pay in the ensuing period. Any change in charges must be submitted for approval; such approval depends 
10/   Malcolm G. Taylor, The Administration of Health Insurance in GajLada (Toronto:    Oxford University Press, 1956). 
9 
on considerations of past and projected future costs.   The negotiatedcharge system provides a direct incentive to economy because the hospital retains the additions to net income that flow to it when actual costs are below those projected.   Of course, the hospital may find it difficult to obtain a subsequent increase in charges until its projected costs provide a justification.   Thus, charge and cost reimbursement by third parties may sometimes be quite similar. 
The Medicare Reimbursement Formula;   1957 to 1967 
Medicare in roughly its present dimensions became a major political 
issue with the introduction of the Forand bill in 1957.    Aime Forand 
was second in seniority   only to the Chairman, Wilbur D. Mills, in the 
House Committee on Ways and Means.   The Forand bills of 1957 and 1959 
provided for payment to hospitals on the basis of average per diem costs. 
These bills were not favored by the Administration , then under President 
Dwight D. Eisenhower.   The 1957 bill 11/ and 1959 bill 12/ provided that 
the amount of the payments . .  . shall be determined on the basis of the reasonable cost incurred by the hospital or nursing home for all bed patients, or, when use of such a basis is impractical for the hospital or nursing home or inequitable to the institution or the Federal Old-Age and Survivors Insurance Trust Fund, on a reasonably equivalent basis. 
Testifying before the House Committee on Ways and Means on the 1959 Forand bill, Mr. Frank A. Groner, representing the American Hospital 
11/   H.R. 94.67, introduced by Representative Aime J. Forand (D., 
Rhode Island)', August 27, 1967, 85th Cong., 1st Sess. 
12/   H.R. 4700, introduced by Representative Aime J. torand {U., 
Rhode Island), February 18, 1959, 86th Cong., 1st Sess. 
10 
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Association, mentioned some of the issues in this reimbursement provision: 
There are a great many questions involved in determining hospital costs, and some of them are both difficult and controversial, as several public hearings on Blue Cross have lately demonstrated.    I can only suggest a few of the major points involved:   Should costs be averaged for the entire patient population although some make far greater than average demands upon laboratory and other ancillary services?   If so, should the same daily average be applied to all, despite the fact that the aged have longer stays and require less intensive care?   Is depreciation a proper charge to be included in costs?   What about the cost of the educational functions?   How about the costs of caring for the indigent, insofar as that cost Is not met from public funds?13_/ 
During the period after the Forand bill was introduced, some of the staff of the Department of Health, Education, and Welfare began to consider how the proposed program might be administered if enacted and, for purposes of the protracted consideration of the bill and related measures by the Committee on Ways and Means in I960, began to form positions on how the bill should be modified. 
Many of the suggestions that had been made for improvement in the Forand bill were reflected in the bill introduced by Senator Pat McNamara in May 1960.14/   This bill did not tie hospital reimbursement to paying the average cost for all inpatients,  and the new reimbursement approach appeared in an amendment to H.R. 12580 (the bill that became the Social Security Amendments of i960), subsequently introduced by Senator Clinton Anderson with strong backing of Senator John F. Kennedy, 
12/   U.S., Congress, House, Committee on Ways and Means, Hearings on H.R. ^700. Hospital. Nursing Home, and Surgical Benefits for OASI Beneficiaries. 86th Cong., 1st Sess., July 15, 1959, p. 353. 
14/   S. 3503, introduced by Senator Pat McNamara (D., Michigan) May 6, i960, 86th Cong., 2d Sess. 
11 
who had won the presidential nomination of the Democratic party.15/ 
Although the amendment failed passage, it set the stage for subsequent 
King-Anderson bills.    Under its provisions, the Secretary would have 
been given considerable leeway; payment would have been made for the 
reasonable cost of covered services, with the Secretary authorized to 
determine such costs by using "such methods of estimating as he may 
by regulations prescribe." 
The King-Anderson bills    (H.R. ^222 and S. 909), 16/   introduced in 
1961 as Kennedy Administration bills, provided for payment on a reasonable 
cost basis, but also did not tie the program to an average per diem 
payment.    Instead, the bills left the specific method for determining 
"reasonable costs" to the Secretary: 
(b)   The amount paid to any provider of services with respect to services for which payment may be made under this title shall be the reasonable cost of such services, as determined in accordance with regulations establishing the method or methods to be used in determining such costs for various types of classes of institutions, services, and agencies. 
Mr. Groner's testimony on the 1961 bill reflected the AHA's concern about paying "reasonable" rather than full costs.    However, the consistency with the AHA principles of paying reasonable, not necessarily full, costs was recognized by both the Congress and   Mr. Groner: 
1$/   Amendment 6-30-60-B to H.R. 12580, proposed by Senator Clinton P. Anderson (D., New Mexico), June 30, I960, 86th Cong., 2d Sess. 
16/   H.R. 4.222, introduced by Representative    Cecil R. King (D., California), February 13, 1961, 87th Cong., 1st Sess.; and S. 909, introduced by Senator Clinton P. Anderson (D., New Mexico), February 13, 1961,87th Cong., 1st Sess. 
12 
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Mr. KING.    ... I understand that you may have some reservations about the word "reasonable" in the provisions for payment under the bill on the basis of reasonable cost.   We intended this phrase to follow the principle 3.4-00 in your principles for reimbursement, which I will not quote.   Will you comment on that? 
Mr. GRONER.    Our only objection to the word "reasonable" is the shades of interpretation.   I do not think we would fight, bleed, and die for this.   I do not think this is as important as some of our other testimony. But we do think there would be shades of interpretation and this is the only reason it is made. 
Mr. KING.   It would not be too difficult to work out if there were some modifications or suggestions? 
Mr. GRONER.   I would not anticipate any difficulty. YjJ While Mr. Groner did not finally express strong reservations on limiting the coverage of hospital cost to an amount that was found to be reasonable, this limitation was one on which the American Medical Association made a big point in the argument against the bill. 
In opposing H.R. 4.222, the American Medical Association asserted that use of "reasonable cost" as the basis for reimbursement would mean that the Government might either be so conscious of cost that the quality of care would be lowered or that the costs would quickly soar out of control.    Representative Cecil R. King, rebutting the AMA testimony point by point, stated in his response to their cost allegations that: 
another example is their statement that the Government has two choices:    First, it will either be so budget conscious it will lower the quality of care; or second, the program will be faced with runaway costs.    .  .  . They wish to avoid 
17/   U.S., Congress, House, Committee on Ways and Means, Hearings. on H.R. 4-222, Health Services for the Aged under the Social Security Insurance System, 87th Cong., 1st Sess., July 26, 1961, I, 255. 
13 
consideration of the possibility that the program will operate well—with an eye for assuring that high quality of care is encouraged and at the same time that money is not wasted.    Utilization committees and payment made on a cost basis, as H.R. 4222 provides, will mean that costs are in keeping with the necessary services provided.18/ 
In June 1962, Senator Anderson introduced a Senate floor amendment 19_/ to the proposed 1962 social security amendments (H.R. 10606) The amendment included several modifications designed to meet the objections that had been raised with respect to S. 909. 20/   To meet the criticisms that the Secretary would have been given excessive control in setting the amounts to be paid providers of service under S. 909, the amendment required the Secretary to consider "the principles generally applied by national organizations (that have developed such principles) in computing the amount of payment." 
The 1963 King-Anderson bill 21/ and the Anderson-Gore amendment to the social security bill, 22/ which passed the Senate in 1964, provided substantially the same reimbursement provisions.    The reimbursement provisions—specifically, the word "reasonable"—remained one of the major concerns of opponents.   The drug manufacturers feared it would be used to place a limit on payments for trade-name drugs.    The insurance 
18/   Statement by Honorable Cecil R. King of California, March 5, 1962, Congressional Record—House, 87th Cong., 2d Sess. 
12/ Amendment 6-29-62-4 to H.R. 10606, proposed by Senator Clinton P. Anderson (D., New Mexico), June 29, 1962, Congressional Record—Senate 87th Cong., 2d Sess. 
20/   Footnote 16, above. 
21/   H.R. 3920, introduced by Representative Cecil R. King (D., California), March 21, 1963, 88th Cong., 1st Sess. 
22/   Amendment No. 1178 to H.R. 11865, proposed by Senator Clinton P. Anderson (D., New Mexico) and Senator Albert Gore (D., Tennessee), August U, 1964, 88th Cong., 2d Sess. 
^ Wolkstein 
industry expressed concern at hearings that costs covered by Medicare would be more or less operating costs, and the charge-paying patient would thus have to pay more of the costs not met by Medicare. 
The 1965 King-Anderson bill (H.R. l) 22/ was also introduced as an Administration bill.    This bill added further detail to the definition of "reasonable cost" by providing that the methods used in determining costs under the program be such that the program would not bear the cost of noncovered individuals.    This provision, which was included in the enacted version of the Medicare legislation makes clear what policy answer was intended to the question raised by Dr. Edwin L. Crosby, executive vice president of the American Hospital Association, when he testified: 
The problem which we will face if we get into this kind of program is that the average daily cost for the aged is probably lower than the average daily cost for the acutely ill, the nonaged.24/ 
The provision of the I965 bill—and the enacted law—also responds to the concern of the insurance industry that the distribution of costs between Medicare and non-Medicare patients be equitable. Considering the reimbursement provision of H.R. 1, the Committee on Ways and Means, and the Administration, made it clear that neither wanted to blaze new trails.    The aim of both was to follow and to conform to principles of 
22/   H.R. 1, introduced by Representative Cecil R. King (D California), January 4, 1965, 89th Cong., 1st Sess. 
24/   U.S., Congress, House, Committee on Ways and Means, Executive Hearings, on H R, 1, Medial  Care for the Aged. 89th Cong., 1st Sess., February 2, 1965, Part 1, p. 252T 
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payment already being used by other third-party payers.2^ As 
Commissioner of Social Security Robert M. Ball stated before the 
House Ways and Means Committee: 
We would be following the reimbursement principles that are by and large followed by Blue Cross and those that are advocated by the American Hospital Association, and that is that we do not reimburse on the basis of charges at all, but rather through the development of cost information from that particular hospital about the cost of services not charges.26/ 
In the discussion before the Ways and Means Committee, extensive 
consideration was given to intended policy, and some of the material 
that had been expected to be included in Committee report was included 
in the bill language itself.   The Committee's bill provided the following 
definition of "reasonable cost": 
The reasonable cost of any services shall be determined in accordance with regulations establishing the method or methods to be used, and the items to be included, in determining such costs for various types or classes of institutions, agencies, and services; except that in any case to which paragraph (2) or (3) applies, the amount of the payment determined under such paragraph with respect to the services involved shall be considered the reasonable cost of such services. In prescribing the regulations referred to in the preceding sentence, the Secretary shall consider, among other things, the principles generally applied by national organizations or established prepayment organizations (which have developed such principles) in computing the amount of payment, to be made by persons other than the recipients of services, to providers of services on account of services furnished to such recipients by such providers.    Such regulations may provide for determination of the costs of services on a per diem, per unit, per capita, or other basis, may provide 
2^/   U.S., Congress, House, Committee on Ways and Means, Committee Report on H.R. 6675. Report No. 213, 89th Cong., 1st Sess., March 29, 1965, 
31 
26/   U.S., Congress, House, Committee on Ways and Means, Executive Hearings, on H.R. 1. Medical Care for the Aged. 89th Cong., 1st Sess., January 28, 1965, Part 1, p. 140. 
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for using different methods in different circumstances, may 
provide for the use of estimates of costs of particular items 
or services, and may provide for the use of charges or a percentage 
of charges where this method reasonably reflects the costs. 
Such regulations shall (A) take into account both direct and 
indirect costs of providers of services in order that, under 
the methods of determining costs, the costs with respect to 
individuals covered by the insurance programs established 
by this title will not be borne by individuals not so covered, 
and the costs with respect to individuals not so covered 
will not be borne by such insurance programs, and (B) provide 
for the making of suitable retroactive corrective adjustments 
where, for a provider of services for any fiscal period, the 
aggregate reimbursement produced by the methods of determining 
costs proves to be either inadequate or excessive.27/ 
The 1965 law answered many questions but controversy over reimbursement continued; the Medicare reimbursement provisions were amended only one year after the initial law was enacted.    In 1966, Senator Jack Miller of Iowa introduced on the floor of the Senate an amendment to a bill dealing with the Internal Revenue Service.   The amendment provided that: 
(a) "reasonable costs" for extended care facilities shall include a return on the fair market value of the facility (determined in accordance with FHA or similar appraisals) sufficient to attract capital investment 
(b) In determining reasonable costs under this subsection, the Secretary shall consider, among other things, the need of extended care facilities for (l) replacement of plant and equipment, (2) modernization and growth,  specifically provisions through earnings for the long-range amortization of the principal of indebtedness incurred to finance modernization and growth, 
(3) research and comprehensive health planning, U) reasonable rentals and reasonable interest-type returns on properties and money capital where supplied by the providers, (5) provisions for uninsurable risks and other business-type responsibilities, as well as property, income and other taxes, where these cannot be shifted and are borne by proprietors, and (6) payment of a return greater than that customarily paid (a) to public utility companies because of the recognition that extended care facilities operate in a competitive field and (b) to investors in risk free ventures.28/ 
27/   H.R. 6675, introduced by Representative Wilbur D. Mills (D Arkansas), March 2U, 1965, 89th Gong., 1st Sess.  (sec. 1861 (v)). t Amendment to H.R. 6958, proposed by Senator Jack Miller (R 
Iowa), September 22, 1966, Congressional Record-_SftTlw+,p   89th Cong.,2d Sess. 
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The amendment, receiving the support of Senator Russell B. Long 
of Louisiana (Chairman, Committee on Finance), was agreed to by the 
Senate and went to conference.    The conference committee agreed on a 
substitute amendment providing that: 
regulations on cost for extended care services furnished by proprietary facilities shall include provision for specific recognition of a reasonable return on equity capital, including necessary working capital, invested in the facility and used in the furnishing of such services, in lieu of other allowances to the extent that they reflect similar items.    The rate of return recognized pursuant to the preceding sentence for determining the reasonable cost of any services furnished in any fiscal period shall not exceed one-and-one-half times the average of the rates of interest, for each of the months any part of which is included in such fiscal period, on obligations issued for purchase by the Federal Hospital Insurance Trust Fund. 
The committee report commented on the provisions, saying: 
It is expected that in recognition of this amendment the 2 percent of operating costs which would be allowed, in lieu of specific allowances for "other costs," under the proposed regulations of the Secretary of Health, Education, and Welfare will in the case of extended care services provided by proprietary facilities be reduced by one-fourth, to a total of 1 l/2 percent of the operating costs. 
The conferees expect that the Secretary of Health, Education, and Welfare will apply similar or comparable principles in determining reasonable costs for reimbursement of proprietary hospitals  for services furnished by them.29/ 
It might be noted that the issue of including a profit as part of cost for proprietary institutions was never specifically considered by the Committee on Ways and Means prior to passage of the original law. Some members of the Department staff had thought a profit for this group, much as provided in the enacted amendment, would be provided 
29/   U.S., Congress, House, Conference Report, to accompany H.R. 6958. Reimbursement for Proprietary Extended Care Facilities Under Medicare, Report No. 2317, 89th Cong., 2d Sess. 
for in regulations.    However, this profit provision for proprietaryinstitutions turned out to be very controversial; the nonprofit hospitals argued that a difference in rules between proprietary and nonprofit institutions was inappropriate and, in particular, that it was wrong to pay them less because they were nonprofit. 
