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INTRODUCTION

Public Control and Hospital Operations

The purpose of the Annual Symposium is to
bring together the student, the professor, the
administrator, and the planner and provider of
health services to define and analyze a particular
issue which is apropos, timely and important
to the present state of the delivery of the health
services,

Today, the consumer of health care services
is demanding more from the hospital and the
physician for less money while in an era of rising
costs. Today, the doctor, the hospital, the pro-
vider of health services is being held publicly
accountable for the quality of service delivered
and the cost incurred by the patient.

The demand for public accountability and
public disclosure of finances and its relation to
quality has brought with it the need for control-

control of supply and demand, control of qual-
ity and quantity of care, through such mecha-
nisms as rate review, utilization review, the
approval for capital expansion through such
means as the Hill-Burton state plans and area-
wide comprehensive planning and those controls
such as insurance benefits.

Among the questions addressed by speakers
at the Symposium are: If more controls are to
be proposed, what will the mechanism for con-
trol be, what form will the controls assume, will
controls achieve the desired effect? Who will
enforce controls once they may be established?

The papers and discussion reported in these
proceedings will have continuing pertinence to
the ongoing discussion and evolution of controls
in the health field.

These symposia explore current
present trends and anticipating th
this Symposium, “Public Control

lished for distribution.
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Reimbursement: Past, Present, and Future

HAROLD HINDERER

CHAIRMAN MAY: Every year when we try to
choose_a topic for this symposium we bring
together our faculty to try to identify an area
of concern which will be important by the time
May 1 rolls around. We did this in the late fall
last year, and sometimes it is fairly difficult to
predict what will be important. I have a feeling
that this year we played it safe, in the sense
that controls have been with us for some time
and will continue to be with us for some time;
so we weren’t really risking very much in choos-
ing the subject.

I do think, however, that with the kind of
developments we are seeing more and more con-
trols, more and more interest in controls, more
and more responsiveness to controls, is going
to be required.

I thought what I would do just by way of
introducing the session is to talk a little bit about
controls as such in the health care field, and
then leave it to our speakers for the rest of the
day and a half to talk about three areas in which
controls are particularly ubiquitous.

It seems to me that control, in so far as you
and [ see it from our operating settings, is really
the equivalent of any kind of intervention by
anybody else for the purpose of modifying our
behavior. That is a pretty broad definition, but
essentially that is what a control is. Anything
that somebody lays on us for the purpose of
causing us to do something that we otherwise
wouldn’t have done, or preventing us from doing
something we otherwise would have done, is
a control.

Many approaches to regulation or control of
our industry have been tried, and many more
have been proposed. Some of these approaches
have had the ostensible if not real purpose of
bringing rationality to the health care system.
The Hill-Burton state plans which were required
since 1946 are essentially an effort to bring
rationality to the system. Area-wide comprehen-
sive planning is another kind of mechanism for
control which is designed to create rationality.

Another category of controls that we have

seen are those which are designed to provide
incentives to cause us to perform more effec-
tively or more desirably in our operating set-
tings: Insurance benefit structures are an exam-
ple of this, grants and subsidies for specialized
services, rewards for doing certain things are
incentives which cause us to perform “better.”™

Then there are sort of true controls, which
serve to limit the range of alternatives that we
have. Rate review, utilization review, prior
approval for capital expansion-—the purpose of
these is to reduce our alternatives to a set which
society believes we ought to be dealing with,
to prevent us from doing undesirable things.

What we hope to do over the next day and
a half is to examine some current developments
in this area in the context of their effect on our
day-to-day operations, to delineate the major
issues for us which are raised, and to under-
stand and deal with them in operating settings.

In order to help us to think about the rather
heterogeneous range of topics that we will be
covering in the next couple of days, I came up
with two different classification schemes, one
or both of which might be useful in listening
to the speakers and understanding what they
have to say and in carrying away something that
will be useful.

The first has to do with sort of an economist’s
view of controls and what they are designed to
accomplish or what facet they are operating on.
Essentially, controls can be classified as being
controls on the demand, or what the people want
to get from the system, what quantity and at
what price, or controls on supply, essentially
what we are providing,

Examples of controls on demand which we
have seen are the scope and nature of insurance
benefits, the number of people covered, thekinds
of new coverages which are being proposed and
developed, all of which serve to change behavior
of the patients as they are coming to us. The
large number of semi-private beds in hospitals
is an example of control on demand which has
resulted in changes in behavior. The Blue Cross
was reimbursing, and so on, so we provided it.



‘The structure of benefits—for example, out-
patient versus inpatient benefits—If society
wants us to start providing more care on an out-
patient basis and less on an inpatient basis, one
way this can be accomplished is to encourage
people to ask for outpatient care and use it by
providing benefits for it and reducing benefits
on the inpatient side.

There are incentives for the patient to
economize in his use, like coinsurance, deducti-
bles. There_are incentives for the physician to
economize in his use of our services, like utiliza-
tion review and programs such as HASP, Hospi-
tal Administration Surveillance Program, in
Illinois.

Then there is a whole different set of controls
which operate on the supply side. Controls on
the pricing systems, such as rate reviews. Con-
trols on the quantity of services delivered to
various population groups, like the regulations
which the Secretary promulgated on April 18—
the 5 percent reasonable level.

There are controls on costs and on volume
which we are familiar with; and there are con-
trols on construction; controls on competition
that take the form of licensing, certificate of
need, and franchising. Many of these we will
be looking at over the next couple of days.

So, when a control is proposed, or when a
mechanism for control is proposed, one way to
examine it is to look at it as to whether jt affects
the demand or the supply side of what we are
up to, whether it will cause what you do with
response to demand to be different, or whether
it will cause the demand that you are seeing
in your hospital to change.

Another kind of classification scheme js really
an outcome classification, or the desirability
of the outcome resulting from the control.
Controls are exercised on many, many dimen-
sions of what we are doing. They are exercised
on cost, on volume, on range or services, on
the quality, on access, and so on.

I put together a little table. This deals with

VOLUME
More Same Less
c More + - +0 + -
Q samel 0+ 00 0~
T less | - ~0 ~ -
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cost and volume only. If these were the only
two dimensions we were dealing with, presum-
ably as a result of controls you can get less or
the same or more volume at least, or the same
or more cost. That is all the possible outcomes.
To get less volume at less cost is one possible
goal of a control mechanism, and it might be
desirable or undesirable; it depends. To get the
same volume at the same cost, or to get more
volume at more cost, all of these we can identify
control mechanisms which presently exist that
are designed to accomplish those outcomes.

Whether or not the outcome is good depends
upon how you look at the various variables,
Clearly, you would not want to develop a control
mechanism that would produce less volume at
the same cost or more volume at the same cost
or the same volume at more cost, but you might
develop a control scheme to develop the same
volume at less cost, more volume at less cost,
or more volume at the same cost.

As you in your operating settings look at con-
trols, this is a scheme you can look at. Essen-
tially only three of the nine possibilities are
excluded a priori. Any one of the rest might
be the goal of a control system. And the control
system is good, bad or indifferent. Your
response to it is positive, negative or neutral,
depending upon how you view the outcome ma-
trix.

I could go on talking about this a long time,
but the point is I am trying to give you a pair
of schemes. I am sure you could each come
up with one of your own, after listening to the
speeches over the next two days.

The first subject we are going to cover, the
first area of control, js controls which are
inherent in the reimbursement process. Follow-
ing that we are going to look at controls which
are inherent in the prospective planning for the
organization via budgeting, and hnally tomorrow
morning we will look at controls which are the
sort of controls on competition or controls on
construction which are inherent in the certifica-
tion of need or franchising or licensure process.

The first speaker is Harold Hinderer, who is
Controller of the Daughters of Charity Shared
Services, St, Louis, Missouri, and a faculty
member at Washington University. I have heard
Harold speak many times, and I think he is one
of the most thoughtful, best informed and most
broadly oriented accountant I have ever met.




MR. HAROLD HINDERER: I promised Joel that
I would not go into a long, long dissertation,
because there is a limit to how much you the
audience can take. In addition, it is probable
that we will get more out of the questions and
answers than from the formal presentation.
Please don’t hesitate at all to try to keep this
informal, to try to keep the session lively. I am
very willing to have you raise questions during
the discussion at any time. As I said, I promised
Joel not“to be lengthy. Time is of the essence.

One little story about time has to do with when
I was with the Catholic Hospital Association.
Father Flanagan and the late Ray Kneifl went
to Montreal for the dedication of a new hospital.
The Medical Director of the hospital met them
at the airport. It is interesting that this Medical
Director was not Catholic, which was strange
in Montreal, especially in a Catholic hospital.
In addition to that, he had never been to a mass
or a Catholic service or liturgical worship.

He made it a point to see that every wish
of Father Flanagan and Ray Kneifl was taken
care of. They got to the hospital and the Sister
Superior met them at the door. The first thing
she said was, “Father, you are to $4y mass
tomorrow morning. We want you to give a short
sermon, but you must be finished at 9:45
because his Grace the Archbishop is coming for
the dedication. Please, 9:45!"

That evening after returning from dinner
Father went to his room, and found a bottle
of Coca-Cola, a few cookies, and note, “Please,
Father, 9:451"

The next morning at breakfast the Sister came
in and said, “Don’t forget, Father, 9:45, but |
do want a sermon.,”

Father went back into the sacristy to put on
his vestments and found another note. It said,
“Please, 9:451"

Ray and the doctor went into the chapel. Doc-
tor was fascinated by all the statues and pictures
on the walls. Ray explained what the stations
of the cross were, who the statues depicted,
etc. Finally Father Flanagan come out. This was
in the old days when the mass was in Latin.
He got to the foot of the alter and started saying
the mass, and Doctor asked, “Ray, what does
that mean?”’ He explained it to him. “What does
‘Dominus vobiscum’ mean?” Ray explained it
to him. When Father came to the Gospel, there
was Sister Superior sitting in the back looking
at her watch. Just to reassure her, Father took
his watch off and put it on the pulpit. Doctor
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said, “Ray, what does that mean?” Ray replied,
“It doesn’t mean a damn thing.” So you know
what you are in for.

Although this paper is entitled “Reimburse-
ment: Past, Present and Future,” there is lit-
tle to be gained from looking at the past except
to understand better the present. Likewise, the
better our understanding of the present, the bet-
ter the chances of our being able to play a mean-
ingful role in the shaping of the future.

There has been so much written about the
history of reimbursement that it would be pre-
sumptuous on my part to think that I could make
any truly meaningful addition. For those of you
who wish to pursue the development of reim-
bursement, I would recommend, among others,
the following publications: Somers & Somers,
Medicare and the Hospitals (one of the authors,
Anne Somers, is with us); Duke University’s
Report of the 1968 National Forum on Hospital
and Health Affairs, entitled Hospital Reim-
bursement—Methods and Consequences; the
American Hospital Association’s 1963 Report of
the Task Force on Principles of Payment for
Hospital Care; the Social Security Adminijstra-
tion’s Office of Research and Statistics Research
Report No. 26, Reimbursement Incentives Sfor
Hospital and Medical Care.

- Inlooking at reimbursement today and in try-
ing to anticipate the future, it would seem that
attention should be focused on Medicare. While
Blue Cross in many areas is more significant
volume-wise, there are few who doubt that what
takes place with regard to Medicare today is
setting the universal pattern for tomorrow.

Although there is by no means unanimous
agreement as to the adequacy of the Medicare
reimbursement formula, there are several areas
about which there is widespread concern.

Unfortunately, the generally agreed upon
inadequacies can be traced, in part at least,
to deficiencies in the Principles of Payment for
Hospital Care. These Principles had served as
the foundation upon which cost reimbursement
formulas had been buiit.

The major areas of concern are: (1) The cost
of rendering care to those who are unable to
pay; (2) working capital needs, and (3) deprecia-
tion.

The refusal to bear a proportionate share of
the costs of caring for those unable to pay was
based to some degree on Principle 2.304 which
stated: “Bad debts, the unpaid costs of care
of the indigent and medically indigent, and cour-



tesy allowances are deductions from earned
income and should not be included in reimburs-
able cost.”

The Comment which accompanied this Prin-
ciple stated in part: “It is apparent, however,
the net operating deficits resulting from the
foregoing factors must somehow be covered if
essential services are to be maintained; there-
fore, it may be appropriate that a reimbursement
formula developed under the terms and provi-
sions of Principle 1.100 give recognition to this
fact.”

Unfortunately for the hospitals, existing reim-
bursement formulas, with few exceptions, did
not give specific recognition to this financial
need. Thus, precedent had been set.

At the start of Medicare, the problem of the
cost of care to indigent was visualized as but
arelatively temporary problem which would dis-
sipate as Title XIX became operational. As we
know, there are many states in which the prob-
lem remains and may, indeed, be getting worse.

In a time of growth, especially one accom-
panied by a rather high rate of inflation, signifi-
cant additions to working capital are essential.
Again, the Principles of Payment for Hospital
Care gave no specific recognition to this financial
need of the hospital. It is true that the need
for additional working capital could be encom-
passed by Principle 1.100, which read, “The
amount and method of payment to hospitals
should be such as (1) to pay fairly and adequately
for services purchased, (2) to maintain essential
services, and (3) to encourage the development
of higher standards of service to meet the needs
of the community.” ‘

The comment which accompanied this Princi-
ple did not make reference to working capital
needs except in the same vague language of the
Principle itself. Again, Blue Cross reimburse-
ment formulas did not give specific recognition
to this vital financial need.

It is entirely possible that the working capital
squeeze may be the most serious financial prob-
lem facing hospitals today. Since the required
working capital is essential to continued opera-
tion even in the relatively short run, providing
it is a matter of the highest priority. All too
frequently, the only available source of these
funds is the cash which results from the reim-
bursement for depreciation. The resulting ““non-
funding of depreciation™ holds frightening pros-
pects for the future.

Traditionally, most hospital trustees have
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considered their responsibility one primarily of
stewardship. The preserving of the assets
entrusted to their care has been second only
to the safeguarding of lives. With the continuing
decline in the purchasing power of the dollar,
it is impossible to preserve plant capital when
the hospital is reimbursed only for depreciation
computed on historical cost.

The aforementioned Principle 1.100 could
easily be interpreted as recognizing the neces-
sity for some amount in excess of historical
depreciation as being a financial requirement
of the hospital. However, the necessity to offset
the erosive effects of inflation was not addressed
directly, With a very few exceptions, the existing
cost reimbursement formulas were based on his-
torical depreciation or a percentage of expense
in lieu thereof.

The failure of the American Hospital Associa-
tion to identify these so-called non-accounting
costs in its Principles of Payment for Hospital
Care should not be interpreted as an unaware-
ness of their being true financial needs of the
hospital. The Report of the Task Force on Prin-
ciples of Payment for Hospital Care, which was
sent to the House of Delegates on July 7, 1963,
gives unmistakable evidence that the Principles
were recognized as being deficient in the areas
to which reference has been made. It would
be conjecture on my part to give an explanation
of why the indicated clarifications were not
made. Suffice it to say, they were not.

In spite of the failure to give explicit recogni-
tion to these various financial needs, implicit
recognition was present in most reimbursement
formulas through the inclusion of a plus factor.
Thus it was that the “accounting” costs were
recognized  specifically and the “non-
accounting” costs acknowledged but not iden-
tified.

When the Social Security Administration
issued Principles of Reimbursement for
Provider Costs in May 1966, the hospitals looked
upon Principle 1-11 as merely the Medicare
program’s adoption of an accepted practice.
This Principle, entitled Allowance in Lieu of
Specific Recognition of Other Costs, and its
related comments, leaves no doubt about its
being comparable to the plus factor in then exist-
ing reimbursement formulas. The Comment
states In part: “It is the established practice
of a significant number of large third-party
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purchasers to include in payment for costs of
services a factor in the form of an allowance
to cover various elements not specifically recog-
nized or not precisely measured.”

One can only speculate about what the rejm-
bursement picture would be today had the 2 per-
cent not been included in the original Principles
of Reimbursement for Provider Costs. Would the
hospitals have entered the program if they knew
that there was no way in which their financial
needs.could be met? Or would the so-called
“non-accounting” costs have been identified,
and acceptable methods for their measurement
developed?

Regardless of what might have been, the fact
is that the hospitals did accept the proposed
Principles in good faith. When the 2 percent was
eliminated, the hospitals were, for the most part,
too deeply committed to the program and too
concerned about the aged to give serious thought
to their withdrawing.

As long as the hospital has an ample base
of patients from whom it can obtain the
resources to meet its needs, there probably
won’t be a noticeable increase in the demands
for adequate reimbursement by Medicare. But
as more and more patients have their care paid
for under a Medicare type reimbursement for-
mula, the financial position of the hospitals will
become critical and the demands for adequate
reimbursement will reflect the concern for the
very survival of the voluntary system.

Assuming that the inadequacies of reimburse-
ment will be rectified, a look into the future
is possible by studying the actions of those who
have in the past, do now, and will in the future,
set public policy. Just a brief reading of the
Report of the Committee on Ways and Means
on H.R. 1 should give strong indication of what
we can expect reimbursement to be in the
future.

There are three sections of H.R. 1 which have
a direct bearing on what the shape of reimburse-
ment may be in the future. Under present law,
the Secretary of Health, Education and Welfare
has the authority to conduct experiments in
reimbursement. The final paragraph of Section
222 (a) of the proposed law reads:

The Secretary of Health, Education and Welfare,
directly or through contracts with public or private agencies
or organizations, shall develop and carry out experiments
and demonstration projects designed to determine the rela-
tive advantages and disadvantages of various alternative
methods of making payment on a prospective basis to hospi-

tals, extended care facilities, and other providers of ser-
vices for care and services provided by them under Title

[

XVIII of the Social Security Act and under state plans
approved under Titles XIX and V of such Act, including
alternative methods for classifying providers, for estahlish-
ing prospective rates of payment, and for implementing
on a gradual, selective, or other basis the establishment
of a prospective payment system, in order 1o stimulate
such providers through positive financial incentives to use
their facilities and personne] more efficiently and thereby
to reduce the total costs of the health programs involved
without adversely affecting the quality of services by con-
taining or lowering the rate of increase in provider costs
that has been and is being experienced under the existing
system of retroactive cost reimbursement,

So, we can see that H.R. 1 has set the stage
for prospective reimbursement. It has, in effect,
mandated that this will be the reimbursement
system for the future, The Committee’s explana-
tion of this section leaves little doubt that pro-
spective reimbursement will be of more than just
passing concern for hospitals.

It is interesting to note that the Committee
is deeply concerned about the real possibility
of a provider’s trading quality for incentive dol-
lars. The report states:

Also to be considered is the fact that under prospective
reimbursement it will be necessary to take steps to assure
that providers do not cut back on services necessary to
quality care in order to keep actual costs down and thus
increase the difference between costs and the prospective
rate established. The development of adequate and widely-
agreed-upon measures of quality of care will clearly be

needed to provide that assurance and should be
immediately developed by the Department.

So, here again the Committee is saying to
HEW, “It is time for you to come up with stan-
dards of quality to insure that the incentive to
trade off quality for dollars will be precluded,”

Quite obviously, any consideration of pro-
spective reimbursement is predicated on the ex-
istence of a meaningful budgeting process. Sec-
tion 234 would require that each provider have
an annual operating budget and a capital budget
projected three years into the future. Thus,
again we see positive action being taken to lay
the foundation for prospective reimbursement.
What is not mentioned, however, is the
increased sophistication in accounting proce-
dures that prospective reimbursement will
demand. A clearly defined methodology for the
determination of the fixed and variable compo-
nents of each element of expense must be
developed if prospective reimbursement is to
be an equitable payment mechanism.

I mentioned to Dennis that one thing H.R.
1 does is to guarantee us accountants job secu-
rity. Just like the public accountants, whenever
a new, complicated tax bill in introduced, they



are there to support it. The more complicated
it is, the better they like it.

The Committee has made clear its concern
about providers’ inefficiencies in operations and
the rendering of service in luxury accommoda-
tions. On the other hand, the right of local citi-
zens to choose unusually expensive service
would not be denied. Section 223 is, without
a doubt, some of the most interesting reading
available.

The following is a direct quote from the Com-
mittee report:

Your Committee is also aware, however, that costs can
vary from one institution to another as a result of variations
in efficiency of operation, or the provision of amenities
in plush surroundings. Your Committee believes that it
is undesirable from the standpoint of those who support
Government mechanisms for financing health care to reim-
burse health care institutions for costs that flow from
marked inefficiency in operation or conditions of excessive
service.

To the extent that differences in provider costs can be
expected to result from such factors as the size of the
institution, patient mix, scope of services offered or other
economic factors, wide but not unlimited recognition
should be given to the variations in costs accepted as
reasonable. However, data frequently reveals wide varia-
tions in costs among institutions that can only be attribut-
able to those elements of cost that would ordinarily not
be expected to vary substantially from one institution to
another. ’

Where the high costs do in fact flow from the provision
of services in excess of or more expensive than generally
considered necessary to the efficient provision of appro-
priate patient care, patients may nevertheless desire such
services. It is not the Committee’s view that if patients
desire unusually expensive service they should be denied
the service. However, it is unreasonable for Medicare or
Medicaid (which are financed by almost all people in the
country rather than the patient or community that wants
the expensive services) to pay for it.

Similarly, when the high costs flow from inefficiency
in the delivery of needed health care services, the institu-
tion should not be shielded from the economic conse-
quences of its inefficiency, Health care institutions, like
other entities in our economy, should be encouraged to per-
form efficiently and, when they fail to do so, should expect
to suffer the financial consequences. Unfortunately, a reim-
bursement mechanism that responds to whatever costs
a particular institution incurs presents obstacles to the
achievement of these objectives. It is believed that they
can only be accomplished by reimbursement mechanjsms
that limit reimbursement to the costs that would be in-

curred by areasonably prudent and cost-conscious manage-
ment,

These are pretty strong words, and people
have said them before. When we have Mr. Mills
and the Ways and Means Committee saying
them, I think we pay attention, I remember from
my Jewish friends a quotation from the Torah
that I have never forgotten: “When a person
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calls you an ass, pay him no heed. But when
many people call you an ass, and often, best
you buy yourself a saddle.” So, I have been
to the tack shop. Mr. Mills has made a believer
out of me.

The Committee proposes that reimbursement
be limited by the imposing of a ceiling based
generally on the average cost of the particular
service for a group of hospitals in an area. The
Report makes specific mention of the costs of
the “hotel” services as being likely candidates
for initial control. It also mentions that attention
might be given to laundry costs, medical record
costs and administrative costs within the rela-
tively near future.

It is interesting to note that the Committee
makes mention only of non-revenue producing
areas. Clearly, comparisons based on direct
costs alone would not be valid. Instead, it would
be necessary to compare functional costs. The
reciprocal cost allocation inherent in the deter-
mination of the costs of mutual service areas
will require the development of new methods
of cost determination. Those employed today
will not suffice.

What is different about the proposed limita-
tions on cost reimbursement is that, generally
speaking, the hospital would be permitted to
charge the patient for the difference between
its actual cost and the limited reimbursement
to which it would be entitled. Two conditions,
however, have to be met if the hospital were
to levy a charge against the patient. The condi-
tions are:

1. The Secretary has provided notice to the public of any
charges being imposed on individuals entitled to benefits
under this title on account of costs in excess of the costs
determined to be necessary in the efficient delivery of
needed health services under this title by particular
providers of services in the area in which such items or
services are furnished.

2. The provider of services has identified such charges
to such individual or other person, in such manner as the
Secretary may prescribe, as charges to meet costs in excess
of the cost determined to be necessary in the efficient
delivery of needed health services under this title,

So, the Secretary must make public notice.
Secondly, the institution itself that is going to
charge an additional amount must identify those
charges to the patient before admission, explain-
ing that these charges represent costs in excess
of what the Secretary has determined to be
necessary, certainly an incentive.