Incentives for Economy and Efficiency:    A Continuing Issue Any system of reimbursement is likely to produce a set of incentives to do what will be   of greatest financial advantage to the hospital. This was known during the period of Medicare development, and incentive issues underlay some of the legislative decisions.    Medicare's approach to financial incentives to efficiency is essentially a philosophy of neutrality.    The major idea was that Medicare should not detract from the existing incentives to efficiency, economy, and quality.    This is much like the principle on which a physician approaches a patient: the first thing is not to harm him.   Medicare's neutrality toward Incentives is superior to the posture of many existing health insurance programs. One of the complaints has been that much of private health insurance has provided coverage for hospital inpatient care and little else. Excessive use of the most expensive form of care appears to have resulted. Medicare's coverage of extended-facility care and outpatient care was intended to avoid introducing Incentives not to do what a rational medical-care system should, and usually will, do. 
It was recognized that in some cases patients prefer to stay in hospitals unduly long, or that physicians may not give deserved consideration to the economic need to minimize the duration of stay and the amount 
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of service provided.   Medicare's approach to these problems was to require hospital committee utilization review and physician certification of the medical necessity of services.   These requirements established a procedure for review of admissions, duration of stay, and services furnished.    After 20 days of continuous service, the utilization-review committee determines in all cases whether further services are needed. A peer review, such as is employed in utilization review, has frequently been found very helpful in establishing good practices in other fields. While utilization review had existed before Medicare, notably in the Pittsburgh area, it has been given considerable impetus by its embodiment in Medicare bills since I960 and in the enacted law. 
Another criticism of health insurance has been that one of its results is that the patient is no longer interested in cost. Some people have supported the Medicare deductibles and coinsurance because these provisions keep some patient economic self-interest in the picture. 
A possible further encouragement to efficiency resulting from Medicare may ensue from its requirements for cost records, cost allocations, and cost reporting.    Increased knowledge of the costs of the various hospital services, although many hospitals objected to Medicare's requiring cost accounting, may result in better planning for their use and better pricing of services.    Furthermore, the accumulation of the cost reports and the statistics derived from them will permit more sophisticated comparison of hospitals than has ever before been possible. Public exposure of interinstitutional differences may be a very powerful incentive for high-cost hospitals to economize.    There is also in Medicare a potential weapon against excessive costs.    Under the law, 
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those costs that are unreasonably high in relation to those of other hospitals need not be paid.   As data on actual experience are collected, the degree to which this penalty on high costs needs to be applied will become more clear. 
It should be understood that the potential for economy through financial rewards and deterrents is limited.    There are many motivations and factors in a complex hospital other than maximizing net operating income from third parties.    For one thing, contributions from the community at large, as from specific donors, may sometimes be induced by almost the opposite of economy of operation.    The success of a hospital in its administration may be measured not merely by hospital efficiency but also by the completeness of hospital facilities, the fame of its staff, and the wealth of its patients.   None of these is necessarily highly correlated with efficiency.    Ability to attract staff and desirable patients does not always accompany low cost of operation.   The most desirable patients, who will pay substantial sums out of pocket for the use of special services, are not attracted by low cost.    The problem of incentives towards efficiency is not a simple one to which the answer is known. 
Reimbursement-Provision Changes before Congress; 1Q68 The legislative history of Medicare reimbursement is not yet over; it is more nearly a continued story.    The Administration social security bill introduced this year included a provision under which payments for capital costs of hospitals would in the future not be made if the 
21 
Legislative History of Reimbursement 
capital expenditure were disapproved by the State health-planning body.^O/ This provision, under which Medicare reimbursement would be coordin; ted with State planning, would use the stick of reduced reimbursement aj an incentive toward health-system efficiency.    Many experts believe the most promising area for gains in efficiency is related to improvement in the system.   Medicare can do little positively in this direction, but again, a first duty is "not to do harm," and the coordination of Medicare with system planning is necessary to avoid Medicare interference with planning. 
As hospitals' costs have risen so unusually sharply, further interest has developed in various approaches to reimbursing hospitals in ways that would provide financial rewards for efficiency improvements and thereby induce more steps in this direction.   There seemed to be no approach that had been sufficiently proved to be recommended for adoption.   What seemed reasonable, and was so found by Wilbur Mills, was a legislative provision to allow for experiments with various incentivereimbursement formulas.    Should this provision be enacted, as now seems very likely, much more may come to be known in future   years about efficiency in hospitals and what induces it.   This and other new knowledge are likely to be reflected in future installments of the legislative history of Medicare. 
20/   H.R. 5710, introduced by Representative Wilbur D. Mills (D., Arkansas), February 20, 1967, 90th Cong., 1st Sess. 
AN ANALYSIS OF REIMBURSEMENT PLANS Paul J. Feldstein 
Introduction 
The purpose of this paper is to present a framework for analyzing the effects of several suggested methods for hospital reimbursement under Medicare.    Although no attempt is made to discuss all possible reimbursement mechanisms, it is hoped that the framework and criteria offered are sufficiently general, so that additional reimbursement methods can be considered as modifications in design and effect of the models discussed, and that the paper can thus serve as a background document for future evaluation of reimbursement systems. 
Objectives of Hospital-Reimbursement Schemes 
It is possible to choose between two objectives in selecting a hospital-incentive-reimbursement system.    The first objective would be to minimize the cost of hospital care for given levels of care, while the second would be to minimize the cost of an illness episode.    Under various reimbursement schemes, either one, both, or neither of these objectives may be achieved.   Ideally, it would be desirable for a reimbursement 
Paul J. Feldstein is associate professor, Program in Hospital Administration, School of Public Health, and the Department of Economics, Umversity of Michigan; while on leave he has been a member of the staff of the Division of Health Insurance Studies, Office of Research and Statxstics, Social Security Administration. 
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method to achieve both goals; however, since this may not occur, there should be some discussion regarding the objectives of a hospitalreimbursement scheme. 
For purposes of definition, a payment scheme that seeks to reduce institutional costs by means of cost-saving techniques and equipment is defined as having the minimization of hospital costs as its goal. A payment scheme that results in the transfer of patients to less costly institutional settings as is medically possible (e.g., from the hospital to the nursing home to home care) has the minimization of the total cost of an illness as its goal.   In the first case, the emphasis is on efficiency, whereas in the second, it is on effective use of facilities. 
Both goals are problems in achieving greater efficiency.    In the first case, the hospital is the firm combining a series of inputs to minimize the cost of a given output.    In the second, some other unit may be the firm (physician, patient, or even hospital) combining the inputs, which in this case are institutions, in such a manner as to minimize the cost of an illness to the patient.   Hospital costs in the first case become an input into the decision-making process in the second. The payment systems, incentives operating, and assumptions about the purchaser in these two cases may not be the same, and are therefore treated separately. 
While it would be desirable and sometimes possible to achieve both of these goals—efficiency and effective use—certain reimbursement systems may, in achieving one of the goals, have no effect or a negative effect on the achievement of the other goal.    For example, a payment system that seeks to transfer patients to less costly institutions may have no effect on increasing efficiency in any of the institutional settings, 
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Similarly, a payment system that results in a tendency toward hospital efficiency and also toward early discharge may increase the total costs of illness and shift them from the hospital to the patient.   This shift may be either strictly financial or it may be social, i.e., by increasing the patient1s hardships if there is no one available to care for him at home.   Such a shift can take place if alternative institutions are not available or if care in such institutions is not covered by insurance. 
Therefore, in order for hospital costs to be minimized, there must be a tendency toward efficiency—to produce the same product, with the same level of quality, at a lower cost.    In order for total illness costs to be minimized, there must be a tendency toward effective use of all the different institutional settings, i.e., patients are placed in or transferred to that setting that can provide the necessary care at the lowest cost.   However, in examining this latter alternative, care must be taken to ascertain whether (a) alternative facilities are available, (b) the payment mechanism covers use in alternative facilities (the home as another institutional setting should not be disregarded), and(c) the administrative, social, and medical costs of transfer are less than the gain from transferring. 
Since these two objectives, efficiency of hospital care and effective use of institutions, are not necessarily related, the incentives for achieving them also may not be the same.    Therefore, the discussion of these alternative incentive systems-increasing efficiency within a particular institutional setting and increasing effective use of alternative institutions-will be discussed separately in the sections below on hospital reimbursement systems and illness (or capitation) payment systems. 
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Process versus Output Incentives 
Generally, two major types of incentive systems have been suggested to attain either or both of the above objectives.    One is to promote incentives in what may be called the "process" for providing care, while the other is to develop incentives toward achieving the specified output directly.    Examples of process incentives include rewarding hospitals if they subscribe to data-collecting agencies such as Hospital Administrative Services (HAS) or the Professional Activities Study (PAS) and, further, crediting them if they develop certain institutional structures within the hospital, such as utilization-review committees.    Such process incentives have as their expectation that if these tasks are undertaken, then reductions in cost for specified output will result. However, rewards for process incentives may lead to the production of a great many of the processes without any necessary change in the cost of care. 
Direct-output incentives, on the other hand, base their rewards and penalties on the final output itself, i.e., on a given quality of care at minimum cost.    These are similar to the incentives under which the private sector of the economy operates, where rewards are related to prices and to the costs of production of the output.    Such incentives not only encourage desirable processes to be undertaken, but also encourage a greater search for applicable information and technology from other fields. 
Therefore, the assumption made in this paper is that the incentives are directed toward the final product rather than toward the process. If, on the other hand, process incentives were desired, then a list of them would have to be developed, supported by empirical evidence demonstrating that process incentives do in fact work. 
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Analysis of Reimbursement Plans 
Reimbursement systems involving various incentives directed toward the final product are considered in the following sections. Hospitalreimbursement systems which are aimed at efficiency of operation are considered first.   Detailed attention is given to reimbursement systems that measure the performance of hospitals in relation to each other; then, payment systems based on the hospital's individual performance are dealt with.    Next are set forth payment systems designed to minimize the cost of an entire illness episode and to increase the effective utilization of different kinds of institutions. 
Hospital-Reimbursement Systems In the discussion of alternative hospital-payment systems, reference is made either to a hospital's relative cost curve (compared to other hospitals) or to its own average and marginal cost curves.    In figures 1, 2, and 3 (pp. 30, 31), the average cost curve is represented as being U-shaped, as is suggested by economic theory.    The average cost curves represent the average cost per unit (e.g., a patient day) at different levels of output (e.g., number of patient days).    In different cases, this average cost curve may represent the average cost of caring for all patients in the hospital, the average cost of caring for a particular type of patient, or the average cost of providing a given service to patients. With regard to the different payment systems to be discussed, what the average cost curve represents is specified in each of the payment systems considered. 
Reference is also made in the following sections to both long-run (LRAC) and short-run (SRAC) average cost curves.    The difference between these curves is that, in the short-run, not all the components of hospital costs can be changed, e.g., scale of plant, while in the long run, the 
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the time period is long enough for all components, including size of hospital, to be varied. 
There are also long-run (LRMC) and short-run (SRMC) marginal cost curves, which are similar to the LRAC and SRAC.    These represent the additional costs (increments to total costs) incurred by increasing output (e.g., patient days) by an additional unit.   LRMC include all the additional costs for handling an additional patient, such as an increase in bed capacity and staff, etc., while SRMC represent those additional costs that will be incurred—given the existing hospitals' facilities and staff—for caring for an additional patient day.    This analysis can be made for a particular type of patient, e.g., aged, or for producing an additional unit of service in the laundry or in any other department. 1/ 
Payment Based on Relative Performance 
From this background on cost curves, the observed differences in hospital costs may be said to result from one or more of the following: (1)    The hospitals may be operating on different portions of their longrun average cost curves (i.e., they may have different ranges of output). This is shown in figure 1, where SRAC.,, SRAC2, and SRAC , represent hospitals of different sizes.    The hospitals differ only in the scale of their operations.    (For outputs up to output 1, hospital 1 has lowest average costs, and above output 2, hospital 3 has lowest average costs.) 
1/ _For a more complete discussion of economies of scale in hospitals and their measurement, see W. John Carr and Paul J. Feldstein "The Relationship of Cost to Hospital Size," Inquiry. June 1967, and also Ralph Berry, "Returns to Scale in the Production of Hospital Services " Health Services Research. Summer 1967. ' 
(2) The hospitals may be operating on the same point on their LRAC, i.e., at the same level of output; however, their LRAC are either higher or lower than the other hospitals because they are producing different products, e.g., differences in quality, caring for a different mix of patients.    If it were possible to adjust for these differences in product, then their cost curves would be similar. 
(3) The hospitals may be operating at the same level of output, but their LRAC are either higher or lower than the other hospitals because of differences in efficiency.   Figure 2 shows that hospital   1 has lower average   costs than hospital 2 for all ranges of output. 
U)   The hospitals may be operating at the same level of output and have similar SRAC, but because of their accounting systems, their SRAC for a given type of patient or service may appear different. (Under these circumstances, a reimbursement system based on the average of the costs of all hospitals provides an incentive for hospitals to find out what their real costs are.) 
With   these reasons for the differences between hospital costs in mind, different reimbursement systems may be analyzed according to the relationship that the reimbursement price has to the hospital's LRAC or SRAC relative to the costs of other hospitals in the community. The reimbursement systems discussed assume that all differences in hospital costs are a result of differences in costs of patient care. 2/ 
2/   One of the controversies under the present reimbursement systemand certain to be one in any proposed system—is the extent to which third-party payers and private-pay patients should pay for the costs oi activities other than patient care, e.g., education and research, the 
30 
Feldstein 