Clearly, it is the intent of the Committee that
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to some extent, at least, hospitals would enter
into the competition of the market place and be
subject to the pressures of the consumer who,
theoretically, would be able to evaluate alterna-
tive sources of service at least from the view-
point of price. Remember, the Committee has
recognized the need to assure guality.

The insulation of the hospital from the laws
of the market place has been cited more often
than any other factor for all that js wrong with
the hospital system as it presently exists. Quite
representative of this line of reasoning is the
following passage taken from the Report of the
Task Force on Principles of Payment for Hospi-
tal Care. It is entitled, “The ‘Market Place’ Con-
cept:”

In the ordinary commercial market place, the price of
an item has a direct relationship to the willingness of a
customer to buy the commodity. In the Blue Cross-hospital
economy, this relationship of the price of care to demand
by the patient does not exist. The decisions as to whether
to be hospitalized, where to be hospitalized, how long to
be hospitalized, and which services to receive while hos-
pitalized, are generally not made by the patient but rather
by the physician, whose judgment will not be governed
by economic considerations, Moreover, in the case of a
Blue Cross subseriber, the volume and cost of the hospital
care he receives usually do not have significant impact
on his own pockethook, except in ways that seem well
removed from his current problems. As a matter of fact,
with a growing percentage of Blue Cross dues paid by
management under collective bargaining agreements, or
by union welfare funds, the cost of an individual's own
hospitalization may become of virtually no importance to
him.

Given this situation in which spending decisions are
being made by someone other than the patient, and pay-
ment is being guaranteed by a third party, in what way
can a market place concept of pricing be applied reasonably
to the hospital economy? Clearly some forces, in lieu of
the market, have to act as a limitation on the prices which
patients are charged.

Section 223 of H.R. 1 would certainly be a
start toward the market place. Why, though,
not go the entire way? Why not combine the
benefits of open competition with those of cost-
based reimbursement? Let us look at how this
might be done.

The Secretary would prepare a set of specifi-
cations for services to be rendered. At first the
number of services covered by specifications
would be somewhat limited to those most widely
used, and very possibly computed on an all-
inclusive basis, such as laboratory services per
patient day. With experience, almost all services
would be covered by a specification. After
receiving these specifications, each hospital
would submit a bid stating the cost at which
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it would agree to provide a unit of service during
the next contract year.

For each specified service, the Secretary
would compute the weighted average of the bids
submitted for a given geographic area, and
establish that average as the reasonable cost
of the particular service.

Any hospital which submitted a bid higher
than the published average would have the right
to charge the patient for the difference. Alterna-
tively, it could choose to absorb the loss that
it might incur in the providing of the specific
service. If the hospital did choose to charge the
patient, its total payment for the service could
not exceed its total costs for the service.

The hospital which provided services at a cost
less than the published average bid would share
substantially in the savings up to the difference
between its bid and the published average bid.
To encourage low bidding there would be a much
reduced sharing in any savings resulting from
services’ being rendered at a cost below the bid.

For illustration, Hospital X bid $8 for each
unit of a given service. The weighted average
was computed at §10. If the hospital actually
rendered the service at $8 it would receive, say,
50 percent of the savings, or $1. If its costs
were $9 it would receive 50 cents per unit.

However, if it over-bid, its reward would be
proportionately smaller because its percentage
of the savings would be reduced dramatically.
If hospital X rendered the service at an actual
cost of $6 per unit, it would recejve perhaps
only $1.20 as its share of the savings. It would
receive 50 percent of the savings between the
published average and its bid, but only 10 per-
cent of any further savings. Since the additional
savings were $2, it would receive only 20 cents
of that. If, instead, it had bid the $6, it would
receive 50 percent of the savings of 84, or $2.

Obviously, the encouraging of low bidding
would be advantageous to the Secretary in that
it would lower the computed average bid. Low
bidding also wonld promote greater efforts
toward goal achicvement.

Inherent in any method of reimbursement on
a unit basis is the possibility of excessive utiliza-
tion. To eliminate the incentive for overutiliza-
tion, the hospital would be paid only its margina)
costs for services in excess of some determined
standard, e.g., length of stay. On the other hand,
some reward mechanism would be developed
for those hospitals that effected reduced utiliza-
tion.

If a hospital bid below the average, and for



some reason its actual costs exceeded the pub-
lished average, it would be permitted to carry
its loss forward and, if it chose, recover the
loss through charges to the patient in the future
period or periods.

The implementation of such a reimbursement
system would almost certainly guarantee a
rational and thorough evaluation of proposed
capital investments. Some sort of cost benefit
analysis would seem to be assured. It is interest-
ing to contemplate whether, under such a free
market sysiem, planning agencies would have
any work to do. Would not the market itself
preclude unneeded facilities and encourage
those for which there is a demand? Would a
hospital build a new facility with debt funds if
its depreciation and interest were going to result
in a unit cost $40 above the average?

I'might mention here that one of the questions
that would have to be answered here, since the
market place is going to govern, is that which
Joel asked, “What does society want? What
does society think we should provide?”’ With
the free market place concept, indeed it is soci-
ety that will determine whether it wants to pay
the price for what we determine society should
have.

The whole working of the free market is gov-
erned by how it affects the consumer and his
pocketbook. Obviously, then, there would have
to be some prohibition against total insurance
coverage, I would have to leave it to the insur-
ance industry to determine whether or not the
insuring of this excess payment would be a mar-
ketable commodity that could be soundly under-
written. It may not be, since 50 percent of the
services available would be rendered at no cost
to the patient because of the use of a weighted
average in the determining of reasonable cost.

If indeed insurance could be available, then
very possibly legislation would have to be passed
that insurance could not be written for the first
so much of this excess charge to the patient.
Perhaps insurance could not he written for the
first $500. Then the decision would be forced
upon the patient to choose the more efficient
operation and pay nothing, or pay for the above-
average costs from his own pocket.

The consequences of inefficient operation are
quite clear. However, for a rather extensive and
excellent presentation of the matter, I would
refer you to An Analysis of Reimbursement
Plans, by Paul J. Feldstein in the aforemen-
tioned Research Report No. 26.

There are those who will argue that a reim-
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bursement method such as that which I am pro-
posing only treats one part of the health delivery
system. Admittedly it does. But the part it treats
is the one that has received the greatest attention
and appears to be of the greatest concern.

In addition, it is a program which could be
implemented with little or no significant change
in the traditional relationships which currently
exist among the various elements of the total
health field. It could be implemented gradually
and fulfill the Committee’s mandate to the sec-
retary to experiment.

However, for the hospital industry to accept
such a proposal, there would have to be assur-
ance that the efficient operations will be able
to continue in existence when they are the only
ones left. With a free market economy it would
be safe to assume that only the efficient
operators will be in business in the future.

Since there will be no meaningful cost savings
because all the remaining hospitals will be
operating at comparable, high levels of effi-
ciency, the published average bid cost must pro-
vide for the hospital’s total financial needs. At
the present time the Federal Government’s -
definition of costs does not meet this criterion.
If the market place is to be given its chance,

the definition must be changed.
Think about it,

CHAIRMAN MAY: Are there any questions of
Harold at this point?

QUESTION AND ANSWER SESSION

REMARK: On the last example of how the mar-
ket place incentives might be mixed with cost-
based reimbursement of these covered service
specifications, it seems to me it would be quite
the opposite from specifying incentives in the
market place, and it is in fact to collude under a
regulated system. That is, in fact it is inviting
collusion on raising one’s bid to the point where
you are pressing the average up, and in fact
inviting the hospital industry in any particular
region where this might be placed.

MR. HINDERER: Very possible. It is very possi-
ble it could invite collusion. But I look at it this
way:

Let’s say I know when I see the specification
that I can render the service at $5. Let’s say
the average comes out $10. If I had bid 39 to
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protect myself, and I rendered the service at
$5, I would have given up the possibility of $2.50
of mine to change it for 90 cents. I would have
gotten 50 cents here, and I would have gotten
10 percent of $4 here, or 90 cents. I think com-
petition would say that this collusion bit is
nothing. If I can run this job efficiently T am
not going to trade $2.50 for 90 cents.

QUESTION: s this unit of service you are talk-
ing abeut a particular lab test or lab services?

MR. HINDERER: I don’t know; it could be
either one. It could be worked out either way.
I would think, to start with, the Secretary would
specify routine laboratory services, identify
what they.are, perhaps per patient day. Eventu-
ally, as time goes on it could be bid on each
particular laboratory procedure.

REMARK: It could be awfully confusing,
because we offer some 750 different lab tests,
some of which aren’t offered in other hospitals.
If you lump them together, then, the costs are
higher than you are going to find in other hospi-
tals.

MRg. HINDERER: That is why I think we would
have to define routine laboratory services as,
let’s say, just off the top of my head, urinalysis,
complete blood count, hemoglobin, and so on.

QUESTION: What do you do if you find out
in one hospital this laboratory is lower and physi-
cal therapy is higher? How do vou make your
decision when you lump them all together? How
do you make the decision which hospital you
are going to send the patient to when you lump
them all together and find one is higher in this
area and Jower in another?

MR. HINDERER: [ would visualize that the hos-
pital will levy a per diem charge to make up
for the losses it has. Instead of saying you have
to pay 80 cents for a lab test, if its over-all type
thing is higher, then very possibly levy $2 a day
to make up for all of its services. It could be
done by individual units. It could be published.

REMARK: In your example, it specifically
relates to institutional incentives, but it doesn’t
encompass professional incentives to the point
where we have said that the physician is making
the health care decisions, and the bid process
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taking into consideration the aspects of
underutilization or overutilization components.
If the institution is working for underutiliza-
tion or appropriate utilization at an appropriate
bid, how does that reflect with the radiologist
who has a professional interpretation for every
film he takes? You are going to decrease, hope-
fully as a standard, perhaps, the utilization.

MR. HINDERER: That’s right.

QUESTION: How does that correlate with what
the radiologist as a professional feels?

MR. HINDERER: He wants more, do you mean?
1 think today, just on the pricing sector, I would
visualize that in the long run we are going to
have the total concept, the HMO concept, on
that. There is no question about it. I propose
this as an intermediate step, a first step that
could be taken today. If the radiologist says
more, do you mean order more tests or more
procedures in there than what would be consid-
ered the standard for here?

REMARK: Based on specific indices of care
that may be appropriate; but perhaps it didn’t
reflect in your bid.

MR. HINDERER: The only thing I would get
for above-normal utilization is my marginal cost.

QUESTION: Does this presume standardiza-
tion of wages?

MR. HINDERER: No. I think in a free market
the wages would standardize, yes. I think they
would have to. How different are wages now
inagiven area? You have a pretty free economy,
a pretty free market, in setting wages. There
are some differences, but certainly there is an
incentive for the man to keep wages under con-
trol under this scheme.

There is no incentive to go out and boost wages
for piracy or liberation or whatever you want
to call it. If I in my hospital say, “Boy, I'm
going to liberate these nurses from the hospital
down the street,” I know my costs are going
up. [f my costs go up, it cuts down on this sharing
that I am going to have.

QUESTION: [ didn’t really catch your ~nswer
to the question. What do you do about changes
in, if you will, severity of illness of patients other



than as specified? It seems to me it is (uite
possible to specify. Some hospitals have sicker
patients compared to a community hgspztal.

MR, HINDERER: Severity will have to be writ-
ten into the specifications. It could be. That
is entirely possible.

CHAIRMAN MAY: That he can’t win by bidding
on those people, though, if he is the only bidder.

MR. HINGERER: He will get his full costs.

CHAIRMAN MAY: It strikes me that one of the
things you are sort of implicitly saying, and sort
of abstracting from the detail of what you are
proposing, is that reimbursement formulas can
be used more as a carrot than as a stick. And
so far we have seen them used only as a stick.
Could you elaborate a little more on that?

MRg. HINDERER: Admittedly this is just a con-
cept, no question about it. A lot of detailed
thought would have to be given to it. But we
see proposed in H.R. 1 the idea that the Secre-
tary would set this average—that he is the one
who would set it.

What I am proposing is that instead of this,
the market place set it. I would know
beforehand, and I would have to think and I
would have to say beforehand, this is what I
can do the job for. And if it happens that other
people can do the job cheaper, then I have to
look and see what I can do to get this down.