        
        [image: Picture #2]
        

        Fi8* 2:   Two Short Run Average Cost Curves 
Cost per patient day 
31 
Fig. 3: 
Cost per patient day 
A Hospital's Short Run Average and Marginal Cost Curves 

        
        [image: Picture #3]
        

        Level of output 
Reimbursement according to mean average costs of all hospitals in the community.—One basic method of relative reimbursement is to set the reimbursement price according to the average of the average costs of all the hospitals in the community, thus rewarding hospitals operating below the mean and penalizing those operating above it. 
argument being that the benefits from these activities accrue to everyone and therefore should be subsidized.    The opponents of this position suggest that the most equitable form of subsidization would be that these activities not be borne by the present sick; that if these activities should in fact be subsidized, then the funds for these activities should come from separate sources (preferably general tax funds) and there should be some determination made as to which institutions could most efficiently undertake these activities.   Hospital cost systems should be able to separate these other costs from patient-care costs Sd then payment for these other activities could be handled and discussed separately. 
If hospitals are operating on different portions of their LRAC under a mean-average-cost reimbursement scheme (see figure 1), then the lower cost hospitals will presumably increase the provision     of care, until their costs eventually begin to rise.   On the other hand, if hospitals are high cost because they are operating on the increasing portion of their LRAC, then a lesser payment for their services will cause them to contract their services, in which case their cost per unit may fall. If the hospitals are high cost because they are operating on the declining portion of their LRAC, then they will either have to cease production of their services, change their services, or stop offering them at the reimbursement price paid.   In the case of hospitals whose costs are high because they are operating on the declining portion of their LRAC, eventual increases in demand for such services may enable them to expand their output so that their cost per unit falls. 
If the differences between hospitals' costs are not a result of differences in their positions on the same LRAC curve (i.e., their level of output), then such cost differences may be a result of relative efficiency in producing the same product or similar degrees of efficiency in producing different products.    (With reference to figure 2, the different average cost curves could represent two different products or differences in efficiency for the same product.)   In such cases, rewarding the low-cost hospital and penalizing the high-cost one should cause the low-cost hospital to expand its services in the long run. The high-cost hospital should either reduce the number of aged patients it serves, reduce the number of its services (quality), subsidize these patients from other types of patients, or cease offering   service to Medicare patients at the going price. 
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In summary, rewarding hospitals whose operating costs are below the mean, and penalizing those above it, would result in the total amount expended on hospital reimbursement being less than if total costs were reimbursed.    It is also hoped that it would result in the expansion of the more   efficient   hospitals, while the less   efficient   ones would be forced to become more efficient or to contract their services. 3/ 
There could also be modifications in the payment systems for those hospitals above and below the mean.    For example, hospitals whose costs are above the mean could be penalized by either receiving less funds (some percentage of difference between their costs and the mean cost) or simply being subjected to more intensive auditing procedures.    For hospitals operating below the mean, the rewards could be personal (e.g., bonus for administrative and/or rest of staff) or institutional (e.g., payment of some percentage of the difference between their costs and the mean costs).    Any of these modifications for rewards and penalties (of which there are many more than mentioned here) would still be similar in effect to the simple model discussed, that is, rewarding hospitals below the mean while penalizing those above it. U/ 
3/   There has been some discussion as to whether reward payments should be restricted in their use (e.g., to construction or modernization funds) or whether they should be lump sums for use as the hospital sees fit.   A hospital may have a greater need to introduce cost-saving equipment, to hire better trained staff, to provide more services, or to educate its administrative staff in the latest management techniques than it does to provide additional facilities.    Thus, the restriction of reward payments to limited purposes is less efficient than allowing the hospital to spend such payments on the things it needs most. 
Lj   There has been some concern that decreasing payments to a highcost hospital would result in hardships to the patients still using that hospital.    The suggestion has therefore been made that as long as the hospital's intentions are good, its payments should not be decreased. However, it would appear that under the present "cost-plus" system of 
Modifications of the system of payment by mean average costs.—There are many modifications of the system of reimbursing hospitals on the basis of mean average costs.    In this section, several of these modifications are considered. 
(1) Hospitals may be classified by size, service, control, etc., before determining the mean average cost. 
(2) Payment may be based on the mean average cost of intermediate products that are considered to be subject to economies of scale (e.g., x-ray, laundry).    The effects of this policy would be similar to those of reimbursement based on the mean average cost of the final product, patient care.   However, instead of being forced to cease production of patient care or participation in Medicare, a higher cost hospital would have to 
seek to purchase the intermediate output from another hospital or institution in the community. 
(3) Hospitals are reimbursed according to their individual costs, but they only receive the mean increase in costs of all the hospitals over the year or over some other time period. 5/ 
reimbursement, hospitals that are high cost and have good intentions already have had the time to change—if they are going to.    Since it is not clear that patients in these hospitals are better off before the change, the changes desired should be made as rapidly as possible rather than as slowly as possible.    One method of achieving this would be to pay high-cost hospitals less and inform their boards of trustees of this, in order to encourage a change in the management of the institutions. 
5/   See also, Saul Waldman, »  'Average Increase in Costs'—An Incentive Reimbursement Formula for Hospitals, " below, pp. 55-69. 
(A further modification of this is first to classify the hospitals and then to calculate the mean increase in costs for each group.)    The individual SRAC curves (whether they are based on all patients or particular categories) are rising at different rates, and reimbursement would be according to the average increase. 6/ 
The incentive in this case is on inhibiting rising hospital costs. Hopefully, hospitals would continually substitute the inputs they use so that those inputs whose costs are increasing less rapidly would be substituted for inputs whose costs are rising faster.    For example, there might be more capital investment to offset rising labor costs, and there could be a greater use of less skilled persons in place of highly skilled persons.    If the calculations of the mean rise in hospital costs were based on all patients and services, then there might be a tendency to change the mix of kinds of patients and kinds of services.    This would result in an emphasis upon those patients and services whose input costs were rising at a slower rate.   However, this payment system could also provide an incentive toward collusive arrangements between hospitals with regard to cost increases and prices paid for inputs (e.g., collusive arrangements with regard to nurses' salaries, as described by D. Yett). 7/ 
The effects of such a payment system would be similar to those described for the mean-average-cost reimbursement system.    The lower cost hospitals would be rewarded, and would be able to expand, while the higher 
6/   It is assumed that, when hospitals are grouped, the average dollar increase is used rather than the average percent increase. The average percent increase would penalize the lower cost institutions while providing the higher cost ones with an amount in excess of their cost increase. 
7/   Donald Yett, "The Supply of Nurses:    An Economist's View, " Hospital Progress, February 1965. 
cost hospitals would in some manner be penalized.    If Iheir costs were higher because of product differences (e.g., because of higher quality), then these quality differences could be cut   back.    Another problem with this method of reimbursement is that the higher cost hospitals would start from a more advantageous position than the lower cost, more efficient hospitals.    This is because those hospitals with higher costs would presumably have more room to reduce costs. 
In another related reimbursement proposal, hospitals would be paid on a delay basis.    This would mean reimbursing hospitals for their individual average costs, but not reimbursing them for their rising costs for six months or a year.    The effects of this proposal would be equivalent to the effects of considering all hospitals as being the high-cost hospitals when the payment price is based on mean average costs, or as being those hospitals whose rise in costs is greater than that for the average when payment is based on the average increase in costs,    (in this case, price Is always below a constantly rising SRAC curve.) 
U)    The proposal of paying all hospitals so that the reimbursement price is always lower than their average costs is similar to placing them in the position of the hospitals in the earlier case whose average costs were above the mean and payment was based on the mean average costs of the hospitals in the community.    Unfortunately, under this proposal the contraction of service and the reduction in quality would not be met by an increase elsewhere. 8/ 
8/   The scheme of setting the reimbursement price lower than average costs for all hospitals seems analogous to the case of the farmer who decided to reduce his expenses by feeding his horse less and less each day. However, just when he had the horse trained to get along without food, it died. 
(5)   Another modification of the general approach of setting price in relation to mean average costs is to set price according to the average of all of the hospital's short-run fixed costs ("readiness to serve" costs) and pay actual additional costs (SRMC).   Here again the effects would be the same as those of relating price to mean average costs; however, an additional effect would be to decrease short-run fixed cost by having higher variable costs, e.g., bonuses, in order to achieve greater short-run flexibility.   Since these variable costs would be fully reimbursable, this program could also result in overall higher program cost. 
A variation of this approach might be to pay actual short-run fixed costs ("readiness to serve" costs) and the average of all of the hospital's additional costs per patient day (SRMC).    The incentive would then be to substitute SR fixed costs for SR marginal costs, e.g., hire more staff on a full-time basis, etc., so that SRMC would decrease still further as a percent of total costs.    Such a policy would also probably increase rather than decrease total program costs.   It would also be quite difficult to measure readiness-to-serve and short-run marginal costs. 
(6)   A final example of a payment system based on relative performance is to reward hospitals in a reverse way:   Pay the higher cost hospitals more than the low-cost ones so that they can presumably become more efficient, e.g., more funds for modernization of plant and equipment or higher salaries for better trained staff.    The effect of such a proposal would be the reverse of the earlier case.    The higher cost hospitals would expand in those areas where there are more funds; they would not necessarily become more efficient.   Moreover, an incentive may have been created for the low-cost hospital to become high cost! 
Payment Based on Individual Performance 
The analysis of reimbursement schemes based on an individual hospital1 performance is also made with reference to the hospital's average and marginal costs (figure 3).    As in the previous diagrams, the theoretical SRAC curve decreases as more units of service are provided within a given size of hospital.    Then, after some point, it begins to rise. Empirical evidence on the shape and magnitude of the SRAC and SRMC curves, however, found SRMC to be small, approximately 25 percent of SRAC. 9./ 
Over the range observed, on the other hand—and it included quite high occupancy rates—SRMC did not increase but remained constant. 10/ These findings, which are consistent with prevailing opinion, have important implications for the payment schemes discussed below. 
Payment of full costs.—The first of the payment schemes based on individual performance involves payment of full costs.   Under this payment system, the hospital would be reimbursed according to its actual average cost per unit, regardless of whether the hospital were operating on the low or high point of its average cost curve.    Thus, there would be no incentive to reduce costs, either by changing its rate of output (i.e, moving to the low point on its cost curve) or by becoming more efficient at all levels of output (i.e., shifting the entire cost curve down). The only incentive under this payment system would be that of enabling the hospital to achieve whatever goals it might desire, e.g., 
9/   Paul J. Feldstein, An Empirical Investigation of the Marginal Cost of Hospital Services. Graduate Program in Hospital Administration University of Chicago, Chicago, 1961. 
10/   It is believed that rising SRMC were not observed because if hospitals were operated at occupancy levels greater than 100 percent for any period of time, there would be additional social costs to the patient that the hospital would  not want to incur. 
to add additional services and activities, become a larger hospital. As long as the reimbursement price was based on average cost per patient day and the marginal cost of an aged patient was less than average cost, the hospital would receive more than the cost of providing that care. Since the proportion of patient days used by aged patients (presently 25 percent) is expected to increase, this contribution to the hospital's other activities would not be insignificant. Y\J 
There are various modifications of this payment scheme.   For example, the reimbursement rate could be set either slightly above or slightly below average cost.    This is comparable to existing and proposed modifications of the present reimbursement system.   In either case, there would be little incentive toward efficiency in such a payment system. 
The idea of a negotiated rate is really a modification of payment according to individual hospital costs.   Depending upon the purchasing power of the buyer, the negotiated rate could be anywhere from an amount less than average costs (but not less than variable costs) to an amount that much greater than full costs.    The question of possible quality reduction if the negotiated rate is less than what the hospital requests is always present.   Further, small purchasers might be subsidizing the larger purchasers. 
11/   The study by Edward Kaitz, "Pricing Policy and Cost Behavior in the" Hospital Industry"  (unpublished doctoral thesis, Graduate School of Business Administration, Harvard University, February 1967), attempted to analyze the effect on hospital costs and expansion of services of a payment system based upon "reasonable costs."    One of the conclusions of the study (based upon personal intervxews with hospital administrators in Massachusetts)   was that "cost based reimbursement systems provide what may be regarded as the most crucial incentive for the development of ancillary services"  (p. 5-U). 
In negotiating a rate, the incentive is for the hospital to negotiate harder; the negotiator for the purchaser does not have as much at stake unless there are personal incentives to him.   Situations such as this generally provide an incentive toward bribery for those negotiators that have no personal stake involved. 
Unless payment is made according to some formula basis, e.g., relative reimbursement, then negotiated rates may not be much different from the present system of payment of costs.   Further, some inequities will be involved, e.g., the rewards going to those that can bargain better. A negotiated rate provides some incentive to reduce costs (assuming quality is not reduced instead) because the hospital can retain some percent of the difference between its costs and the negotiated rate.   However, this may not be a very strong incentive since "the hospital may find it difficult to obtain a subsequent increase in charges until its projected costs provide a justification." _12/ 
Another modification is to contract with a hospital to provide so many patient days, e.g., 10,000 at so many dollars per patient day. The intent of such a negotiated fee is to provide the hospital with an Incentive to produce care for less than the negotiated price.    The problems with this proposal are similar to those with proposals based on a relative-cost (relative to other hospitals) payment system. Unless quality can be measured, there might be a tendency to decrease quality. Further, there might be a tendency toward longer lengths of stay, since, presumably, the marginal cost of an additional day would be lower than the marginal cost of a new patient, while the price paid to the hospital 
12/ jrtfn Wolkstein, "The Legislative History of Hospital Cost Reimbursement," p. 9, above. nut.pj.uaj_ oosi, 
per day would be the same.   Also, to the extent possible, a hospital 
would choose patients with less costly diagnoses in order to reduce 
its cost.   Conversely, if the contract were for cases rather than for patient 
days, then the incentive for the hospital would be to have shorter lengths 
of stay.   Unless there are alternative facilities available and funds 
to pay for them, early discharge might result in certain hardships to 
the patient.   Also, if re-admissions were to result, then there would be 
an incentive for the hospital to define them as new cases. 
Payment based on fixed ("readiness to serve") and incremental costs.— Under the proposal to base payment on fixed and incremental costs, payments to hospitals are based upon two sets of cost data: the first set is those costs that do not vary in the short run, e.g., the usual fixed costs, plus costs such as salaries that the hospital cannot vary during a given time period (e.g., a month); the second set is based upon incremental costs, i.e., SRMC per patient day. 
There are several variations of this payment scheme.   One is to pay the actual costs presented by the hospital in the above manner. The intended effect of such an approach is to have the hospitals develop improved methods for budgeting and prediction of costs, which might then lead to greater emphasis on cost-control techniques.   However, other than this hoped-for effect, a payment system based on actual costs does not provide any further incentive to   reduce costs. 
A modification of the payment scheme based on fixed and incremental costs is to pay actual, short-run fixed expenses ("readiness to serve" expenses) plus a specified incremental cost per patient day (SRMC). 
The intent here is to place some control on additional patients admitted.   r$J   For instance, if the hospital were operating near capacity under this system, then it would be faced with the prospect of accepting a small payment (SRMC) for additional patient days compared to their opportunity cost of discharging the patient earlier and admitting a different patient.   In the latter case, the hospital would receive an amount in revenue much greater than its SRMC and perhaps equivalent to its SRAC per patient day.   Therefore, a hospital operating at or near capacity would have an incentive under this system for early discharge of aged patients and the admission of new patients in order to maximize the net revenue it receives. 
If there are conditions attached to receiving a large sum in order to cover readiness-to-serve costs, such as the handling of so many agedpatient days, then the tendency would be to have longer lengths of stay. This is because the marginal costs are lower for longer term patients than for new stays.   Once the requirement of number of patient days has been met, the tendency would be to admit non-aged patients, since the incremental profit would be greater.    (The difference in new revenue is the SRMC of an aged patient and the price per aged-patient day—which would approximate SRMC, compared to the SRMC of a new patient and the price charged—which would be in the neighborhood of SRAC.) 
For a hospital operating at a low occupancy rate, then, its opportunity cost of discharging a patient whosi continued stay results in a payment approximately equal to its SRMC is its SRMC.    In this case, 