The other advantage of this is that I would
know what the target rate is before I start this
year’s operations. We would all bid. I would
know what the target rate is. Under most of
the proposals we have seen, the reimbursement
is that here you get this, and that is all you
get, and that is the ceiling. It is to stop costs
going higher. With this approach, the reim-
bursement mechanism is that there is a true
financial incentive for you to do the job better.

QUESTION: When you say “‘average” are you

talking about national average or regional aver-
9
age?

MR. HINDERER: No; the average for a geo-
graphic area.

QUESTION: Assuming that Harold is right (and
1 suspect he is), that some type of competitive
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approach is going to be used, I can’t help but
feel that that is leading us very definitely in the
direction of the profit-making business. Maybe
that is not so wrong. Most of us have lived in
another world,

My feeling is, Harold, that all the things you
have outlined there are the kind of things that
are incentives to people who are in business
to make money, and that may very well open
up Pandora’s box. My feeling is in fact that
profit-making people are standing around the
side right now, looking at this total picture and
trying to figure out what the next moves are
for them to make. Do you have any comment
on that?

MR. HINDERER: Yes, Leon. When we say
profit-sharing, I think with the financial needs
that the voluntary system has—and [ mentioned
the present reimbursement formulas do not
meet these needs adequately—rather than this
being a profit that I am looking for, this is the
opportunity for me to meet my financial needs,
It has this control mechanism in the free market
place, that there is no question that people will
go out of business.

One of the things (if this were done) is that
there is no question in the world that the Federal
Housing Administration would own some hospi-
tals. With the ridiculous loan guarantee that is
going on here, these people couldn’t stand it
in the market place, and the FHA would have
to take over, and there would have to be reor-
ganizations, no question about it. But the market
place would drive the inefficient operator out.
If it were in an area where the people had no

choice, the people can voluntarily choose to pay
for it,

QUESTION: Harold, you indicated that the
University of Chicago hospitals would obviously
be in a class by themselves in terms of bidding
on the degree of care. That means to me that
you would establish some sort of classification
system. How would you work that?

MR. HINDERER: Arnie, let’s take surgery for
example. Surgery could be classified in various
strata. This is not unknown today. You and I
know of many cases where a hospital can take
its total surgery and classify it in eight, ten,
twelve different categories depending on inten-
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sity and need. The hospital would bid on a type
1 surgery, a type 2, a type 8, a type 5 surgery.
Related to those would be days of care estab-
lished, the normal average days of care related
to that type of surgery. This is what it would
bid on. If it is a type 2 surgery we would bid
this much for the surgery, and this much for
each day of pre- and post-surgical care.

QuEsTION: It seems that for the for-profit hos-
pital it"is obvious that the needed gains from
having costs lower than average can accrue to
the stockholders. Therefore there is no problem
in the long run in liquidating these excess profits
Or excess payments,

‘What would you see at the long-run incentive
to the not-for-profit hospital for doing anything
besides being even? 1 can’t see that they can
gain anything, since they are not allowed to raise
their costs without changing their relationship.

MR. HINDERER: In the early days, in the first
decades or years, whatever it might be, he could
accumulate capital to make up for the
deficiencies that exist. Eventually he would get
to the point where only the efficient operators
will exist. There will always be the incentive
to operate well and to stay on their toes, because
the minute a guy does not stay on his toes his
costs are going to go up and somebody else is
going to reap a little bit from his inefficiency,
and he is going to he put in the position of going
to the market place and saying, “‘T have to charge
you this because I got a little bit lax. I got fat.”

So, the incentive is continually there.

There is the disincentive or the incentive to
perform well because of the penalty that would
be involved, the exposure to the market place
of yourinefficiency, and there is always the other
part—that I will keep operating as efficiently
as I can because maybe the guy down the street
will get a little fat and lazy and I will get some-
thing because of it.

I did say as a condition that when we do get
to that level we must be sure that that average
(if they are all the same) will always provide
for his total financial needs, so that he can con-
tinue to operate as a free and voluntary member.

QUESTION: If your example could either
include the analysis of reimbursement of a single
test or if, as you said, it could include all of
the lab tests, could you expand that to include
a cost per patient day?
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MR. HINDERER: Absolutely.

REMARK: I don’t see any sense in buying an
$8,000 Mercedes and having somebody tell me
the carburetor only costs $8.

MR. HINDERER: No question about it. If we
take this to the ultimate conclusion we would
go to what Paul Feldstein brought out so clearly
and so well—that the incentive has to be

attached to the final product, ultimately total
health care.

QUESTION: What is the final product?

MR. HINDERER: The final product is total
health care, the capitation type of thing, where
we have the responsibility for total health care.

QUESTION: In the interim, or are we selling

patient days? Are we selling cost per day? What
are we selling?

MR. HINDERER: In the initial stage we are
selling exactly what we are selling now.

QUESTION: What?

MR. HINDERER: Acute inpatient care and out-
patient care.

QUESTION: And at what rate——cost per day,
cost per stay, cost per stay by individual diag-

nosis, cost per day by arbitrary individual depart-
mental costs?

Mg. HINDERER: We could be selling it on
almost any basis that we can think of. | would
think of this as a cost per day by diagnosis with,
as I mentioned before, a tradeoff after some
kind of predetermined average. So, if eight days
were the average for this, I would bid on so
much per day. If the stay went to 15 days, I
would not be paid for the 15 days on my bid
price; I would be paid for eight days on my
bid price, and I would be paid only my marginal
cost for the next seven days. If instead the aver-
age went down to seven days, if my average
was seven instead of eight, I would be given

areward for effecting a reduction from the stan-
dard.

QUESTION: What would you do with a hospital
that is in a changing neighborhood and is moving



into a high cost situation because of it, to stay,
and on the other side of the coin what would
you do for a hospital that ought to start in a
neighborhood that needs the facilities and,
because of high cost of construction today,
would have to start with a high cost situation?

MR. HINDERER: The hospital that was going
to go into a new neighborhood—if there was
a need for it, the market place would dictate.
There would be an evaluation. Is it economically
feasible to build this hospital there? Can this
neighborhood support it, and will it support it?
I am assuming one thing throughout all of this,
and that is that there is no more free care—that
total care for the total population is financed
one way or ancther.

REMARK: Except, take the situation of a hospi-
tal that is in a changing neighborhood.

MR. HINDERER: All right. What do you mean
by a changing neighborhood?

QUESTION: A high mobile neighborhood, or
a national or racial changing neighborhood,
where you have a great fluctuation of occupancy,
where you have a rising cost situation. On sheer
competition, on a business approach, you ought
to close the hospital. In terms of community
need, that hospital should stay. How would you
adjust your proposition to provide continuing
care to such a community?

MR. HINDERER: First of all, are these people
capable of paying for the care themselves?

REMARK: Usually not.

MR. HINDERER: If they ate not, then it would
fall upon the state to do this. If this hospital
had to pay more, had to charge more than the
published average—and I think vou get down
to a very serious question of why it would have
to charge more—we make an assumption that
if it is in a changing neighborhood its costs are
going to go up. I don’t think I can buy that
assumption. Why would its costs go up?

REMARK: I would have to say because experi-
ence has shown it. T don’t want to get into it
in depth.

My point would be this: It would seem o me
that there are certain conditions other than

REIMBURSEMENT: PAST, PRESENT AND FUTURE

economic that would need to be evaluated, and
that you would have to make certain adjust-
ments, and the moment you do that there is
a problem now as to who will evaluate and who
gets these special considerations and who
doesn’t. I am saying it is not as simple to provide
a basic proposition where some special consid-
eration must still be given.

MR. HINDERER: All right. Let me put it this
way to you: What determines the price of bread
in a grocery store? The free market, pretty
much. Some of the people, though, don’t pay
for that price of bread, do they. Some of the
people pay considerably less for that price of
bread, because somebody has determined that
it is for the social good that government should
help pay for that price of bread.

QUESTION: In the proposal you just made,
I see some problems in the areas of teaching.
Let’s say you are in an institution that didn't
have any extra teaching funds, such as a medical
center, yet you have residents and interns in
that institotion. I think you would provide a non-
incentive to do some extra lab tests and any

kind of extra ancillary services. Will you respond
to that?

MR. HINDERER: You say extra lab tests. I say
this is where it is so essential that we distinguish
between the fixed and the variable costs. Doing
some extra lab tests, we have to look at what
are the variable costs, the marginal costs,
associated with the extra lab tests. [t may well
be that we could do, instead of X, we could
do 1.3 X for pretty much the same amount of
money-—not very different at all.

The volume in the teaching school should give
me an economy of scale that would reduce my
fixed cost per unit. The teaching hospital almost
without exception is a large institution and has
a much broader base over which to spread its
fixed costs.

One other thing with the teaching hospitals
that T think we would have to think about is
this: Remember, my assumption is that there
is no free care, which is one of the bid loads
that a teaching hospital has to bear today. Isn't
it possible that the teaching hospital would give
some real thought to cooperative programs with
some of the other hospitals in the area?



You know, it has been my experience in bat-
ting around for twenty-odd years in the hospital
field that we have the teaching concentrated not
because the other hospitals don’t want to partici-
pate in the teaching program, but because the
central hospital does not let these other people
in and let them participate. Maybe this would
help spread the advantages that accrue from
medical education throughout the whole com-
munity as well as spreading some of the costs.

REMARK: I come back to the very crucial point
of average that you are basing almost everything
on, and you are using a loaf of bread or an
industry. A patient’s health is not average,
because no five people have an average length
of stay. How you came in, what your age is,
what you are going to do. There is no one who
can legislate that. Then you say the state will
have to come in. If the people who are doing
their best now can’t do it, the state cannot do
what the individual with the same motivations
that anybody has to try. So, using the average
as loosely as it would be used in application
to marginal costs and incentives, I don’t know
how you can use it, whether you are saying geo-
graphically or an institution. You still can’t say
average patient cost.

MR. HINDERER: Remember that an average

can be valid if the universe upon which it is
computed is broad enough. With the experience
we have, with your own experience, knowing
the types of patients you have had, you can take
it by category and come out with averages. Sure,
some maybe will go above, some will go below;
but the hospital that bids on an average, where
the average is determinable, if it goes beyond
the average the hospital is not penalized. We
mentioned the hospital will be paid its marginal
costs. The only thin is, the hospital will not be
rewarded for encouraging excess utilization.

QuesTiOoN: Do you think your concept is
somewhat limited to your urban areas where
there are competitive units not too far apart,
with great volume, and hence the typical market
concept?

MR. HINDERER: I really don’t know. We have
taken a look at the state of Oklahoma. We just
took a look at this. From a limited sample—and
this is not a valid statistical sample, I will grant
you that—it may seem that you could take rural
areas in general for the whole state of Oklahoma.
It may be entirely possible.

CHAIRMAN MAY: Thank you very much,
Harold. You certainly were provocative.
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CHAIRMAN MAY: It also occurs to me that
all of the questions that were asked, and all
those that were pending, and all those which
formed in your minds but which you didn’t ask,
are exactly the kind of questions we want to
be dealing with during this day and a half, in
terms of what is the implication of various con-
trol mechanisms for hospital operation. It is
very, very pertinent.

The next three people who are on the program
are listed in inverse alphabetical order. I was
trying to think of how I should list them, and
decided that was the best way. They represent
three  different states, three different
approaches to a very important ubiquitous kind
of activity called prospective budgeting, and
each has been involved for an extended time
with, for, in or against the development of this
in their particular area. One at a time, they will
talk to you about their own experiences, and
I believe we will be able to relate them to what
we are talking about pretty well.

Jack Owen is President of the New Jersey
Hospital Association. He is an alumnus of our
program in hospital administration, and a great
friend.

MR. JaAcK W. OweN: Thank you, Joel. T cer-
tainly appreciate having this opportunity to
come here; and especially since I have two of
my Board members sitting in the audience, John
Peterson and John Imhoff, I had better be care-
ful what I say. I asked John Peterson last night
how he could sleep with all these controls and
things we have been hearing about. He said he
sleeps like a baby. He sleeps for an hour and
then he wakes up and cries. [Laughter] I can’t
say that I blame him any, because there are
days when I feel like crying, too.

What I thought I would do for my period of
time is to give you a quick summary of how
we got into our budget review program, what
our objectives are, what has happened since the
passage of our new control law, where we stand

at present, how hospitals are faring, and what
are some of the problems we can forsee. If |
can follow in that order I will be doing great.

First of all, let me say that in New Jersey
we were faced with a problem back in the early
1960s. Our hospitals were on a cost reimburse-
ment system with Blue Cross, and our problem
was that the Commissioner of Insurance had
established a ceiling—an arbitrary ceil-
ing—which was designed to catch the fifteen
higher cost hospitals in the State: so that as
costs came in at the end of the year and were
audited he would arbitrarily draw a line beneath
the top fifteen and say that was the ceiling,
and anyone above it had to have a review. The
review was done by a committee of Adminis-
trators appointed by the Commissioner and
staffed by the New Jersey Hospital Association.
The hospitals involved were usually the same
ones year after year.

The problem they encountered was they did
not know in advance how much to budget for the
vear for expenses, because they didn’t know
whether they were going to be allowed their ex-
penses at the end of the year. The other problem
was that they did not get this money until almost
two years after the time they had expended it,
and this created a serious cash problem.

The ceiling in 1967 was $60 a day. In 1968
it was $68.50, and then the Commissioner of
Insurance decided to freeze it there so that all
the hospitals in the state were gradually forced
into this review process.

In 1968 we had a meeting with the administra-
tors of some seventeen hospitals in the state, and
suggested that perhaps if they were willing we
would go to the Commissioner of Insurance
and seek some relief from this retroactive
payment process, and if the hospitals would sub-
mit their budget for review then the Commis-
sioner could set that rate as the prospective rate.

The hospitals agreed; but again, being good
Association men, knowing that there was a lot
riding on this, we suggested that they get the
presidents of their hoards of trustees also to
come in and agree. The presidents of the boards
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came together, and there was quite a lot of
discussion as to whether a community hospital
should be accountable in the fashion we were
talking about—in other words, accountable to
the state. Fortunately the men who were the
heads of these hospitals believed this was the
case, and that they should have someone other
than their own community board review the
budget.

We then went to.the Commissioner of Insur-
ance and-asked him to establish a budget review
program. He agreed with the seventeen hospi-
tals, and they we found we ran into a problem
with our Blue Cross Plan, because what this
did to Blue Cross was to immediately create
alarger payout, as they would pay prospectively
rather than two years afterwards. So we had
to go through another round and bring in a lot
of political pressure in order to force the issue.
You might ask: Why would you want to force
an issue for this kind of control? I think it was
basically that the hospitals really believed some-
where along the line something was going to hap-
pen that would create problems which the
retrospective reimbursement would not solve,
and certainly the accountability was there.

This was back in 1968. We got agreement
and we started out with a program. We were
fortunate in organizing the program in our Hospi-
tal and Educational Trust separate from the Hos-
pital Association. The Commissioner appointed
an advisory committee which was made up of
three physicians, three hospital trustees, and
six hospital administrators. This was going to
be our effort at peer review. They were strictly
advisory, and the Commissioner of Insurance
had the final say on any rate that was estab-
lished.

The hospitals, in order to finance the program,
pay $2,000 to have their budget reviewed in
order to get it cut by some $300,000, so you
can see we have some very forward-looking
administrators. This is the way the project is
financed.

What we were trying to do was, first of all,
to determine whether prospective budgeting was
feasible with all of the problems that come with
volume and some of the other factors I will touch
on later. Secondly, were the hospitals ready for
this kind of review? Were they ready to prepare
budgets and live with the results,

We went to Stan Martin and talked with him
about what was being done in Ontario, because
at that time they had the most experience in
budgeting. Eventually we wound up with a bud-
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get form that is 30 pages long. If anyone would
like to look at it, and if you want to know how
to fill it out, I suggest you talk to John Peterson
or John Imhoff. It is a very, very inclusive docu-
ment, and covers just about everything in the
hospital. We are talking about not only the
operating expense areas, the housekeeping-
hotel services, but also the professional areas
as well.

The hospitals submit the budgets to our
review group, and our staff in the Trust then
reviews them, does the statistical work on the
budget, and goes back to the hospitals for any
additional information.

We were trying to accomplish three things
in this program. First, we wanted to eventually
get on some kind of a true prospective rate.
I will tell you right at this point, at this time
we are not really on a prospective rate. We are
on a prospective tentative rate; so the hospital
is paid on that, but at the.end of the year there
is still a cost audit, and if the hospital goes under
the tentative rate that money of course is just
returned to Blue Cross. If they go over, they
have an opportunity to come in for a hearing
on a cost review. We were hoping that first we
would get to a true prospective rate, but we
had to find out what the effects were going to
be. We had to find out how to handle changes
in patient days, which, of course fluctuate; the
problem was pointed out in some of the ques-
tions raised by Harold; and were we going to
be paid on a patient day basis, a case basis,
and so on.

Secondly, we wanted to eliminate discrimina-
tion in rates. By this [ mean we are in a situation
where in New Jersey most of our reimbursement
is on a cost basis, and we have very few private
pay patients left, and we are getting a wide
spread between costs and charges. It is running
somewhere between 25 and 30 percent at the
present time.

You will be pleased to know that on Wednes-
day twenty-two of our hospitals received notice
of a complaint or suit against them by Local
464 of the Meat Cutters Union Welfare Fund,
charging them with discrimination in pricing.
This is going to be an interesting one, because
in effect what they are saying is that it is the
hospitals that are to blame for contracting with
Blue Cross for a lower rate, rather than blam-
ing the Blue Cross Plan as Travelers did in
Pittsburgh. We don’t know how that is going
to come out, but our goal back in 1968 was even-
tually to get to eliminate discrimination. If some-



one went into the hospital, no matter how he
was covered for a particular service, he would
be charged the same rate, and the hospital would
be reimbursed that same rate.

Thirdly and most importantly, we wanted this
to be a fair, equitable program for the individual
hospital. Here we wanted to avoid the grouping
that we were seeing so much of around the coun.
try. In other words, grouping together three or
four hospitals by size or by service, because
in our opinion this was only going to lead to
mediocrity—that once you start with a group
and you get an average, there are some high
and some low, and the rate is at the average;
the high suffers and the next year he is going
to drop down, and the first thing you do is bring
the average down lower and lower.

We wanted to develop a plan where each hos-
pital would be looked upon in its individual set-
ting, and where a profile would be defined for
each hospital, and the rate would be related
to its operation rather than to the operation of
other hospitals. This is still our intent, but in
order to get the program started we had to use
some averages from the standpoint of looking
to see whether a hospital had some problem
area. Perhaps I can show you what I mean by
that in a couple of minutes.

Basically we were trying to end up with a
rate for a particular hospital which would be
like a public utility rate which is related to the
individual utility’s ability to deliver a service.
For instance, we have a number of water com-
panies and electric companies in New Jersey;
each one charges its own rate based on the ser-
vice it has to provide, and based on its expenses.
We were hoping that this is the way we would
end up with our program.

This was a strictly voluntary program. It was
started out primarily by the Hospital Association
for the high-cost hospitals, and it was developed
and paid for by the institutions that were going
to be controlled.

Last year things changed a little bit in New
Jersey. We had a hospital control bill passed,
and this bill is a very stringent one. It affects
certificate of need, licensing, reimbursement,
and the whole works. In fact, the only groups
left out are the solo practitioners in their offices.
Even the group practice of medicine is included,
HMOs, the whole bit. The solo practitioner is
included once he admits a patient to the hospital.
He is then considered part of the system and
under the same controls. All of this is by the
Department of Health. I am only going to talk
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about the reimbursement part of it, because that
is what we are here to discuss.

Let me just read to you what our law says
in regard to reimbursement:

A—No government ageney and no hospital service cor-
poration under the laws of the State shall purchase, pay
for, or make reimbursement or grant-in-aid for any health
care service provided by a health care facility unless at
the time the service was provided the health care facility
possessed a valid license or was otherwise authorized 1o
provide such service.

B—Payment by government agencies for health care
services provided by a health care facility shall be at rates
established by the Commissioner based on elements of
cost approved by him, (That takes care of all government
payments except Medicare. That is municipal, county, and

Medicaid.)

C—The Commissioner of Health, in consultation with
the Commissioner of Insurance, shall determine and certify
the costs of providing health care services as reported
by health care facilities which are desived in accordance
with the uniform system of cost accounting approved by
the Commissioner of Health. Said certification shall specify
the elements and details of cost taken into consideration.

D-—Payment by hospital service corporations organized
under the laws of this State for health care services pro-
vided by a health care facility shall he approved by rates
as to reasonableness by the Commissioner of Insurance
with the approval of the Commissioner of Health.

We were able to put one sentence in here
“In establishing such rates, the Commissioner
shall take into consideration the total cost of
the health care facility.” That was the best we
could do in changing this. There was a lremen-
dous political impetus to put this kind of control
on, and I am sure many of you will find it happen-
ing in your states as well.

That brings us up to where we stand now
with our budget review system. The first thing
that the Department of Health wanted to do was
to throw out the budget review system as it exists
in New Jersey, and to go to the New York sys-
tem, which is a grouping of hospitals. A rate
is established which is a true prospective rate,
and everyone gets it. If you are above it, too
bad; if you are below it, you make out,.

We had watched very closely what was hap-
pening in New York City, and we felt the hospi-
tals there were not in good financial shape, and
we didn’t want that to happen in New Jersey.
After much political maneuvering we were able
to get the Department of Health to agree to stay
with the budget review program through 1973.
At that point in time a decision will have to
be made as to whether we continue to operate
the program as we now have it, or whether we
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g0 into some other program which the State will
establish.

Let me tell you a little about what this program
is, and what we are trying to do. First of all,
we found out as we looked at the budgets that
there we could identify differences in hospitals.
I don’t have to tell you what they are. Some
hospitals have educational costs, some hospitals
are in a new building in which they have large
depreciation costs, and other hospitals have
none of these. So, I might say that although
our prégram is not perfect, and we know there
are a lot of errors in it, and we know a lot of
the data from the hospitals is not completely
accurate, we think we are getting a good picture
of what is happening.

We decided we would separate the educa-
tional costs and all depreciation costs, because
these costs had to be paid. (However, a special
committee was subsequently established to see
how much education a community hospital
should be giving. Was it overextending itself?)

We then came up with what we call a modified
per diem rate. The modified per diem is the
controllable cost to that cost which we feel most
hospitals in the State encounter for the same
kinds of services. There are some differences,
as you can imagine; but within that they all have
lab services, they all have x-ray, they all do
surgery, pediatrics, and so on.

This was about the best way that we could
come up with for comparing these hospitals as
we looked across the State, because the hospi-
tals would say, “How come our budget is being
cut, when down the street that hospital didn’t
have it cut?” Then we would start comparing
the two hospitals and would find out that the
HAS statistics and other things they were report-
ing were not accurate, and that there was always
something different. Somebody said the only
thing uniform so far that has come out in any
of these programs is that it is black ink on white
paper. That is pretty much what we found.

Let me tell you what happened in 1971, for
instance, to give you an idea—

REMARK: And even that is changing,

MR. OWEN: Yes; now it is blue ink on white
paper.

I want to show you these figures because I
think this gives an indication of one of the things
we were trying to do in this program, to see
how well hospitals can budget.

I might go back for a second. The hospital
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did not have to come in for a budget request
it it was satisfied with its last-year Blue Cross
rate. That’s not funny. I want you to know there
were almost forty hospitals that did not come
in last year. You can smile, but it happened.
So, we had about sixty hospitals that came in.
They wanted in their budget $470,478,000. That
was what they requested in their budgets for
1971. They were approved for $461,577,000.
Actually there was areduction of some $9 million
in these sixty hospitals from what they requested
and what they were approved for. They actually
came in at $465,102,000, or they were over bud-
get $3,525,000, or .76 percent, or 34 percent
off budget. I think that is a real credit to the
hospitals in New Jersey, to be able to come in
that close on $461 million of expenses, and to
hit it within $3 million.