12/   An example of such a plan is the one used in Saskatchewan (see Malcolm Taylor, The Administration of Health Insurance in r,anap|a /Toronto: Oxford University Press, 1956/, p. 163). 
as long as the payment was in excess of its SRMC, the hospital would have a tendency to keep the patient on—hence increasing its occupancy rate.   There would seem to be little incentive toward increased efficiency under this type of payment system.   Instead, it would appear to influence whether or not facilities are being effectively used. 
In the long run—that is, that period when the hospital can vary all its resources, including its size of plant or number of beds—a payment system based upon some specified level of LRMC and payment of actual LRAC (if it can be determined) would have the following effect: since payment is based on actual LRAC, we would expect to observe greater economies of scale; hospitals would have a tendency to add additional services, build in greater flexibility, etc., thus increasing their average costs but decreasing their LRMC.   This would lead to fewer hospitals serving an area and, as a result, to an increased problem of longer travel time for patients, their visitors, and physicians. 
However, if the number of hospitals did not decrease to take advantage of larger economies of scale, and if demand did not increase sufficiently to enable the expected larger hospitals to operate at that level of output where their costs are at a minimum, then it is possible that the overall costs of the program would increase,    (in this case, LRMC would be less than LRAC at the level of output where the hospital is operating, whereas other payment systems might reimburse the hospital at the point where LRAC is at a minimum.) 
If the reimbursement price were set in relation to what the optimum scale of plant would be for a given expected rate of output, and if payment were made for actual LRMC, then the effect would be similar to 
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the effects cited earlier, of setting price according to a hospital's cost relative to the cost of other hospitals in the community.   For example, if the price for the individual hospital were set either higher or lower than its LRAC, then it would be equivalent to being   either a low- or high-cost hospital in the earlier relative-reimbursement examples. 
With all of these reimbursement approaches, however, estimation of long- and short-run "readiness to serve" and incremental costs would present large problems, both conceptual and empirical, for use in pricing. 
Decreasing payment with increasing length of stay.—Under the proposal to decrease the reimbursement as the length of stay increases, an initial price per patient day is set   which is equal to or greater than SRAC per patient day, and then, as length of stay increases, the price paid per patient day decreases.   The intent here is to provide an incentive toward early discharge. 
This payment scheme is similar to the earlier one whereby payment is based on a short-run fixed and incremental cost.   In both cases, the decision to discharge will be based on the opportunity cost of a longer length of stay.   For example, as length of stay increases and the price paid falls, the opportunity cost to the hospital of a longer length of stay is whether another patient can be admitted (even another aged patient) or whether there is additional capacity, e.g., low occupancy. In a situation of low occupancy, there is an incentive for the hospital to keep the patient as long as the price per day exceeds the hospital's SRMC of caring for the patient.    Although the costs per day of a short stay are greater than the costs per day of a long stay, the important factor is the "incremental net revenue" per patient day.    A hospital 
operating near capacity, therefore, under a decreasing payment system would probably find it could increase its net revenue by having shorter average lengths of stay.   In this way, the hospital would be able to receive a greater incremental net revenue, since the price per day of new patients would probably be proportionately greater than the difference in costs for short versus long stays. 
An example of a scheme in which the relevant costs were not given proper consideration was the payment system once used by a certain Blue Cross plan.   Under this plan, price per day decreased with increased length of stay.   However, the lowest price paid for additional days of stay was greatly in excess of the hospital's SRMC.   Unfortunately, there was an excess of capacity in the area, so instead of reducing length of stay, the scheme merely provided an incentive for increasing it. 
Illness (or Capitation) Payment Schemes In addition to the reimbursement systems described above, there are other reimbursement schemes available that are quite different in both their intentions and their effects.   These schemes involve lump-sum payments to either the purchaser or the provider of care.    They are similar to plans under which a patient receives indemnity insurance when he becomes ill, or a physician receives funds to provide care for a patient's specific illness (or all his medical-care needs), or an institution receives funds to provide care for a prospective number of patients. This reimbursement scheme is essentially a form of insurance coverage. Payment is based upon some average expected expense, and it is reimbursable either to the patient, or to the physician or hospital (if either the physician or hospital chooses to undertake this role). 
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Theoretically, if the purchaser of care were knowledgeable regarding alternative forms of treatment for particular illnesses, and if he were aware of the alternative prices and benefits of these alternative forms of care, then the patient (or his purchaser) would allocate the available funds in such a way as to provide a maximum amount of care for a given budget.   If, for example, a physician undertook this role for a patient (the physician either insuring the patient or receiving the payment for care for a specific illness), then the physician would provide his services, and contract out for other services, e.g., hospital care, when he thought it was necessary,   yj   We would expect the same to occur if another agency played this role, e.g., the hospital. 
This approach would promote effective use of alternative forms of institutional care, since the purchaser would switch to less expensive forms of care as it became possible.   Also, this form of care could develop incentives toward efficiency within individual institutional settings, since in selecting, for example, among alternative hospitals, the purchaser (e.g., the physician) would be selecting according to both the price and quality of care of that institution,    (in this case, this payment scheme becomes similar in its effects to the case of setting price equal to the mean average cost of the hospitals in the community.) 
Vj   See Paul J. Feldstein, "A Proposal for Capitation Reimbursement to Medical Groups for Total Medical Care," pp. 87-103, below. 
1j>/   An example of a plan whereby the hospital provided this role on a capitation rather than illness basis is described in Thomas M. Tierney and Robert M. Sigmond, "Could Capitation Ease Blue Cross Ills?" The Modern Hospital. August   1965; see also Robert M. Sigmond "Capitation as a Method of Reimbursement to Hospitals in a Multihospital Area," pp. 71-86, below. 
Incentive systems could also be built into these alternative illness or capitation payment schemes.   For example, if comprehensive prepaid group practice results in lower use of the hospital and thereby a lower total cost of patient care compared to a payment system that results in greater use of the hospital and hence higher patient-illness costs, then a comprehensive prepaid group plan could receive some of the difference between its costs and the costs of the higher priced plans.    This incentive should encourage the expansion of such plans. 
Payment to a purchaser, either physician or hospital, for providing care for a given illness episode, has the following problems that would have to be worked out: 
(1) What is the incentive system to the purchaser, e.g., a fixed fee 
per illness episode?   The problems with this are the same as when relative reimbursement rates are set, e.g., what happens to high-cost providers, how to insure that quality is not reduced. 
(2) What is the definition of an illness episode?   There might be a tendency for the provider to define an illness, when possible, as one that carries with it the highest fixed fee possible.   Further, there might be a tendency to define a long illness episode, with multiple hospital admissions, as separate illness episodes, if payment is based on a fixed price per illness episode. 
(3) If the fixed fee is on a capitation, rather than an illness-episode basis, then there is still the same type of problem as with relative reimbursement rates, i.e., What if the cost of providing care exceeds the capitation fee paid per person?   Does the provider suffer the loss? Do other patients subsidize it?   Is quality reduced? 
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Criteria for Evaluating Reimbursement Systems A number of consequences are possible in implementing any of the payment systems discussed in this paper.   Decisions must be made with regard to which of these effects are to be included in the evaluation of alternative reimbursement systems and the relative importance to be given to each.    The following are some of the criteria that should be considered. 
Hospital Efficiency 
Comparisons of alternative incentive systems would have to consider whether hospital efficiency has increased.   Increase in efficiency may be empirically defined as the change in average cost per patient day (or stay), either for all patients or for that class for which the hospital is being reimbursed.   In the dynamic hospital situation, increased efficiency may not result in a decrease in costs but merely in a slower rise in costs. 
When the objective is to decrease total costs per illness episode, then data on total costs would have to be collected.    The interpretation of such data would be somewhat more difficult, since data on transfers as well as length of stay and costs in each institutional setting, including the home, would have to be collected.    (The problem of ascertaining quality of care for this objective and for the objective of hospital efficiency is discussed below.) 
Another way of determining whether an increase in efficiency has occurred is to observe whether there is an increase in the number of institutions sharing facilities and equipment.   Data measuring the rate at which this is occurring could be easily collected, and the problem of 
quality would not be as great as it is in measuring hospital or illness costs. 
A problem that may occur when payment is based on relative performance is collusion among hospitals.   It will certainly be in the interest of the higher cost hospitals, or hospitals with larger than average increases in cost, to promote such behavior.   However, it should be relatively easy to detect and deal with such behavior,    (if necessary, personal financial incentives could also be instituted.) 
If the more efficient institutions are rewarded, we should be able to observe an expansion of their services and either a contraction of the services of higher cost hospitals or an attempt to lower their cost per patient day.   If such a tendency could be observed, it would improve our knowledge about the effects of reimbursement systems.   On the other hand, if change in unit cost and patient loads did not occur as expected, then hospitals could be operating with other goals in mind, which would have to be understood if the efficiency of the system is to be affected. 
Quality of Care 
A problem common to all reimbursement systems is their effect on quality of care.   This cannot be disregarded. Are the "more efficient" institutions really more efficient or merely lower in quality? Under relative-reimbursement methods, do administrators take the easy way out—reducing quality rather than seeking cost-saving methods? The "quality of care" in an institution that provides early discharge will be different from that in an institution that provides a longer length of stay, especially if inputs are used as the measure of quality. However, in order to test quality in this case it is necessary to measure the 
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care received not only in the hospital that provides early discharge, but in all the institutional settings providing care for a particular illness episode.   Only in this way can   differences in quality of care under different systems be effectively compared. 
Any experimentation with incentive-reimbursement rates should also provide for experimentation with incentives for different levels of quality.   Quality-incentive systems should be such that the payment for quality is greater than the cost of achieving or maintaining that level of quality.   An important question is, How much quality is to be paid for?   It is possible to increase quality (if it can be defined) by paying more than the cost of providing it.   However, at some point, the marginal return for increased quality becomes too expensive (in terms of its value and the price necessary to achieve it).   Further, if different levels of quality can be distinguished, should an incentive be provided for every hospital to have the highest level of quality?   If the payment system   is based on relative costs, with an additional amount for quality, then what is the incentive to the patient to go to an institution of lower quality (even though it may have the proper level of quality for the type of care he needs)?   One possible solution to this problem is to set quality levels by diagnosis rather than by hospital. 
Examples of methods for determining different levels of quality to be used as bases for quality reimbursement would be: 
(1) peer-group establishment of criteria   for input services into different patient diagnoses. 
(2) peer-group review of a random sample of all patient records in the community (not just the low-cost   or high-cost hospitals).    This group 
would then rate the hospitals according to level of quality provided. (3)   a shift of the quality-criteria problem to the industry itself, i.e., the establishment of a quality-payment schedule if high-cost hospitals can develop quality measures that show they are appreciably different from low-cost hospitals—and if these measures are agreed to by all the hospitals! 
In any case, the introduction of any relative-reimbursement system for producing increased efficiency should carry with it a second payment schedule for reimbursement for different levels of quality. 
Hospitals Dropping Out of the System 
Another question to be considered in evaluating reimbursement systems is, How important is it if a payment system results in hospitals choosing not to participate?   If a hospital dropped out, then there would be the problem of increased travel for the patient, his visitors, and his physician to other institutions.   Further, if a hospital dropped out of the payment system —voluntarily, or involuntarily (by going bankrupt)—there would be the problem of staff appointments for the patient's physician. Would a patient have to seek a physician who had an appointment or was willing to be on the staff of an "approved" hospital? 
Shifting of Costs 
Under a good incentive system a hospital should not be able to shift (either medically or financially) part of the cost of hospital care to the patient or to other patients in the hospital.   Such shifting of costs could occur, for example, if the hospital found that it had to increase its charges to other patients or for other services in order to 
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continue providing care to aged patients. 
Also, the promotion of early discharge should not impose costs on the patient that are not covered by insurance for care he needs after he leaves the hospital. 
Improved Cost-Accounting Systems 
A desired byproduct of an incentive system should be an improved accounting system.    The hospital should develop a cost system according to its product lines, e.g., by type of patient, by service.   In this way, the hospital would be better able to predict its costs, as well as more likely to be able to determine the advantages, if any, of shared facilities, contracted services, and benefits of expansion. 
Administrative Costs of Alternative Systems 
Lastly, the administrative costs (including increased auditing, etc.) of proposed payment systems, should be considered so that alternative reimbursement systems can be evaluated on the basis of all their relative costs and benefits. 
Conclusions 
Since the purpose of this paper is to serve as a background document for analyzing various reimbursement methods, its ending is deliberately inconclusive.   However, in the light of consideration of the problem, several points stand out as more important than others in the designing of all or any of the reimbursement schemes.   Although this judgment is still tentative, these points are the following: 
(1) If substantial reductions in medical-care costs are desired, then reimbursement experiments should consider major innovative schemes for 
Analysis of Reimbursement Plans 
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reimbursement, e.g., relative reimbursement, capitation methods, prepaid group practice, rather than merely experimenting with minor modific tions of the present reimbursement formula. 
(2) Incentives should be directed toward the final product rather than the process of achieving it, for the reasons stated earlier. 
(3) The reimbursement system should contain some element of relative performance.    Further, such performance should be judged on the basis of particular product lines, e.g., type of patient or type of service, rather than on the overall level of costs or of the yearly dollar increase for the whole hospital.   If such data are not available—given present cost-accounting systems in hospitals—then payment could be made on a more general basis.   However, it would be in the interest of the hospitals concerned, especially the higher cost ones, to cost out their product lines.    Then payment could be based upon the relative costs or dollar increase of particular patients or services, at least for those hospitals that have broken down their accounts in this way. 
U)   Any experimentation with relative reimbursement rates should also provide for experimentation with reimbursement systems for different levels of quality.    Such quality-reimbursement incentives could be based upon levels of quality developed by peer-group judgment, by peer-group review of patient records, or by letting the higher cost hospitals develop such quality indices as would be acceptable to other hospitals in the community.   This would promote among the hospitals themselves the incentive to develop and justify quality measures to the other 
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hospitals in the community and hence it would improve decision-making with regard to what is being purchased for a given price. 
(5)   Lastly, it would appear that the largest reductions in cost may result from a reimbursement system that seeks to achieve effective use of a variety of health facilities—not just hospitals.   _16/ Experimentati with new payment systems, therefore, should also be concerned with the establishment of various types of comprehensive prepaid plans that include incentives to either the purchasers or the providers to minimize the total cost of care for given levels of quality. 
16/   For an excellent review of the literature in this area, see Herbert E. Klarman, "Effect of Prepaid Group Practice on Hospital Use " Public Health Reports. November 1963. ' 
"AVERAGE INCREASE IN COSTS"-AN INCENTIVE-REIMBURSEMENT FORMULA FOR HOSPITALS 
Saul Waldman 
The present Medicare reimbursement formula, under which hospitals are reimbursed for the cost of providing care to persons covered under the program, provides little incentive for the economical and efficient delivery of hospital services.    Consideration is being given to introducing into the reimbursement formula alternative methods that would encourage improved efficiency.    Two broad approaches to this problem of incentives are possible.   Under one, incentives are provided to encourage the hospital to institute specific improvements—for example, to install computer facilities or joint laundry operations.   Under the second approach, monetary or other rewards are offered the hospital that controls costs, but the details of achieving economy are left entirely to the discretion of the hospital. 
Basis of the Average-Increase-in-Costs Plan One possible incentive-reimbursement plan of the latter type is the "average increase in costs" plan.    Under it, the reimbursement to an individual hospital would be based mainly on two major factors:    (l) the individual hospital's actual costs in a base period and (2) the average 
Saul Waldman is a medical economist in the Division of Health Insurance Studies, Office of Research and Statistics, Social Security Administration. 
rate of increase in costs for a control group of hospitals.   While manyvariations in the details of the plan are possible, in its simplest form the reimbursement to each hospital would be calculated by taking its own costs in the base period and allowing an increase equal to the average percent of increase for the control group.   For the purposes of the illustration below, we have selected a plan based on the cost per patient day, using a one-year base period (1967): 
	
	Actual 1967 
	cost . 
Percent increase, 
1968    1967 to 1968 
	Amount of reimbursement, 1968 

	Hospital A 
	$35.00 
	$36.75 
	5.0 
	$38.50 

	Hospital B 
	-40.00 
	45.60 
	H.O 
	44.00 

	Hospital C 
	45.00 
	47.70 
	6.0 
	49.50 

	Hospital D 
	50.00 
	58.00 
	16.0 
	55.00 

	Hospital E 
	55.00 
	59.95 
	9.0 
	60.50 

	Hospital F 
	60.00 
	67.20 
	12.0 
	66.00 

	Hospital G 
	65.00 
	70.20 
	8.0 
	71.50 

	Average 
	$50.00 
	$55.00 
	10.0 
	


In this illustration, the plan would reward the hospitals with a below-average cost increase (hospitals A,C,E, and G) with payments greater than their actual costs, while the hospital with an above-averag increase (hospitals B,D, and F) would receive less than actual cost. 
Average Increase versus Average Cost 
A question may be raised at this point as to why the average increase in cost, rather than the average dollar cost itself, is used as the basis for the plan, since the latter would represent a more direct approach to reimbursing on the basis of an average.    Substantial difficulties are encountered in attempting to group "similar" hospitals and determine their average cost.    As yet, attempts to explain the large 
variations in cost among apparently similar hospitals in terms of the more obvious factors—such as the type of services and facilities, diagnostic composition of the patient load, and existence of teaching and research programs—have not appeared to be successful enough to permit implementation of such an average-cost formula, l/ 
Under the increase-in-cost plan, the grouping of the hospitals is not as crucial as under an average-cost formula (although, as discussed later, it does represent an important element of the plan).   In effect, the initial cost variations of the hospitals in the group are accepted as "real," but the assumption is that the increases in normal cost for each hospital should be approximately the same because similar factors are operating to increase their costs.   Among these factors, for example, are wage raises for hospital employees, increases in the number of hospital personnel per patient, rising costs of supplies and equipment, and additional costs associated with advances in medical knowledge and technology. 
Extraordinary Costs versus Normal Costs 
Further study is needed to test the reasonableness of the above assumption, but it seems apparent that individual hospitals face, from time to time, large cost increases above and beyond their normal costs. A hospital might, for example, grant a "catch-up" wage increase to its employees during a particular year.   Another might engage in a costly program designed to substantially upgrade the scope and quality of its services. 
l/   Some interesting work is being done in this area, most notably Mark Berke's "point rating" study of San Francisco hospitals. 
The plan thus would need to include some methods of dealing with extraordinary cost increases.   For instance, it would be helpful to compute the percentage increase in cost, for both the individual hospital and the control group, on the basis of a period of years (perhaps three to five years, using a moving average) rather than on a one-year basis.   A device of this kind would, for example, "average out" the cost increases resulting from catch-up wage increases granted by various hospitals in different years.    The use of a moving average seems desirable, apart from   extraordinary cost increases, since the   normal increases would no doubt vary considerably from year to year. 
For certain large, extraordinary expenses, especially those arising from the upgrading of hospital services, it is doubtful that the use of a moving average would smooth the variation sufficiently.    A possible additional method of dealing with these extraordinary costs would be to isolate them and reimburse them on a cost basis in the first year they are incurred; in subsequent years, the extraordinary costs would be part of the base costs of the hospital.   Of course, use of this method would lessen the incentive to control costs by avoiding possibly unnecessary capital expenditures.   Also, the determination of whether certain expenses are   extraordinary   or   normal   could be difficult and a subject of considerable dispute among the parties involved.   In fact, the determination would probably involve intensive examination of budget and accounting statements, and thus regular budget review might become part of the administration of the formula. 
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Provisions of the Plan Several important decisions would need to be made in framing the provisions of a percent-increase incentive plan. These have to do mainly with questions that would arise in grouping the hospitals, computing the cost increases, the effects of the plan on quality of care, and the distribution of gains and losses. 
Criteria for Grouping Hospitals 
As suggested above, a grouping of hospitals would be needed, not to obtain groups with similar dollar costs but, rather, groups that are affec by similar cost-increase trends.    Thus, because special factors may influence cost increases in different localities, one criterion for grouping might be geographical area—a metropolitan area or a rural county, for example.    Another criterion might be the general type and range of services provided,   in order to reflect differences in the rate of increase of the cost of various types of services; hospitals could be grouped according to short- or long-term stay, general- or special-service, and teaching or  nonteaching hospitals.    On the other hand, it seems unnecessary to group on the basis of type of control (governmental, voluntary, or proprietary). 
The Base for Computing Increase in Cost 
Another important decision concerns the type of base to be used in computing the increase in costs.    For illustrative purposes, we have used the average cost per patient day, but there are problems in using this kind of base—most notably, that some hospitals might attempt to 
reduce their per diem cost by extending the average length of stay of patients.   An alternative base might be the cost per patient stay (cost per admission).   However, utilization problems could again arise, since hospitals could reduce their average cost per stay by soliciting additional short-stay patients (for example, overnight stays for diagnostic purposes) . 
It appears that selection of either base might cause difficult problems of utilization.   Perhaps   the establishment of the plan could be accompanied by additional measures to control utilization, such as the strengthening of utilization-review procedures.   It might be possible to modify the reimbursement formula in a manner that would encourage control of utilization.   For example, if per diem cost is used as the base, a differential rate of reimbursement could be provided for each day of the hospital stay, with a larger payment for earlier days.   Under a cost-per-stay base, the rate of increase might be calculated according to diagnosis.   However, major modifications such as these, which introduce additional incentive factors into the plan, might greatly complicate its administration. 
Quality of Care 
A danger that might possibly arise under the percent-increase incentive plan—or, in fact, under almost any type of incentive plan-is that hospitals would attempt to effect cost savings by reducing the quality of patient care.    It is somewhat difficult to weigh this possibility, since many aspects of the quality of care are under the control, not of the hospital administration, but of the medical staff.    The hospital could possibly reduce or eliminate certain services, such as the social 
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service department or   fringe   services related to patient comfort that do not directly affect medical services.   Possibly, the agreement with the hospital could provide that there would be no reduction or elimination of services without mutual agreement of the parties concerned; such an agreement would,   however, result in additional administrative problems. 
Gains and Losses under the Plan 
Finally, in establishing the incentive-reimbursement plan, a decision would have to be made concerning the distribution of gains and losses resulting from operation of the plan; this decision would depend on the basic objectives of the incentive plan.    In the illustration shown above, each hospital received an amount based exactly on the average percent increase of the control group of hospitals, and this would be the simplest approach to the distribution of the gains and losses.   However, the incentive aspects of the plan could be strengthened by allowing higher than average increases to hospitals with below-average cost increases, while according opposite treatment to the hospitals with above-average increases.    (This is illustrated below as the "high incentive formula.") 
On the other hand, if there is a desire to alleviate somewhat the financial problems faced by the "loss" hospitals, the formula could provide a somewhat higher payment (perhaps a maximum of an additional 3 or U percent) than that due under a straight application of the formula, while continuing to reimburse the "gain" hospital under the regular formula. 
Another interesting variation on the formula would be to provide for payment to each hospital of the average dollar increase of the controlgroup hospitals, rather than the percent increase.    Such a formula could 
be justified on the basis that the hospital with the high initial cost in the base period would always have the advantage of receiving a larger dollar increase than the lower cost hospitals.   On the other hand, if the higher cost truly reflects a more intensive level of medical services provided by the hospital, its costs could be expected to increase, on a percentage basis, to the same extent as those of the lower cost hospitals. 
For the purpose of illustrating the effect of the various reimbursement formulas, as shown below, we have again selected a plan based on cost per patient day: 
Amount of reimbursement 
Actual cost 
Hos
pital      1967 1968 
	
	
	High in
	Alle
	Dollar 

	Percent 
	Straight 
	centive 
	viation 
	increase 

	increase, 
	for
	for
	for
	for

	1967-68 
	mula 1/ 
	mula 2/ 
	mula 3j 
	mula ij 

	5.0 
	$38.50 
	$39.55 
	$38.50 
	$40.00 

	H.o 
	44.00 
	42.80 
	45.20 
	45.00 

	6„0 
	49.50 
	50.85 
	49.50 
	50.00 

	16.0 
	55.00 
	53.50 
	56.50 
	55.00 

	9.0 
	60.50 
	62.15 
	60.50 
	60.00 

	12.0 
	66.00 
	6^.20 
	67.20 
	65.00 

	8.0 
	71.50 
	73.45 
	71.50 
	70.00 

	10.0 
	
	
	
	