The problem is that the patient days fluc-
tuated considerably last year. I think this was
true all over the country. It brings up one of
the points I referred to earlier, and that is patient
days is a poor way of reimbursing. I think our
unit is wrong. What happens is that so many
patient days were predicted for a certain amount
of money, and we missed the days by some 9.5
percent in New Jersey. 9.5 percent was not
enough so that the hospitals could reduce bud-
gets by that amount, because their expenses
are essentially fixed expenses and there is no
way with that small decrease in patient days
that they could take up the slack. So, it appears
that we have to look at this in a different fashion
if we are going to look at prospective rates some-
where down the line.

One thing I would point out is that Blue Cross
knew in New Jersey in April of last year that
it was committed to approximately 50 percent
of this 8461 million, because that was the total
of the notes approved by the Commissioner of
Insurance. We now have a Blue Cross rate
increase with the public defender and all the
rest on Monday. They say hospitals are not able
to hold down patient costs even though the
review system is in effect, which is not true.
It was only that the patient days fluctuated,

In 1972 to date we have 100 percent of our
hospitals in, not because all the hospitals wanted
to come in but because of our new law requiring
every hospital to come in. To date we have $779
million plus that has been requested, and the
advisory committee to the Commissioner has
approved $747 million, or a reduction of $32
million in the hospital budgets to date. That is
a pretty good chunk.



You can understand the reason why the com-
mittee has taken this action. It has a good bit
to do with the wage price freeze and with
whether the hospitals can receive the funds even
if they are approved over the 6 percent. We
still don’t know what our base price is, s0 we
are still hooked on that one,

I might say this is not a peer review group
that is just backslapping and saying, “Okay,
you have a budget. Next week maybe mine will
be in, and Jou will do something for me.” It
doesn’t work quite that way. These people are
appointed by the Commissioner. They report
to the Commissioner. At the present time we
have five sub-committees because of the
increase in the number of hospitals. We have
five physicians;, five trustees and ten hospital
administrators who sit on these advisery com-
mittees with a public member as the chairman.
My own personal feeling is that we ought to
have some labor people on there, because I
really think the hospitals would fare better with
a couple of labor people sitting on the Commis-
sion. The hospital people are very tough on one
another, and I think sometimes unduly so.

As you can see, this is pretty much where
we stand. What does it mean, and how is an
individual hospital affected? Let me give you
an example of the kind of thing the Budget Com-
mittee looks at. This is an actual example:

We are talking about hospitals over 400 beds.
I might say in New Jersey we have 100 voluntary
hospitals with an average bed size of 328 beds,
so they are all fairly good sized hospitals.

In 1969 the modified per diem, after vou take
out education, depreciation, and so on, was
$61.57. In 1970 it was $69.60, and in 1971 it
was $78.49. These are actual audited costs at
this stage in the game.

We had a hospital that came before our Bud-
get Review Committee. This is how that hospital
operated: It was over 400 beds. Its modified
per diem in 1969 was $65.74. In 1970 it was
$73.50, and in 1971 it was $91.00. Their request
for 1972 is $107.35.

The kind of question that the Committee is
faced with is, “What happened to this hospital
whose costs were in line with the rest of the
hospitals in 1969, and just a little out of line in
1970, but for 1972 was projecting a 24 percent
increase, whereas other 400-bed hospitals were
anticipating only a 14 percent increase?’’ This
is where the Review Committee goes into depth
as to why this happened.
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This is exclusive of educational costs and
exclusive of depreciation. The point here is that
because of this size hospital, they have a lot
of educational programs; and you can imagine
this can be a big argument about what their
educational programs are.

We break the budget down by department
costs, administrative and general, operating
rooms, supply, linen, and so forth, with each
cost center. What we try to do is to get the
hospital to explain why it went up this much.
Not what happened to the other hospitals, but
what happened to you. That is your profile, right
there. What happened to you in these four
vears?

I think it works pretty well, As I said, we
have some problems with it. We have a problem
with volume. How do you predict what is going
to happen next year on number of days? We
have been going up approximately 10 percent
in patient days in New Jersey for the last ten
years—just automatically 10 percent. Last year
we went up about 2 percent. What happens?
Who can predict that? Yet if you are on a patient
day kind of basis of payment you see a great
increase in the cost per single day.

The length of stay also has a lot to do with
it. We review length of stay by Blue Cross diag-
nosis and by over-all. One of the things we ran
into was that a hospital would say, “We get
all the sick patients,” like the University of
Chicago gets all the sick patients. We started
to pull these out to see if they do get all the
sick patients. We found the hospital that thonght
they were getting all the sick patients, was not
s0, the hospital down the street was getting just
as many sick patients, yet they were getting
them out a day or two ahead of the other, with
the same diagnosis.

The Committee also takes into consideration
that when your length of stay is long you reduce
your costs. If the stay is short, you get a plus
factor added to the budget, which allows you
to have a few more dollars a day.

If we are really going to have good prospective
rating, in my opinion we have to get off this
patient-day basis of payment. I don't know if
I have the answer. Certainly the per-case is one
way to look at it, but there is another way. For
a while I had the dubious honor of running a
bankrupt hospital in New Jersey, and I worked
out a system which was almost accepted by the
Commissioner and our Blue Cross Plan. I
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thought it might have some merit. We might
get some more hospitals to lock at it.

What we did was to work out a very simple
formula, Blue Cross had 40 percent of the
patient days in this particular hospital.
Sometimes it was 41, sometimes 42, but over
the last three years it had 40 percent of the
patient days in the institution-—and [ am talking
now about inpatient only. This $3 million is
inpatient cost, by the way. This is the budget
for inpatient expenses.

We said, if that’s the case, why doesn’t Blue
Cross just pay us $1,200,000? That is their
obligation, and we take care of their patients,
and we don’t worry about whether the length
of stay is short or long, or whether we have
to have all these accountants around that Harold
keeps puiting in business. Then at the end of
the year we would look and see how many patient
days we had taken care of.

Did the 40 percent change? If so, we would
reconcile that. Also, if we came in below the
$3 million, we would be allowed to keep 50 per-
cent of the difference. If we went over it, we
were going to suffer 50 percent. We didn’t know
how this was going to work out, either.

Both the Commissioner of Insurance and the
Blue Cross Plan initially agreed to do it, so this
hospital was to get $100,000 a month. That would
be the way the hospital would be reimbursed
as far as Blue Cross was concerned. This would
avoid a lot of audits and other things,

There are a lot of problems with it, and it
is not the only answer, but it is a very simple
way of approaching the problem. We know 83
to 85 percent of the costs are fixed in almost
every hospital. Once it is decided what the ser-
vices are going to be, you can vary your food,
your medicine, your linens a little hit with flue-
tuation, but you can’t lay off a lot of people
every time the census goes up or down, because
tomorrow you don’t know what is going to hap-
pen. It seems to me this might be something
that could be piloted and that would be worth
a try.

Further, I don’t know what is going to happen
as far as our prospective rating in New Jersey
is concerned. I hope we can stick with our origi-
nal goals and that we convince the Department
of Health that the three things we want are a
true prospective rate, and to the discrimination
between charges and cost, and that we can get
away from this lumping of hospitals together.
That is going to be the toughest one we will
have to overcome, because it is not being done
in too many other states.
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That, very briefly, is our program, Joel.

In his presentation, Mr. Owen referred to the
Health Care Facilities Planning Act, New ] ersey
Senate Bill 2088. Tt is included in the following
appendix:

HEALTH CARE FACILITIES PLANNING ACT
NEW JERSEY SENATE BiLL 2088
1971

The Act opens with a firm statement of the State’s
Public Policy to provide for the protection and promotion
of the health of the inhabitants of New Jersey.

PuBLIC PoLicy
“Hospital and Related Health Care Facilities
1. of the highest quality
2, of demonstrated need
3. efficiently provided
4. properly utilized and,
5. at reasonable costs
are of vital concern to the public health.”

Comment: Although this is not as powerful a statement
of public pelicy as is contained in certain federal legisla-
tion such as Public Law 749 which speaks of the “right”
to health care of every citizen, the famous constraining
clause of Public Law 749 stating that these rights can only
be granted under the present pattern of medical practice
does not appear in the New Jersey policy statement. It must
be pointed out however, under the seotion on definitions,
the private practice of medicine is specifically exempt
from the provisions of this act. The intent of this state-
ment of public policy is essentially an operative one in
that it defines the arena, i.e., State Department of Health,
within which the act will be administered. Secondly the five
descriptors of hospital and related health care facilities
set up the specific responsibilities of that Department,
Each one of these five descriptors are elaborated later in

the biil.

RESPONSIBILITY

State Department of Health Central and comprehensive re-
sponsibility for development and administration of the
State’s policy with respect to

1. health planning

2. hospital and related health services

3. facilities providing those services

DEFINITIONS
A. Health Care Facility
Facility or institution publie—private-—health mainte-
nance organization for diagnosis or treatment of human
disease including:
1. General Hospitals
2. Special Hospitals
3. Mental Hospitals
4. Public Health Center
5. Diagnostic Center
6. Treatment Center
7. Rehabilitation Center
8. E.C.F. and Nursing Home
9. Intermediate Care Facility
10. T.B. Hospital
11. Chronic Disease Hospital
12. Maternity Hospital
13. Outpatient Clinic
14, Dispensary



15. Home Health Care Agency

16. Boarding or Sheltered Home

17. Bioanalytical Laboratory

18. Central Service Facility

19. Health Maintenance Organization

Excludes institutions that provide healing solely by
prayer.

Comment: It is not clear as to how Health Maintenance
Organizations fit into this picture since in this copy of the
bill that phrase was a substitution for the word “preven-
tion” a noun which denotes a function not a type of health
care organization. It is probably true however, that this
most comprehensive list of institutions included under the
purview of the act will include all group practice clinics
and organizations including Health Maintenance Organiza-
tions, as now defined,

B. Health Care Services
Preadmission, outpatient, inpatient and post discharge
care provided in or by a Health Care Facility.
Other services carried out under supervision of a
physician including:
. nursing service
- home care nursing and other paramedical services
. ambulance services
. services provided by intern or resident
. services provided by a physician whose com-
pensation is provided through agreement with a
Health Care Facility
6. medical social service
7. drugs, biologicals, etc.
Excludes services provided by a physician in his pri-
vale practice and by practitioners of healing solely by
prayer.

Comment: Tt is in the section of the act where health
care services are defined where real problems of definition
and clarification are likely to exist. Although the list is
most comprehensive, matching services with the kinds of
facilities in the preceding definition, inclusion of the
phrase “services by a physician whose compensation is
provided through agreement with a health care facility”
opens up the entire question of whether an agreement
means only these physicians who are operating under some
kind of salary arrangement that is paid by the hospital or
includes those who operate under a percentage contract for
the provision of services such as radiology, pathology, ete.
H so, this is the first time the professional components of
these services have been included in such legislation.
Another real question is whether a simple hospital staff ap-
pointment is an agreement and sharing of professional fees
from Titles 18 or 19 which are collected by the hospital for
the physician are also covered by the act. This is a eritical
question in light of the exclusion of services provided. One
does not know if private practice is considered as a geo-
graphical or a patient relationship concept, because physi-
cians carry out much of their private practice in health
care facilities,

U1 QO D

C. Construction
Erection, substantial alteration, ete. of a Health Care
Faeility
Equipment
Studies, survey, ete.

Comment: An unusual feature of this definition is in-
clusion of planning, surveys, design specifications, ete. in
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to the act. In most such legislation the hospital is per-
mitted to explore the feasibility of a project before sub-
mitting this project for approval.

D. Government Agency
Department board, bureau, ete. or any other unit of the
State or political subdivision thereof.

Comment: This means that local government must pay
for services at rates set by the State government.

E. Hospital Service Corporation
Any corporation organized without capital stock and not
for profit for the purpose of establishing, maintaining
and operating a nenprofit hospital service plan.

F. Hospital Service Plan
A plan whereby health care services are provided by a
hospital service corporation or by a health care facility
with which the corporation has a contract for such
health care services to persons who become subscribers
under contracts with the corporation.