A $35.00 $36.75 
B 40.00 45.60 
C 45.00 47.70 
D 50.00 58.00 
E 55.00 59.95 
F 60.00 67.20 
G 65.00 70.20 
Avg.       $50.00 $55.00 
1/   Increase of 10% for all hospitals. 
2/   Increase of 13% for "gain" hospitals and 7% for "loss" hospitals 2J   Increase of 10$ for "gain" hospitals and 11^-13$ for "loss" hospitals. 
U   Increase of $5 for all hospitals. 
Under any type of formula, the inefficient hospital would have an initial advantage since it could more easily reduce its expenses. This would be only a temporary advantage because once the reductions had been effected the hospital would need to continue to control its costs to the same extent as the "average" hospital. 
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The "Loss" Hospital Considering practical and political realities, it may not be feasible to implement any incentive-reimbursement plan that would result in continued financial loss to a substantial number of hospitals. Under various reimbursement plans implemented in Saskatchewan and Ontario, it was apparently thought necessary to provide additional payment to cover at least part of the deficit of those hospitals that operated at a loss under the plans.   Also, assuming that participation in the plan were voluntary for the hospitals, those suffering   continuous losses would be apt to drop out of the plan (if the contract so allowed). 
The incorporation in the incentive plan of provisions to alleviate the financial distress of   loss   hospitals would not necessarily defeat the purpose of the plan.    Under any type of plan based on an average, the participating hospitals are placed in a competitive situation and, although all are striving to control their cost, some will inevitably fall into the "loss" category.    Assuming that the efforts of all participating hospitals (both   gain   and   loss   hospitals) to control their costs yield sufficient aggregate savings, funds would be available to permit "alleviation" payments and yet yield overall savings to the third-party payor. 
Of course, it may be difficult to design an "alleviation" method that does not lessen the incentive of the   loss   hospitals to continue their cost-control efforts.    One possibility is represented by the "alleviation" plan, described above, under which the additional payment is limited to a specified maximum amount.    Another possibility is simply to make a payment that covers somewhat less than the full deficit, as 
^ Waldman 
done under some Canadian plans.   Whatever method is used, the additional payment could be designated as a debit or loan against the hospital, to be offset against any   gains   that accrued to the hospital in future years If the deficit is not met on a "full and final" basis, the effect of these plans would be to maintain   pressure   on the hospital to control its costs.    Hopefully, many of the inefficient hospitals would become more cost conscious in attempting to solve their financial problems, or would merge or affiliate with other hospitals, and these results are, of course, the purpose of incentive-reimbursement plans. 
The Use of Gains 
A problem common to most incentive-reimbursement plans, at least those under which the hospital may retain a   net gain,    concerns the disposition of the additional funds by the hospital.    The fear is sometimes expressed that the gain would be spent on unnecessary facilities or on additional hospital beds, thus again raising costs.    These fears may be somewhat overstated, since the legitimate capital needs of most hospitals are probably sufficiently great to absorb much of the additional funds. 
In any case, the percentage-increase plan might tend to discourage the addition of facilities because an increase in cost would cause a temporary reduction or elimination of   gains   during the period that costs were rising (unless the cost of expansion were isolated and treated separately).    Similarly, the plan would discourage the addition of beds to the extent   that they remained unoccupied and caused an increase in unit costs.    Furthermore, the plan would tend to channel funds to the 
relatively efficient hospitals, while providing little for the inefficient hospital, which would result, over a period of time, in shifting a larger share of hospital beds and facilities to the more efficientlyoperated hospitals in the community. 
While this channeling of funds seems generally desirable, the use of gains   by the hospitals might not be suitable to the problems and needs of an individual community.    Community problems such as these have in recent years become the responsibility of area and regional planning bodies.   It would probably be desirable to strengthen the authority of these bodies by giving them some measure of control over the use of gains accruing under the incentive plan.   To accomplish this objective, some method would need to be developed to provide control by the planning body while still maintaining the incentive to the hospital, and these considerations suggest that the extent of control be partial or limited. 
Evaluating the Effectiveness of the Plan Another matter applicable to all types of incentive plans is the need to establish a basis for evaluation of the effectiveness of the plan. In the plan presented here, the evaluation could be made by comparing the rise in costs of the participating hospitals with the cost increases of other groups of hospitals of a similar type.    A comparison could be made with other hospitals in the same community (if some are  not participating) or with hospital groups in nearby communities or other similar areas.   The hospital groups selected for comparison could be those being reimbursed under the present cost-reimbursement formula, or hospital groups operating under other types of incentive plans. In making these comparisons, adjustments should be made, if possible, for 
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unusual cost factors affecting different communities and for differences in such factors as average length of stay, occupancy rates, and diagnostic composition of the patient load.   While these comparisons would provide a somewhat imperfect criterion for evaluation, they would probably constitute a satisfactory rough guide as to effectiveness. 
As part of the evaluation, it would be useful to determine, to the extent possible, which aspects of hospital operation   had been made more efficient and the magnitude of savings obtained from each of these improvements. 
Even before data on costs became available, it should be possible to obtain some indication of the effect of the plan by simply observing how the hospitals had reacted to the plan—for example, whether they had undertaken cost-control programs, administrative reorganization, automation, or similar efforts. 
Implementing the Incentive Flan As discussed below, incentive-reimbursement plans will be first made available on an experimental and voluntary basis.    The average-increase-in-cost plan would apparently operate   best if relatively good participation of the hospitals in a particular community were obtained, since the plan is based on an average, which is more likely to be a representative figure if it reflects the experience of a large group of the community's hospitals. 
Implementation of the plan might best be effected by obtaining the cooperation of a local hospital association or council.   These associations usually have the confidence and trust of their member hospitals 
and would probably be relatively successful in enlisting their participation.    Obtaining participation would also be greatly facilitated if the plan contained   amelioration     provisions, as described above, so that hospitals could be assured of not suffering great financial losses under the plan.   However, success or failure in enlisting participation in a particular community could depend on variety of other factors as well,such as the willingness of various hospital administrators and trustees to experiment, the type and quality of leadership in the hospital community,    and the effectiveness with which the plan is explained and "sold" to the hospitals.    Because of the differences in attitudes toward change on the part of hospital officials, and the complex interrelationship among the various parties involved in community hospital services, a diversity of responses toward adoption of the plan would probably be found, at least initially. 
Once a plan has been established, the hospital association or council can play an important role in its administration.   It could assist in establishing administrative details of the plan and in evaluating the results, and such activities would also give the participating hospitals a sense of sharing in the experimental plan.   Perhaps the association would also assume the role of assisting the   loss   hospitals—for example, providing technical services and advice, or arranging affiliation or mergers with other hospitals.   Finally, all negotiations with the thirdparty payor could be handled by the association, making it unnecessary to deal with each hospital separately. 
A major purpose of providing incentive-reimbursement plans on a voluntary and experimental basis, as authorized under the 1967 social 
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security amendments, is to test the feasibility and effectiveness of various plans and determine which plans are candidates for broader application.   Thus, at a later stage, consideration will need to be given to implementing incentive plans on a broader scale, which is of course more difficult than obtaining the participation of a relatively few hospitals. 
Summary 
The average-increase plan described in this paper is based on the premise that the percentage increase in normal cost should be approximately the same among similar hospitals, the hospitals being rewarded or penalized according to their cost experience relative to other hospitals. Further study is needed to test the reasonableness of this premise and to develop the detailed provisions of the plan, especially those provisions relating   to   determination and treatment of extraordinary costs, criteria for the grouping of hospitals, the type of base appropriate for calculating increase in costs, problems of insuring quality of care, the formula for distributing   gains   and   losses   under the plan, possible amelioration of financial problems of   loss   hospitals and possible control over the use of   gains   by the hospitals.    Also, problems exist in implementing the plan, obtaining the participation of hospitals, and evaluating the effectiveness of the plan.    In many of these matters, the experience obtained in the operation of the plans would be the most useful source of information for improvement and development of the plan. 
The average-increase plan is designed mainly to motivate hospitals to improve their internal efficiency and would not, in itself, result 
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in greater use of facilities alternative to hospital care. Specific provisions of the plan, however, could affect this objective. As mentioned previously, the use of cost per stay as the basis for the plan would tend to decrease the length of stay and encourage alternatives to hospital care, while use of cost per day might have an opposite effect. 
CAPITATION AS A METHOD OF REIMBURSEMENT TO HOSPITALS IN A MUL'TIHOSPITAL AREA 
Robert M. Sigmond 
Why   Capitation Reimbursement? 
Comprehensive health planning and other forces resulting from increased concern about hospital effectiveness will undoubtedly give rise to a wide variety of new incentives to hospitals in an attempt to achieve a maximum return In health for the dollar spent. These incentives will not all be reimbursement incentives, but the use of financial goals to achieve socially useful purposes will certainly increase.    In any event, it is important that disincentives be avoided in reimbursement contracts to the greatest extent possible. Unit-ofservice reimbursement (with or without "pluses") can obviously serve as a disincentive in various aspects of effective health service; that is to say, it tends to encourage increases in the quantity of utilization without regard for quality and effectiveness. 
Per capita reimbursement is designed to eliminate these reimbursement disincentives.   The capitation-reimbursement method would not work against most of the activities that hospitals might undertake in order to increase their effectiveness, and many activities that would result in loss of income under unit-of-service reimbursement would result in welcome reduction of expenses under capitation. 
Robert M. Sigmond is the executive director of the Hospital Planning Association of Allegheny County (Pennsylvania). 
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This proposal is intended to act, not as an incentive itself but, rather, as a mechanism by which is created a fertile, friendly financing environment for experimentation with a wide variety of innovative programs growing out of other forms of incentive.   The specific capitation-reimbursement plan that is proposed does not interfere in any way with the patient's freedom of choice of physician or hospital, and involves no financial risk for the participating hospitals.   If the plan failed to result in new programs to improve effectiveness, or if such new programs proved ineffectual, then the situation would remain essentially unchanged—no better and no worse than prior to shifting to per capita reimbursement. 
The Yuma County Experiment 
The proposed plan is an adaptation, for large, multihospital areas, of an experiment that was undertaken by Blue Cross in Yuma County, Colorado, beginning in 1963.   Following an initial study of the hospitalutilization patterns of its subscribers, Blue Cross proposed to the two   community hospitals in the county that, instead of billing Blue Cross for services rendered, they simply receive the Blue Cross dues of the County members.   The initial reaction to the proposal was negative, but "it began to be clear .  . . that such an approach offered many advantages."1/   Hospitals would have "a greater measure of selfdetermination, and a greater opportunity to exercise normal business discretion than they had ever had in the past insofar as Blue Cross 
1/   The Yuma experiment was reported by Thomas M. Tierney and Robert M. Sigmond in "Could Capitation Ease Blue Cross Ills?"    The Modern Hosnita.l 
CV (August 1965), 103-106, and the quotations in this section are from ' 
the article. 
subcribers were concerned."   They would be assured of "a regular and predictable monthly income which had been actuarially determined to be sufficient to provide hospital care for the 4,000 persons who now would become their responsibility," and while providing basic benefits as specified in the Blue Cross contracts, they would "have the complete prerogative and discretion to provide those services in whatever manner and whatever way they felt would best meet the medical needs of the subscribers and at the same time effect a maximum of efficiency and economy." 
To   initiate the experiment, Blue Cross deducted,    from the total revenues of the Yuma County subscribers, a 3-percent fee for administrative services, reserved 52 percent to the hospitals' credit to pay for services received by county subscribers in out-of-county hospitals, and remitted the remainder to the two county hospitals in proportions based on their past experience.   These proportions had been determined by the 18-month preparatory study, which found that 52 percent of the hospitalization payments had been made to large, out-of-county hospital one incounty hospital had provided 63 percent of the hospital services; the other, 37 percent. 
One of the measures of the effects of the new system was a comparison of the payment to the hospitals under the experiment with what it would have been under the conventional system.   In the first year, "reimbursement showed a significant increase." 
Another measure was the comparison of previous utilization rates with the utilization rates for Yuma County subscribers in the first year of the experiment; also, the rates for Yuma County subscribers 
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as compared with rates for all subscribers in the State.    Yuma County rates decreased markedly, while State rates rose. 
In the first year, the percent increase or decrease in utilization differed between Yuma County Blue Cross subscribers and all Colorado subscribers as follows: 
Percent change 
Yuma All counties 
County in State 
Inpatient days per 
1,000 subscribers                                 -7.5 +3.5 
Average length of stay: 
All subscribers  -7.2 +1.4 
Hospitalized in county  -17.2 
Hospitalized elsewhere  -3.8 
Thus the experiment, although very limited, and conducted in a rural area that differs widely from the metropolitan areas in which the capitation-reimbursement experiment under Medicare is proposed, nevertheless indicates the feasibility of trying "a new method of hospital reimbursement which offers an economic incentive to hospitals to serve people with a minimum of inpatient days." 
The Original Concept of Hospital Prepayment 
The principle of reimbursement on which the Yuma plan was based is not new.    It is, rather, a revival of the concept on which hospitalprepayment plans were first developed—the concept of capitation payment to a designated hospital.    As originated by Justin Ford Kimball, at Baylor University Hospital, and reported to the American Hospital Association in 1931, subscribers would pay a small amount each month to the University Hospital, and, "in consideration of the continued 
payments, the hospital would agree to provide its services to the contributors when needed."2/ 
The multihospital prepayment plans that came into being as a result of the spread of Dr. Kimball's idea retained many of the features of his plan, but instituted a significant change:    "The basis of payment to the hospital was changed from per subscriber (sick and well alike) to per diem for those subscribers who were patients.   As a result of this shift in method of payment, the incident of hospitalization became not only an incident of 'out-of-pocket' expense to the hospital, but also an incident of income.   The more subscribers who were admitted and the longer they stayed, and the greater number of services they utilized, the greater the number of dollars the hospital would receive." 
The many problems that have since arisen—the steady increase in hospital costs, overutilization, and the uncoordinated expansion of facilities, to name a few—might well be alleviated by a return to a capitation method of reimbursement. 
The Mechanics of the Plan Under the capitation-reimbursement plan that is proposed, each Medicare beneficiary is asked (by questionnaire or otherwise), "With which hospital do you feel identified?" that is,"Which hospital would you probably go to for a relatively routine hospitalization?"   It is made clear to the beneficiary that he will be completely free to go to any hospital when in need; that the designation of a hospital does not limit his freedom of choice in any way.    Any beneficiary who cannot or will not designate a hospital is arbitarily assigned to the general 
2/ Ibid. 
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hospital nearest his home; it is essential to the plan that all 
beneficiaries be identified with a hospital.  Each hospital maintains 
a file of the beneficiaries identified with it.   The file is kept up 
to date as people die or move away or change their identification hospital 
for any reason.    (Beneficiaries should be asked annually if they wish 
to change their identification hospital.) 
Each hospital receives a monthly payment equal to the product of (a) the number of beneficiaries in its identification file, and (b) the monthly capitation.   The monthly capitation is the same for all hospitals, and is a projection based on the actual cost per beneficiary incurred by these hospitals in providing care to Medicare patients.   Thus, when a Medicare beneficiary uses the   identification   hospital, the hospital has, in effect, already been paid and therefore has no need to submit a claim for reimbursement. 
When a Medicare beneficiary uses some other hospital, that hospital bills the intermediary and is paid as at present, and such payments are deducted from the identification hospital's next payment. 
The identification hospital submits regular quarterly, semiannual, or annual statistical reports of utilization and the costs of serving the identification group. 
At least annually during the pilot phase of this program, the net payments to each hospital for identification beneficiaries are compared with what the hospital would have received on a unit-of-service basis for the services actually provided to its identification beneficiaries in that hospital.   If the hospital has lost money by this 
measure, the full amount of loss is restored.    If the hospital has gained money, half the gain, or any portion mutually agreed upon by the Social Security Administration and the plan, is returned to the Medicare program. 
Thus, in terms of money, a participating hospital would have everything to gain and nothing to lose from the capitation reimbursement demonstration program. 
It has been suggested that the capitation system is limited because, after an initial period, few if any hospitals would have the potential for any further reductions in the capitation expenditure of their group.   Accordingly, they would expect no gains at the end of the period and would lose interest.   But this represents a basic misunderstanding of the plan.    Each hospital's gain per beneficiary represents one-half (or other, agreed-upon proportion) of the difference between the per capita cost of its identification group and the capitatit for the entire area.   The area capitation is not likely to be significantly affected by the efforts of any one hospital.   The efforts of each hospital participating in the plan to reduce its own group's hospitalcare expenses, however, can result in gains each year that its expenses fall below the area average.    It could be that some of the participating hospitals would not receive a gain each year, and that some would have per capita costs that were so high relative to the area average that they could not even expect a gain.   But these hospitals might learn something from self-analysis.   Why are their per capita costs high?   Is it high operating costs?   High utilization rates? Patients in the wrong institution at the wrong time?     Possibly, there 
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may be basis for experience rating of the capitation, and this is discussed in the section, below, on issues for further study. 
Theoretically, the capitation program could have no impact at all.   Suppose that none of the patients went to the identification hospitals, or that no new, cost-saving activities of any kind developed. The situation would simply be the same—no worse or better than it is now.   The hospitals would be reimbursed for all services, just as they are now.   A few hospitals might make a little extra money on their identification patients (if their utilization was low or if their identification patients went to other, lower cost hospitals), but the amount would probably be small.   A reasonable guess is that at least two-fifths of the beneficiaries would elect to be treated in the hospitals with which they were identified, and that many of these hospitals would immediately begin to react with socially desirable programs. 
Possible Impacts Actually, a capitation-reimbursement plan would probably make impacts in several areas—among them, hospital costs and quality of care, and hospital/community and hospital/patient relationships.   Some of the possible impacts are discussed in the following pages. 
Alternatives to Inpatient Care 
In general, inpatient hospital care is the most expensive form of care.   Therefore, provision of various forms of effective alternatives to inpatient care would benefit a hospital financially.    The capitation program would provide economic incentives for a wide variety of programs:   outpatient surgery or other forms of ambulatory care to 
avoid inpatient care entirely; pre-admission workup to shorten the length of inpatient stay; and early discharge to ambulatory care, home care, or an extended-care facility, for example.    Under the capitation system, these programs would result in reduction of expenditures without corresponding reduction of income; under cost   reimbursement, income and expense are both reduced to the same extent.    Similarly, under capitation, with services rendered to inpatients, such as laboratory tests, etc., any reduction of expenses resulting from programs to eliminate unnecessary services to inpatients would not result in equivalent reduction in income. 
Conversion of facilities from acute inpatient facilities to extended-care facilities or ambulatory facilities—as a result of shifts in utilization patterns of capitation patients—could also bring about a reduction of expenditures without a corresponding reduction of income. 
If the more expensive of equally effective alternatives is selected, it is clearly a waste of the institution's funds.    Any expenditure of hospital funds that does not contribute to the health or satisfaction of the patients is also clearly a waste of the institution's funds. 
Coordination among Hospitals 
The capitation method of reimbursement would also eliminate disincentives toward coordination among institutions. For example, if a hospital has a choice between providing a little used, expensive service and arranging for its provision from another institution, it can weigh the cost of providing the service itself as against, in 
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effect, purchasing the service from other institutions. Coordination among hospitals to avoid expensive duplication of equipment and services becomes a matter of direct, measurable financial benefit—to the institutions as well as to the community.    For the hospital with the expensive, specialized service, it becomes a clear-cut matter of financial gain as well as of community service to work out arrangements with other hospitals that these other hospitals will recognize as preferable to providing these services themselves. 
Most beneficiaries probably would identify with the smaller community hospitals with less than 300 beds, rather than the large referral hospitals; most patients,   at present, are in the hospitals with less than 300 beds, and relatively few such patients are there because they could not get into the larger, referral hospitals. Further, some significant proportion of the patients now in the referral hospitals are not there because it was their logical hospital for an uncomplicated condition; they are there by referral because of a difficult condition that could only be handled in the larger hospital .     Almost by definition, a large, referral hospital, providing complex services to a large geographic area, is chosen as the necessary rather the merely preferred alternative as far as most physicians and their patients   are concerned. This point is little understood in the hospital field, but would be immediately revealed by the identification process of the capitation system.   Except for their immediate neighborhoods, large, referral hospitals would be named by relatively few people, and would begin to recognize themselves as hospitals' hospitals, dependent on other resources in their contribution to comprehensive health care.   The large 
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hospital could begin to see its immediate neighborhood in a new perspective; and, conversely, the community hospital would see its importance as a community resource in a new light, and   also would have concrete evidence (in terms of the subtractions from its monthly capitation checks) of the extent of its dependence on large, referral hospitals for comprehensive care of its patients. 
The new reimbursement arrangements would help everyone to understand, for the first time, the degree of interrelatedness of the hospital "system," and all parties could begin to react rationally in program development to the extent of their innovative capacities. 
Quality of Care 
It is sometimes suggested that the capitation system provides incentives leading to provision of less than optimum care—treating individuals on an ambulatory basis when they should be admitted, discharging too soon, encouraging patients   to receive care in their identification hospital when the services of the higher cost, referral institution are required. 
Admittedly, these dangers are present, but they do not seem too imminent because of many offsetting factors.   First, the attending physician makes these decisions and he is not financially affected by the method of hospital reimbursement.    He is subject to influence by the hospital (or else the   capitation system would be of extremely limited value), but this influence is not likely to extend to acts not in the interest of his patients, as he sees it.       Second, the patient is  free to do what he wants to do.   Third, the patient can always 
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change his identification hospital, and this factor should lead hospitals to give more consideration to patient satisfaction than some have to date.   One interesting speculation:   a high-cost hospital that cuts back its programs might make a nice gain on its identification group until these people shifted their identification!   So the capitation system fven provides an incentive for phasing out inefficient hospitals! 
Hospital/Patient Relationships 
The capitation-payment program, as outlined, enables an institution to identify its programs with actual people—sick and well, hospitalized and nonhospitalized.    It enables the hospital to direct specific programs to specific people, to identify successes and failures, to assess and re-assess, to consider alternatives—in short, to undertake a systematic approach to the delivery and provision of health services for a defined population group. 
Hospitals might wish to employ patient-care coordinators to establish contact with identification beneficiaries in order to offer guidance in their health needs (including perhaps a free history and physical examination).    Others might wish to limit such activities to systematic contacts with those who are seeking some form of care. The possibilities are unlimited. 
The program would not force a hospital to adapt its programs to the health of the defined population group.   But it does make this approach attractive.   The point is that, in the absence of per capita payment, it is virtually impossible for a hospital to take this approach. 
Administrative Efficiency 
The proposed program might result in a reduction of paperwork for hospitals, because of the elimination of processing of claims for the cases of patients who used their identification hospital.   This saving would be offset, however, by the cost of maintaining identification files and submitting statistical reports. 
Lag in payment for Medicare beneficiaries would be eliminated, since the hospitals would receive the capitation payments currently. Hospitals would also receive regular reports showing which of their identification beneficiaries were going to other hospitals, to which hospitals, and for what purposes. 
Reimbursement Agencies 
What would the capitation system do to the reimbursement agencies?^/ Claims processing would decrease, probably by at least 40 percent. This saving would be offset by (l) the cost of soliciting the beneficiaries for hospital identification, (2) the cost of maintaining identificationpatient files at each hospital, and (3) the cost of processing reports of the utilization by patients  of their identification hospital. Considering the expense of claims processing, the reimbursement agency might break even on these tradeoffs, but probably not.    But even a substantial increase in administrative costs would be trivial compared to the possible reduction in claims. 
Some reimbursement agencies might think that loss of claims processing would mean loss of all controls.   But there is little 
3_/   See also, Tierney and Sigmond, ibid., p. 106. 
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evidence that claims processing provides an effective means of control. Most of it is a mirage.   Prepayment agencies that utilize per capita payments to reimburse providers have a much more respectable history of grappling with utilization, cost, and quality controls than such agencies as insurance companies or Blue Cross, who rely largely on claims processing and reimbursement per unit of service. 
Issues for Study under Experimentation Annual Adjustment of the Capitation 
It would appear that the capitation should be based on annual projections of utilization rates and per diem costs fcr an entire area. If desired, retroactive adjustments could be built in, representing the difference each year between the projected capitation and the actual capitation rate for the period.   This would affect only hospitals with net gains during the period (in contrast with straight per diem reimbursement), since these would be the only hospitals for which the exact amount of the capitation would make any difference at all. 
Experience Rating 
The basic proposal provides that each hospital receive the same capitation.   No hospital would receive any less by this procedure than it would without a capitation plan.   But it Is true that some would stand more of a chance of not gaining from the capitation plan if their actual costs reflect any adverse experience factors within their identification group. 
There undoubtedly are sound bases for experience rating that 
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might be built into the system.   For example, overall capitation rates might be worked out for specific groups—age groups   or groups in nursing homes, for example—so that each hospital receives (and competes against) a capitation based on the weighted average of its own identification group, based on the group's actual characteristics. 
Other factors might be explored, but it is unlikely that their effects could be anticipated before the system was tested.   For example, high per diem cost hospitals might think that they should have higher capitations.   But their high cost might be offset by lower utilization, or by much utilization of lower cost hospitals by their group. (Hospitals might be surprised at the lack of correlation of a hospital's per diem cost and the capitation experience of that hospital's capitation group.) Experience might also show that hospitals in high-wage areas should get higher capitation, but this is by no means clear.   The guarantee against loss would protect all hospitals, while knowledge was being gained about possible logical bases for experience rating. 
Elimination of the Guarantee 
In time, consideration might be given to allowing hospitals to keep more of their gains and to guaranteeing only a portion of the losses.    Eventually, the guarantee might be eliminated altogether. However, this should await detailed exploration of experience-rating ideas. 
Negotiations between Hospitals 
Under the proposal as described above, the intermediary would pay for services provided outside the identification hospital. There 
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might be advantages to encouraging identification hospitals to negotiate rates with other agencies and pay them directly out of their own capitation payment.   This needs exploration. 
Nonreimbursable Services 
This brief description of capitation as a method of reimbursement to hospitals has not taken account of the fact that all hospital services are not completely reimbursable under the Medicare program—that there are deductibles, co-pays, etc., and that the effects of these might vary considerably among hospitals in any given capitation area. These factors would affect the computation of the capitation and the hospitals' gains and losses, and would have to be taken into consideration, accordingly, in working out the details of an experiment, as well as be observed under the experiment itself.    This will require careful study of the benefit patterns and the reimbursement formula, but the solution of any problems that would arise in connection with these details should not involve any insurmountable difficulties. 
A PROPOSAL FOR CAPITATION REIMBURSEMENT TO MEDICAL GROUPS FOR TOTAL MEDICAL CARE 
Paul J. Feldstein 
A wide range of suggestions has been made for establishing incentives under Medicare reimbursement.    These have included suggestions for providing incentives to institutions to undertake certain desirable "processes," such as instituting data-collection systems and utilization-review committees.    They have also Included incentives on the final outcome, such as rewarding those institutions with lowest costs.   Suggestions for rewards and penalties under these various schemes also differ; at one end of the spectrum, inefficient hospitals would be rewarded so that they would become more efficient, while at the other end, inefficient hospitals would be paid less so that they would eventually drop out of the system.l/   The purpose of the present paper is not only to suggest one more incentive system to be experimented with under Medicare reimbursement but also to set forth advantages of a total capitation reimbursement plan. 
Paul J. Feldstein is associate professor, Program in Hospital Administration, School of Public Health, and the Department of Economics, University of Michigan; while on leave he has been a member of the staff of the Division of Health Insurance Studies, Office of Research and Statistics, Social Security Administration. 
l/   For a discussion of the bases on which various incentive systems are designed, see Feldstein, "An Analysis of Reimbursement Plans," pp.23-54-, above. 
The Proposal 
The proposal is as follows:   That the Social Security Administration pay, in a lump sum, to physicians who are organized in medical groups, the estimated yearly medical expenses, under both Part A and B of Medicare, of aged persons choosing this reimbursement plan.2/ The medical group will then be responsible for their aged persons' entire medical care during the coming year.   This plan differs from present prepayment group plans in that the medical group would have a financial interest in the costs of providing all the care, e.g., physician care, hospital care, nursing home care, whereas under present prepayment plans the payment for these other forms of care is the responsibility of the patient or is covered by additional payment plans (As exist under the present Medicare system there may also be corridors in the use of various medical services under the proposed plans.) 
Since there is great variability in the medical expenses of an aged person—they may be higher or lower than the average of all aged over a year—that determine the capitation rate, a solo practitioner would not be able to absorb the possible losses if his aged patients exceeded the average.    Therefore, the proposal of paying a capitation rate should only apply to physicians who are organized in a group, 
2/   The lump-sum payment need not be provided to the medical group all at once.   There could be periodic payments (e.g. monthly) which would reflect the seasonality in medical-care expenditures. Periodic payments could also incorporate the rise in medical-care prices in an area rather than waiting until the end of the year to adjust the capitation rate. 
such as a partnership or corporation. For the group, the variability in medical expenses of their aged patients would more nearly approximate the average expense of all aged patients in that area.2/ 
The rationale underlying the above proposal, and its expected consequences, are discussed in the following sections. 
Objectives 
Many incentive plans have as their objective the minimization of hospital costs.   The other possible objective under incentive plans— the effective use of facilities—is not affected by such plans. Furthermore, plans that have effective use of facilities as their goal do not necessarily affect the objective of minimization of cost in an individual institution. 
The proposed scheme of capitation payment to medical groups would have both of   these   objectives as its goal.    The enrollment of the aged patients in the medical group would provide a total gross income for the physicians.    The incentive would be for the medical group to provide the care at the lowest cost and therefore maximize its net revenue.    (Quality, which becomes uppermost in everyone's mind when profit is mentioned, will be discussed below, and, as will be explained, is expected to be higher under this system than it is under the present system.) 
^/   Even though one individual's large bills are offset by many small bills in the averaging that determines the capitation rate, there would nevertheless always be the doubt in one's mind whether, if a 78-year-old person required $10,000 worth of medical services and was not provided all these services by the medical group, the economic interest of the medical group influenced this decision rather than that it was not a worthwhile expenditure of a community's scarce resources. 
The economic rationale for this approach is the following: In a non-medical-care market, the consumer, in making purchases, is cognizant of the alternatives and of their costs and benefits. Thus, he spends his money in such a way as to maximize his satisfaction for any given expenditure.    For the medical-care market, however, a great deal of technical knowledge is required in providing the care for a given diagnosis and even In ascertaining the correct diagnosis. The patient, therefore, selects a physician who knows his needs as a patient and his resources and who can then choose the inputs, such as hospital care and his own care, that are necessary in providing medical care for that patient.    The physician is analogous to a firm combining the inputs for producing a final product—in this case, medical care.Lj 
Thus, this proposal would provide a financial incentive to physicians to minimize the cost of the medical care of their aged patients by allowing the medical group to retain the difference between the capitation payment and the costs of providing all medical care. This would mean that facilities would be used more effectively and patients would be transferred to less expensive facilities as needed. It would also mean that an incentive would be provided for minimizing hospital costs, since physicians would, in providing hospital care, either contract for care at the lower cost hospitals, or perhaps eventually come to own and control their own institutions. 