Comment: Though this definition obviously refers to a
Blue Cross Type Plan it may apply to Health Maintenance
Organization or Group Practice Unit established on a
nonprofit basis,

RECOMMENDING AGENCIES
1. State Health Planning Council 749a
2. Comprehensive Areawide Health Planning Agency
749b
3. Area Planning Councils approved by Commissioner

Comment: No mention made of Regional Medical Pro-
gram as having a role in the act.

COORDINATING AGENCY
State Health Planning Council 749a

APPROVAL AGENCY
Health Care Administration Board
Thirteen members
eleven appointed by Governor (four years) represent
medical and health care facilities, labor, industry
and the public
two Exofficio
State Commissioner of Health
Commissioner of Insurance

PoweRrs oF COMMISSIONER

Inquire into Health Care Services and the operation of
Health Care Facilities Inspection of adequacy of
premises

equipment

personnel

rules and bylaws

financial resources

future revenues

Adopt and amend rules (with approval of the hoard) re:

1. requirements for a uniform state system of reports
and audit relating to:
a) the quality of health care provided
b) utilization of health care facilities
) costs of health care facilities

2. certification of schedules of rates, payments, grants
and other charges

3. standards for licensing

4. provide consultation to health care facilities on opera-
tiens, planning and standards

e
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Request and be furnished such reports and information
required to carry out purposes of act.

Institute a court of competent jurisdiction to compe! com-
pliance.

Diesignate an appropriate organizational unit in State De-
partment of Health to carry out provisions.

Cause appropriate surveys and studies to be made concern-
ing need for health care facilities.

Issue certificates of need valid for one year, renewable.
Establish minimum needs for health care facilities.

CONTRACTS WITH OUTSIDE AGENCIES
Can enter with any government agency, institution of
higher Tgarning, voluntary, nonprofit agency, etc.

LICENSURE

Certificate of need required; no health care facility shall
be operated without a license which can be suspended.
Ne governmental agency or hospital service corporation
shall purchase, pay for any health care service provided
in a health care facility without a license.

RATE SETTING

By Commissioner of Health for payment by government
agencies based on elements of cost approved by him.

By Commissioner of Insurance with approval of Commis-
sioner of Health taking into consideration the total cost
of the health care facility.

Rate set cannot exceed regular charges.

By Commissioner of Insurance for Hospital Service Corpo-
rations to out of state hospitals.

CoNCLUSION

In conclusion this is one of the most stringent public
utility type laws reviewed, The Commissioner of Health
is indeed a medical care facilities czar in New Jersey who
through certificates of need, licensure and rate setting for
governmental agencies and nonprofit third party payers
really controls the hospitals in the State. In addition there
are few hospital operating areas from quality of care to
utilization review to constitution and bylaws that are not
subject to review and approval by the Commissioner.

The range of health care services covered in the Act
extend far beyond hospital care 1o include pre-admission
and post discharge care, ambulance services outside
laboratory services and medical special services. How one
can really oversee the quality and utilization of these ser-
vices without controlling the private practice of medicine
is indeed rather questionable.

CHAIRMAN MAY: T am sure this afternoon we
will go into more detail on some of these things.

In order to forestall charges of nepotism, [
should point out that the next speaker and ]
share no genetic relationship except our lack
of height. Dennis May, Director of Finance, Con-
necticut Hospital Association.

MR. DENNIS MAY: Cousin Joel, Ladies and
Gentlemen:
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As is so often the case when a number of
people are speaking on issues that somewhat
overlap, one must be pretty sure of exactly what
his niche is in the total program, and what his
specific part to play should be. I have a little
story along those lines, and it is an old one that
maybe some of you have heard. It concerns an
aspiring actor who had a single line in his first
play, which was, “Hark! I hear the cannon
roar!”’

This was his first big opportunity, and he prac-
ticed the line for weeks and weeks. He would
try it in different ways. The night of his opening
performance he took a taxi to the theater, Back-
stage he went over his line with some of the
people who were operating the curtains, They
patted him on the back and said, “You'll do
fine. Just go on stage, and we’re sure you'll be
successful.”

He ran on stage on cue. He could hear the
cannon boom, and he said, “What the hell was
that?”

I would like to say also a slight disclaimer,
just like Jack did, that the Connecticut system
we started a few years ago is not truly a prospec-
tive system. It is a test of incentives, both posi-
tive and negative, and there is final settlement
at year end in the Connecticut system. But there
are rewards and penalties involved, and it is
basically on the reward-penalty idea that T will
be speaking.

Incentive Reimbursement Experiment

The Connecticut Hospital Association’s
Incentive Reimbursement Experiment was the
first such proposal to be approved and funded
by the Social Security Administration. It
became operational on May 1, 1969, with the
hiring of the project director.

A brief background about Connecticut and
CHA might be helpful in understanding the
motivation of and progress in the program. Con-
necticut is a small state-one can drive from east
to west or north to south in about an hour and
a half or two hours. This has enabled personnel
of the state’s 35 not-for-profit general hospitals
and some 20 long-term institutions to meet at
least monthly to discuss common problems and
new ideas. Through the CHA, all Connecticut
hospitals have had a uniform accounting system,
an established cost finding program, and a sys-
tem of cost reimbursement for more than 20
years. Hospitals have shared detailed cost infor-
mation among themselves through CHA for
many years and this same information tradition-



ally has been shared with state agencies and
interested third parties. In this climate of strong
commitment to the state hospital association and
a cooperative attitude toward change the incen-
tive reimbursement experiment had a real
opportunity for germination and maturation.

Administrative Structure

The experiment is operating under a four-vear
total budget of almost $1,000,000, of which
$200,000 comes from Connecticut Blue Cross
and the balance from the Social Security
Administration. This sum will cover costs of hos-
pital budget reviews for three fiscal years and
costs incurred in original development and final
evaluation. At present, the experiment has a
central staff of five people—a project director,
three project coordinators, and a secretary,

Eighteen short-term general hospitals—
roughly half of those in the state-are par-
ticipating in the incentive reimbursement pro-
gram. These eighteen are divided according to
size into three groups of six hospitals each. Qur
belief is that hospitals of similar size also are
similar in their approaches to management, in
the degree of necessary budget refinement, and
in the degree of responsibility and authority
given to assistants, controllers, and department
heads. Each of these size groups is broken down
into two divisions, which are composed of three
hospitals each and represented by a budget
approval board. The board, or peer review body,
contains nine individuals—three adminis-
trators, three controllers, two directors of nurs-
ing, and one hospital trustee. Each budget
approval board reviews only the budgets of hos-
pitals in the other division of its size group.
Under this system, no hospital has its own rep-
resentatives reviewing its budget. We have been
able in most cases to limit the duration of board
sessions to one day. To spread review sessions
out over a longer period would jeopardize the
success of the experiment because hospitals
soon would find the time constraints burden-
some and almost certainly would withdraw from
the program.

Each project coordinator has general respon-
sibility for one size group. His duties involve
consulting on budget problems, aiding in budget
preparation, transmiltting information about the
experiment, staffing the budget approval board,
and so on.

The separation of hospitals into size groupings
has proven to be extremely effective. We have
found that the hospitals of medium size, that
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is between 150 and 350 beds have been chal-
lenged by the experiment. The budgeting pro-
cess was familiar to them but it had not vyet
been used as an effective planning instrument.
In the small hospitals of 150 beds and under
the development was slower but they too saw
value in the experiment and assimilated new
ideas and concepts readily. Both groups have
achieved some success with peer review but
almost entirely in its value as an educational
medium. As will be noted later, the value of
peer review as a mechanism for final and binding
budget decisions is questionable, in my opinion.

It is in the large hospitals where the experi-
ment has run into substantial trouble. The prob-
lems have caused the termination of budget
review in the third year for these hospitals. An
effort is being made to study and hopefully
resolve the issues. Whether the problems are
related to technical objections to certain budget
review tools such as flexible budgeting and sys-
tems engineering standards, whether it is a
refusal to be arbitrary when approving budgets
that is causing the difficulty or whether it is
more basic than that—one of conservative
attitude and behavior we don’t know for certain
at this time. [ will speculate on these, however,
later.

Overseeing the activities of the budget
approval boards is a coordinating council con-
sisting of 13 individuals—eight consumers,
three representatives from hospitals not in the
experiment, and two representatives from the
contracting agencies involved in the funding,
The role of the coordinating council is to review
the actions of the budget approval boards with
the following responsibilities in mind: to main-
tain uniformity of budget approval board deci-
sions and actions and to maintain compliance
with the experiment’s guidelines. Judgments
regarding budgets, rewards, and penalties are
made exclusively by the budget approval boards.

The Scope of Review

We chose departmental budget review as the
most effective way to control expenditures for
anumber of reasons. First, incentive reimburse-
ment must be prospective in order to be effec-
tive, that is, reimbursable costs must be agreed
upon before the costs are incurred. Second, per
diem target rates and global budget review were
considered inappropriate in the beginning
because they contain costs over which the hospi-
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tal administration exercised little or no control.
For example, costs in departments such as
laboratory, radiology, anesthesiology, and sur-
gery are largely determined by the number of
tests or examinations ordered by physicians or
by the direct service rendered by private physi-
cians. It was believed that a departmental bud-
get system could absorb these departments after
the basic concepts of review had been tested
on more manageable cost centers. Third,
because many hospitals in Connecticut already
had budgets in varying degrees of sophistication,
educating them simply to know and predict their
costs would not be a massive undertaking.
Fourth, we wanted the department head to be
much more involved in the financial aspects of
their hospitals, and to have the responsibility
and authority to prepare departmental goals and
expenditures.

After making the decision to use departmental
budget review, we selected the departments to
be reviewed the first year. These were house-
keeping, laundry and linen, medical records,
and nursing service {(medical and surgical).
These represent about 28 percent of total operat-
ing costs. At the same time, we decided to
include the following departments the second
year: administration and general, dietary, plant
operation, repairs and maintenance, and phar-
macy. In the third year, operating room, re-
covery room, radiology, laboratory, and
anesthesiology were added for selected hospi-
tals. Taken together, these departments approx-
imate 85 percent of the hospitals’ total costs.
With the exception of nursing service, all depart-
ments included in the first two years were those
over which hospital administration exercised the
greatest degree of control.

In retrospect, the approach of using depart-
mental review was a wise one. We are just now
reaching a point where effective review by
exception is taking place. By the use of internally
and externally developed standards of costs and
production, a screening mechanism can be
developed which separates the line items which
can be reviewed most productively and are likely
to contain a high probability of payoff.

One unique aspect of our experiment is our
commitment to approval of budgets, rewards,
and penalties by peer review. This procedure
was chosen-o test the notion that efficiency and
maximized services can be achieved by hospital
professionals working together through self-
regulation and self-discipline, and without inter-
ference by contracting agencies, governmental
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bodies, or ad hoc commissions. Undoubtedly
this is the most difficult aspect of our experiment
to implement because it entails heavy invest-
ment of time by administrators, controllers, and
department managers. It involves the develop-
ment of progressively more streamlined
techniques in order to review hospital budgets
as quickly as possible yet accurately and com-
pletely. We believe that no one knows more
about the problems associated with hospital
management than hospital managers, and that
no one knows more about hospital efficiency
than hospital managers equipped with the tools
of systems engineering. If these experts can be
properly motivated to be objective and critical,
yet introspective and tolerant of inherent dif-
ficulties in the system, no one will be better
equipped to handle the task of budget review.

The motivational issues will be discussed
shortly. I would like to at this point, however,
make some observations on the peer review
approach to setting hospital budgets. With the
general qualifications that we, of course, were
dealing with a specific environment; a small
group of singular individuals and a certain pre-
determined methodology, albeit somewhat flexi-
ble, peer review is not very effective. Most hos-
pitals in the experiment have asked for third-
party involvement so that they can be persuaded
to make difficult decisions-without all the facts.