Lj   For a more complete discussion of this idea, see Robert Rice, "Analysis of the Hospital as an Economic Organism," Modern Hospital. April 1966, pp 87-91; and Paul J. Feldstein, "Research on the Demand for Health Services," Milbank Memorial Fund Quarterly. July 1966. 
Probable Effects 
Given the above proposal and the economic rationale for expecting total medical cost to be minimized by its implementation, the following are some additional probable effects of such a proposal. 
Promotion of Group Practice 
Since the capitation plan would be only for physicians who are part of a group, we would expect the number of group-practice plans to increase and the enrollment in such plans also to increase.^/ 
Such medical groups would not need to be available solely to aged patients under Medicare.    Once such groups were started, other age groups could also enroll by paying a yearly capitation fee. (The capitation fee would probably be experience rated.)   Existing medicalinsurance plans could sell coverage for such plans, or the medical groups themselves could offer insurance.    (The capitation schemes could have various types of deductibles, as is currently the case in a number of plans, without diminishing the objective—providing medical services at lowest costs.) 
Less Duplication of Facilities 
Since it would be clearly in the physician's interest to purchase hospital and other institutional care at less cost, he would become more concerned with hospital policies that tended to raise costs. 
jj/   For reasons for such slow growth in the development of medical groups and other forms of large-scale practice of medicine, see the following articles:   Milton Friedman, Capitalism and Freedom (Chicago: University of Chicago Press, 1963), chap, ix,  "Occupational Licensure"; Reuben Kessel, "Price Discrimination in Medicine," Journal of Law and F.cnnoTni cs. October 1958.    Elton Rayack, "The American Medical Associati and the Supply of Physicians," Medical Care, Vol. 3, No. 1 (JanuaryMarch 1965). 
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There should be a tendency toward sharing of expensive facilities, 
and if physicians desired more expensive equipment and duplicative services, it would be at their expense. 
Incentives toward Hospital Efficiency 
At present, physicians have no incentive to be concerned with cost of hospital care.   Under this proposal, they would be responsible for providing such care and would have to reimburse the hospital for such costs.  They would consequently become more concerned with how hospitals are operating and be more discriminating in choosing hospitals according to their costs and the services required for the patient. The physician is the most knowledgeable consumer in the market, and he would be able to select the hospital with the necessary level of quality and available services at the lowest possible cost. 
More Effective Use of Facilities 
Since longer hospital stays would result in less funds being available to the medical group, the physician would seek less costly facilities, such as nursing homes, home care, etc., as it became medically feasible to transfer the patient. 
Increased Use of Less Skilled Personnel 
The physician would have an economic interest in the use of less skilled personnel, e.g., M.D. assistants, both in his office and in the hospital.    This would result in an increase in the physician's productivity.    Hence, we would expect to see an increase in demand for such personnel from the medical groups; they might even set up their own training programs or promote capable nurses to do tasks 
that are presently done only by physicians.   The sanctions available to the medical profession to inhibit the development of such personnel— since they serve as a substitute for some physician services—would be lessened by the existence of large, economically powerful medical groups.    (Each medical group can be considered as a firm with a production function for producing medical care.   For any given level of medical care, then, the medical group attempts to substitute inputs so that the cost of producing a given level of care is minimized. Therefore, the group has an incentive to substitute less costly inputs, e.g., less skilled personnel, for more costly inputs, e.g., M.D.'s, since the latter are relatively expensive and scarce.   Further, there would be a tendency to innovate, e.g., shift the production function, so that the cost of producing a given level of medical care was reduced.) 
Increased Supply of Physician Services 
Medical groups would be organized in various ways—in partnerships, or admittance to partnership in the future, simply as salaried physicians, or in any combination of salaries or ownership in the medical group.   A medical group would be able to increase its income if it had a sufficient number of physicians so that the additional net revenue brought in by having an additional physician is greater than the cost of the physician.   Thus, we would expect   not only use of less skilled personnel, which would increase the productivity of existing physicians, but also those activities that tend to increase the supply of physicians. 
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As the demand for medical care increased, the medical group, with a given production function, would require more of all its inputs, including M.D.'s.    Even assuming that M.D.'s are not used in fixed proportion to other inputs—i.e., assuming that as demand increases, other inputs would be substituted for M.D.'s—with continued increases in demand there would be an increase in the demand for M.D.'s. Assuming that the increases in the demand for M.D. services were industrywide, then the price that the medical group must pay (either in higher salaries or part ownership) to increase its supply of M.D.'s would also rise.   It is for this reason also that we might expect to observe medical groups offering traineeship programs for all kinds of personnel. Further, the medical group might also develop and provide shorter curriculums for providing medical education to college graduates in return for a certain period of service with the medical group. One possibility is for medical groups to start their own medical schools; further, to finance students through existing medical schools. But in any case medical groups would generally be in favor of an increase in the number of spaces in medical schools. 
Increased Provision of Preventive Care 
Because preventive care might result in a decrease in demand for more costly medical services later, an increase in its provision could be expected.    Secondly, the patient, by living longer, provides a continuing capitation fee to the medical group. 
Increased Use of Generic Drugs 
Since it would be in the economic interest of the physician to prescribe less costly drugs, we could expect the medical groups to become more concerned with drug prices.    We could, therefore, expect greater use of generic rather than brand-name drugs, and correspondingly lower drug prices. 
Innovations in the Organization and Delivery of Medical Care 
Through a physician capitation rate, an incentive would be created in the medical groups to experiment with different ways to provide medical care.   These might take the form of such things as multiphasic screening or greater use of computers in business applications, in storage of medical histories, and in the diagnostic area.    There could also be experimentation in the location and accessibility of medical services in relation to the population served. 
In addition to providing the incentive to innovate in the organization and delivery of health services, the capitation payment system would provide an incentive to seek out information on, and adopt as soon as possible, new techniques for both medical and management applications, in order to save money for the medical group   (or in order to increase quality).    The medical group Blight then publicize such an increase in quality as a means of competing with other medicalservice plans.    Unless such incentives were available, any progress in new methods for the organization and delivery of medical services would be slow and their adoption even slower. 
totality 
It might be said that the medical group could make the most money under the capitation plan by just pocketing the fee and providing minimal services to the patient.   However, there are several things that would prevent this from happening. 
The Element of Choice 
The proposed capitation method is but one type of Medicare reimbursement plan that would be offered in any area.   No beneficiary would be assigned to such a plan.   He would be given a chance to select from among the various plans in operation and also from among other methods of providing medical services that might be available. This choice, which should be available annually, would serve as a stimulus to alternative plans to cater to their subscribers so that they would renew each year.   Although some of the Medicare subscribers would not be able to make a good choice among alternative plans, other Medicare patients would.   Also, if the capitation plan eventually began to serve other age groups, the greater selectivity of these subscribers would force the various plans to improve and publicize their services in order to attract and keep more subscribers. The less informed subscribers and those less able to distinguish between plans would thus benefit from the activities of the more informed. 
Accreditation of Medical Groups 
The element of choice, however important it is in any health-care system, might still not offer enough safeguards to those persons who believe that some totally unscrupulous people would in some way be 
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able to fool everyone.   In this case, there could be a system of accreditation similar to the present system of hospital accreditation. 
Accreditation could take several forms:   it could set minimal levels of performance that medical groups must meet, it could involve a continual inspection system, or it could set levels of accreditation. In any case, such accreditation systems set a floor below which each medical group must comply.    Accreditation systems, combined with the element of choice, then serve as a minimum above which the various alternative plans could compete in trying to attract new subscribers. 
The Concept of Size and Permanence 
Permanence.—Large organizations or corporations have a life of their own.   This results in behavior different from that of individual businesses.   Whereas an individual entrepreneur may go into business, mislead his consumers, produce a poor product, and then quickly move on to another area, large organizations cannot afford to do this. The nature of a large organization or corporation is such that it expects to be in business indefinitely.   Thus, it cannot undertake those business practices that will maximize its present income at the expense of future business.    It cannot afford purposely to produce a poor product.   Large medical groups have their reputations at stake, and to pocket the capitation fee and provide little or no service would affect the reputation of the organization and decrease future business. Poor business practices are, therefore, more to be expected of smaller organizations where the costs of moving and entering and leaving business are less.   It is believed that this is as true in the medical 
field as it is for large corporations in nonmedical areas. Kaiser Foundation Health Plan, Health Insurance Plan of Greater New York, and Group Health Association have not been criticized for lowering the quality of medical care. 
Size.—Similar to the idea that permanence of an organization leads to attempts to increase (or at least maintain) quality, is the belief that the size of the organization also has an impact on quality. In a medical group comprising many physicians, the poor quality of practice on the part of any one physician affects the reputation of the other physicians.   This "spillover" effect is such that it becomes in the interest of other physicians, their reputations, and hence their incomes, to insure that poor medical care is not practiced by any of the participating physicians.   Thus there would be greater internal review of the medical care practiced among the medical-group members. In the present system of solo practice, there are no economic incentive to the other physicians to enforce sanctions against physicians whose performance, when examined by utilization and tissue committees, is revealed to be less than acceptable. 
It is, therefore, believed that the nature of permanence in an organization and its size would provide incentives to insure that the group's reputation is not affected by the poor practice of medicine of its members. 
Ongoing Quality Review 
In any proposed incentive-reimbursement plan, there are several other measures for evaluating quality that could also be used In evaluating the quality of practice in medical groups.    Continual peer
group review of medical records and the publicizing of these results among the alternative plans would serve as a strong impetus to higher quality.    If publicity were not strong enough, then sanctions could be applied.   However, the ongoing peer-group review and the publicizing of the results among the plans would themselves be a great stimulus toward increasing quality. 
Publicity of performance among plans should be encouraged. This would serve to educate the consumer as to alternative plans and medical groups available.   The fear that consumers will select medical groups and alternative plans on the basis of poor or misleading criteria would probably prove to be groundless.   There are enough consumers who are sufficiently able to distinguish among relevant criteria for the pressure of alternative medical groups and plans to bring to light differences in-the plans; competition in publicity would mean that better criteria would be developed to enable persons to distinguish between plans.    The health field has operated for too long on the belief that no information is better than some information.   Besides being contrary to one of the underlying principles in a democratic society— the principle that people can, in general, evaluate information and make rational choices—this belief has not shown that quality is higher and prices lower without information than with it. 
Criteria for Evaluation How should the proposed method for incentive reimbursement be evaluated after being in existence for a period of time?   The simplest criterion would be whether the plan was able to survive.   The Government 
should continue to offer to pay a capitation fee to the medical group if the Medicare patient so elected.   The size of the capitation fee should be equal to the average amount that the Government pays out (including Part A and   Part B) for aged patients in that area. If the medical group was able to provide services and expand, given the capitation fee and whatever other payments the aged person might be required to make to supplement the Government-paid capitation fee, then the medical group would have a life of its own.   If the medical group was able to reduce costs because of the incentives offered, then we would expect its net revenues to increase and that it would expand its enrollment in order to increase net revenue further.   Also, if the medical groups appeared profitable we would expect more medical groups to form and thus compete. 
If there was competition between medical groups, or between a medical group that wanted to increase its enrollment and the other plans that the aged patient could select, then this competition might take the form of offering additional services to the patient for the same capitation fee, or the medical group might pass on some of the savings in cost to the patients by lowering the supplements or the deductibles they pay.    We would therefore not expect that all the savings in costs resulting from such plans would go just to the physicians.   Part of the savings would go to the patients, and also, part would go the Government in the form of lower capitation rates (or rates that would rise less rapidly than if such plans did not exist).   The Government would also benefit in that, in the short run, the average amount of medical expense that the Government had to pay 
in an area would be reduced, since if a medical group purchased hospital and other facility services, then it would be shopping according to the price of that institution and its level of care.   Or if the medical group developed its own institutional facilities, then these could be a yardstick by which the other facilities compared themselves. 
Such shopping for services by the medical group should tend to lower (or retard the rise in) prices, and hence, reduce the average amount the Government must pay for care. Further, if there is less use of the hospital by the medical group, then this might influence other physicians' use of hospitals and also lower the medical-care costs in an area. In the long run, innovations and experimentation, by the medical group, in the organization and delivery of medicalcare services should also have an effect on the price of medical care. 
When comparing this plan with other incentive-reimbursement plans, the criterion of survival is relevant.   If any other incentive plans reduce hospital costs in an area, then this lower cost would be reflected in the average amount the Government pays for aged patients in the area, and this would be reflected in a lower capitation fee to 
the medical group. 
The relevant cost indicator of performance for both the medical groups and any other incentive-reimbursement plans is the impact on the annual medical-care cost that the Government pays per aged patient. The incentive of any reimbursement plan is to reduce this amount. If the capitation-type plan can survive and grow, then it is successful. If other incentive schemes reduce medical-care costs either in total or by affecting only one portion of it, e.g., hospital costs, then 
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this affects the annual medical-care cost per aged patient. This would serve as an additional incentive to capitation plans. The evaluation of all incentive plans should be made on the basis of the annual medical-care cost of an aged patient in different areas and regions of the country. 
How to Develop Groups for Experimentation There are several ways to develop medical groups as described in this paper.   First, there are presently a number of prepaid-group-practi plans around the country, e.g., California, Ohio, New YGrk.   These plans could easily increase their responsibility for providing all medical services if the aged person in the area selected such plans to receive their entire capitation fee.   Requirements in setting up plans of this scope should include that there be no adverse selection of patients by the group and also no cancellation clauses.   Similarly, an aged person should not be able to join a group or transfer to another group at the onset of serious illness.   This could be handled as in present prepayment plans, by having open enrollment several times a year. 
New medical groups could be encouraged to form if the Government were to provide a flat sum to such groups, covering developmental expenses for the first several years.    Such expenses would include initial overhead and start-up costs, such as recruiting physicians, publicity, and salaries of the organizers.6/ 
6/   In some States, the law would have to be changed in order to permit the formation of medical groups.   State laws have been a factor inhabiting the growth of group plans (see Horace R. Hansen, "A Survey of State Laws Affecting Prepaid Group Practice," prepared for the National Conference on Private Health Insurance, Washington, D.C., September 2728, 1967 /Washington, D. C.:    U. S. Government Printing Office, 1968/). 
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Lastly, hospitals (or even medical schools, or both together) which were already large financial organizations would provide bases for starting such groups.   Hence, developmental grants might also be provided to various hospitals to set up such organizations. 
Conclusions 
The development of medical groups as described in this paper is an alternative to providing strong controls to planning groups for controlling medical costs.   This proposal is an attempt to provide greater incentives in all areas of the provision of medical care, including incentives to encourage experimentation, to reduce hospital costs, to provide for more effective use of health facilities, and to decrease the duplication of facilities and services in an area. 
One of the main advantages of a multiple health service as it exists in this country is that it enables new ideas to develop and comparisons to be made, so that choice is increased.   Multiplicity of methods for delivering medical-care services, both in choice of medical groups and in other ways of providing medical care, should be encouraged.   The opportunity for continual comparison and choice among various approaches should be one of the main forces for innovation in our multiple health-care system. 
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