I don’t wish to do an injustice to a few well
documented examples where a stiff backbone
and stern judgment prevailed. It is just that,
in the aggregate, hospitals refused to be arbi-
trary with one another. I think that it is on this
one point that peer review is likely to fail. One
must get used to the idea that in a budget
approval process, by its very nature, all facts
cannot be known. Wages are estimated, espe-
cially where union contracts exist, volume of
services and census are estimated, new pro-
grams are estimated both as to actual implemen-
tation and starting date, departmental turnover
is estimated, ability to make staff reductions
in cost centers which appear to have excessive
personne] are estimated and so forth. With so
many unknowns it is only reasonable to expect
that hospital administrators and financial
officers, who after all experience the same prob-
lems of estimation themselves, will either decide
to approve the hudget as submitted or agree
to adjust difficult to measure budgeted costs at
year end to actual expenses thereby creating
a retrospective reimbursement system. In order
to make a prospective budget review system



effective, best judgments must be made no mat-
ter how arbitrary. This, of course, flies in the
face of fairness and equity, but a determination
must be made at the outset as to direction on
this issue. Under a prospective system, the more
reopeners that exist for allowable volume
changes and cost increases or decreases which
are ostensibly beyond the control of hospital
management the more it begins to look like a
retrospective system.

Kermit Gordon has noted that “equity and
simplicity are mortal enemies.” The more stan-
dards that are used, the more formulas that are
imposed, the more arbitrary budget review
hecomes, the greater the risks that hospitals
will not be treated fairly and equitably. It is
a sensitive balance that is not easily achieved.

Another reason why peer review has not been
completely successful is that some hospital
executives, I think, only operate effectively
under a mandated system. After the rules of
the game are determined and the playing field
defined these individuals can maximize reim-
bursement better than most others. But when
the opportunity is given to sit on the rules com-
mittee and to promulgate the field dimensions,
they often lose the ability to cope. In the peer
review system which was envisioned by the
experiment most of the groundrules were to be
made by the hospitals themselves. It was not
easy for some to comprehend this freedom of
decision.

One final problem of budget review by peers
is the pragmatic concern of time constraints.
Despite our efforts to streamline budget review
using exception techniques and other time con-
serving methods, attendance at Budget
Approval Board meetings is irregular. Adminis-
trators, in particular, have commitments and
priorities that compete with Approval Board
Sessions,

Rewards and Penalties

Motivation has many facets. Obviously the
principal motivation that was being tested was
the reward incentive. Would not-for-profit hos-
pitals see the experiment as an opportunity to
derive additional funds, that is over and above
operating costs, for the hospital?

Our general philosophy on rewards is that,
first, there should be a flexible reward system
and, second, rewards should be achievable and
desirable, but neither expected nor automatic.

Similarly, we believe that penalties should be
stringent enough to provoke necessary actions
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but not so severe that a hospital risks insolvency
or that inequitable treatment occurs. The sci-
ence of cost comparisons is not yet sophisticated
enough, and the predictability of hospital costs,
census, or departmental work volumes not
absolute enoungh, to deny a hospital its operating
costs because of alleged inefficiencies. Dr.
Richard Elnicki, former assistant professor of
economics at Yale University (now with the
department of business administration of the
University of Florida) has demonstrated in a
study using multiple regression that 40 percent
of the cost variations among Connecticut hospi-
tals can be accounted for by above-average
wages, above-average nursing hours, and above-
average consumption of special services. A pen-
alty formula denying reimbursement for these
factors would have no effect on a hospital with
lower-than-average wages, lower nursing hours,
and lower special service consumption, but, in
fact, is inefficient.

Our philosophy, then, is that penalties should
be imposed only in areas that do not affect
operating expenses such as plant capital, work-
ing capital, and so on. Denying reimbursement
because of alleged inefficiency in these areas
would jeopardize a hospital’s financial position
enough to cause it to act in the desired manner,
yet would not penalize it inequitably for the in-
ability to predict costs or the inapplicability of
cost comparisons with other institutions.

There is no penalty insofar as Medicare is
concerned; however, there is a potential penalty
in Blue Cross reimbursement. In the Blue Cross
contract in Connecticut, financial requirements
for expansion, working capital, and so forth are
covered by a 5 percent growth and development
factor. A hospital whose aggregate actual costs
exceed the aggregate adjusted target budgets
could lose up to 2 percent of that 5 percent
factor,

Our reward formula operates as follows. At
vear's end a hospital would be reimbursed for
the aggregate total expenses of all departments
or for the aggregate total of adjusted target bud-
gets, whichever is higher. The budget is
adjusted for actual departmental volume experi-
enced during the year and for occurrences (such
as union contract demands in excess of what
could have been anticipated and untimely
breakdown of equipment) that the budget
approval board is convinced were out of the con-
trol of the hospital.
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I think it is now fair to say that with a few
exceptions not-for-profit hospitals are not
motivated by rewards at least in the way we
are applying them. The smaller hospitals appear
to have been most influenced by the idea of
a reward. The reward seeking seems to vary
inversely with the hospital's size. Possibly, a
more personal reward system such as one which
would designate a certain percentage of the
reward, such as 25 percent with an upper max-
imum going to the chief administrative officer
witli“another 25 percent being distributed by
the administration to key staff individuals might
have more influence. I suspect, however, that
this idea would be anathema to individuals who
would be concerned about medical staff reaction
or with the paradoxical relationship this would
have to-the net-for-profit philosophy.

[t is my belief that not-for-profit hospitals will
provide the maximum amount of services possi-
ble given the available financial resources. If
a reduction in costs can be accomplished in one
area the available working capital will be used
to increase and improve services in another.

Another motivation might be that of the threat
of government intervention if nothing is accom-
plished voluntarily. I think that this risk was
not imminent in Connecticut during the period
of the experiment nor was the experiment looked
upon by State legislators as a substitute for more
rigorous controls on hospital expansion and
rates. The peer review approach might have
worked better in a different environment.

Industrial Engineering

The expectancy level is a vital component in
the experiment. Essentially, it is an effort to
avoid comparison between hospitals based on
size, geography, service, or other factors that
are largely uncontrollable by administration vet
influence costs to an enormous degree.

The expectancy level is the number of produc-
tive hours required to perform adequately the
tasks necessary to achieve a given production
volume in a department. For example, in the
laundry department the expectancy level would
be the number of productive hours reguired to
produce a certain number of laundry pounds,
given that particular laundry’s configuration of
equipment, space requirements, and functions.
The expectancy levels serve a number of pur-
poses.

First, they are a guide or goal for hospitals
in staffing each department. The expectancy
level tells the hospital merely that a particular
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staffing level is achievable, not how to achieve
it. Therefore, it is the hospital’s responsibility
to determine ways to control any excess hours
and to accomplish proper staffing levels.

Second, it is a tool with which the budget
approval boards review a hospital's budget. A
budget that anticipates hours of production that
would move a hospital away from its expectancy
level would be viewed rather critically by the
peer review group.

These expectancy levels are produced for the
experiment by two organizations—Community
Systems Foundation and Peat, Marwick &
Mitchell. The CSF expectancy levels are
developed by traditional industrial engineering
approaches through the use of predetermined
standards. The Peat, Marwick & Mitchell
methods use a self-logging technique wherein
the standards are developed uniquely for each
hospital. Without getting into the comparative
accuracy of each method, I think it is fair to
say that the self-logging approach has greater
acceptability for purposes of peer review.

Evaluation

SSA has contracted with Yale University to
evaluate the Connecticut experiment. The
evaluation will be carried out in three different
areas: first, the characteristics and effectiveness
of the interaction of the peer group itself; sec-
ond, the measurement of how this group action
has changed the cost experience of the par-
ticipating hospitals; and, third, the monitoring
of selected parameters of patient care patterns
in selected hospitals.

The department of epidemiology and public
health is acting as the master contractor in the
evaluation of the experiment and the evaluation
of the peer review concept is being carried out
by the department of administrative sciences.
An observer from this department either attends
in person or hears tapes of all budget approval
board meetings in an attempt to learn whether
problem solving and decision making is sincere,
honest, and critical, or represents nothing more
than mutual backscratching.

The second factor to be evaluated is the effect
of the experiment on the cost of participating
hospitals. Obviously, the goal of any incentive
reimbursement program is to moderate cost
increases in hospitals. If the experiment fails
on this account, it seems unlikely that the idea
of incentives, or at least the Connecticut
approach to them, would be an acceptable way
of financing health care in the future. This area



will be evaluated by Dr. Richard Elnicki. It will
be measured in two ways. First, the cost experi-
ences of the 18 participating hospitals during
the past ten years have been projected over the
three years of the experiment. Actual costs will
be plotted against this line and the differences
measured. Second, the cost experiences of the
17 hospitals not in the experiment will be
developed and compared in the same way. By
comparing the experimenting hospitals with this
control group; we will know that any decelera-
tion of costs is a result of the experiment and
not of industrywide changes in the normal trends
of hospital costs.

The third area of evaluation is admittedly
superficial. Yale, through a program called
Basic Utilization Review Program (BURP), will
measure changes in the length of stay of certain
selected diagnostic groups subdivided by selec-
tive characteristics of either the patient or the
treatment received in the hospital. This, of
course, omits quality considerations such as the
number of times linen is changed or the excel-
lence of a meal. However, our working
hypothesis has been that, because all hospitals
in Connecticut are accredited by JCAH and
comply with state licensing standards and be-
cause no experimenting hospital can be reim-
bursed for less than its operating costs, no ad-
ministrator or board of trustees will sacrifice the
essential quality of its institution for the purpose
of receiving a reward.

Conclusion

In conelusion, I must say that there are some
large obstacles in incentive reimbursement or
prospective reimbursement using the budget
review, cost based mechanism. If the system
is equitable and responsive to the differing needs
of hospitals, it is likely to be ineffective in saving
significant amounts of money or in achieving
the predictability and risk sharing that everyone
seems to be after. Administrative costs are high
if a truly responsible job of budget review is
undertaken. While I don’t believe that the prob-
lems which T have mentioned are insurmount-
able one must examine them compared to the
potential advantages to be gained.

At least in Connecticut, if we in the future
consummate a prospective reimbursement sys-
tem, problems will have been brought out during
the courtship through implementation so that
the result may be an informed marriage,

CHAIRMAN MAY: Thank you, Dennis. I think
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there are some interesting contrasts between
the Connecticut and New Jersey programs that
we probably should look at this afternoon.

Larry Hill, who is Vice-President of Rhode
Island Hospital, Providence, is our final speaker
this morning. The distinction which he carries
in my mind is that he is one of the few people
in our field who manages to be a great man
without looking like one.

MR. LAWRENCE A. HiLL: I want to think about
that.

“Prospective Rating in Rhode Island” or “The
Battle of Little Rhody.” T was once told by Jim
Hamilton in Minnesota that the hospital ad-
ministrator (condescendingly referred to in the
academic world as “the practitioner’) was use-
ful in the academic arena, not as a real teacher,
but only to tell war stories. It is comforting to
me that my assignment today involves a descrip-
tion of a program taking place in Rhode Island.
This is not, therefore, an attempt by the prac-
titioner to delve into the realm of academic
theory, but clearly the telling of a war story.
Further, the war is not over, so I can describe
battles already fought and outline battles to be
fought. And I sincerely believe I can identify
the winner. He is the consumer of hospital ser-
vices in Rhode Island.

The Beginnings

In the beginning were rapidly rising hospital
costs and a rapidly rising clamor about them.
It was clear to anyone who cared to look around
him that some form of control was coming.
Uncontrolled retrospective cost reimbursement
could not survive for long in the Rhode Island
political climate. In Rhode Island, all hospital
fiscal years commence October 1. Budgets are
put together in the Spring and Summer. Under
the old system, budget estimates were given to
Blue Cross (which covers approximately 85 per-
cent of the population) so that it could calculate
premium rates and file with the State Depart-
ment of Business Regulation for increases. Each
filing, naturally was accompanied by a barbaric
{and totally useless) rite called a public hearing.

In the spring of 1970 the management of
Rhode Island Hospital proposed to its Board that
the hospital negotiate its budget with Blue Cross
in advance of October 1, to share savings with
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Blue Cross and to accept all losses. The Board
agreed. The hospital then proposed to the state
hospital association that the negotiations be
made a pilot project. The association agreed.
The proposal was taken to Blue Cross and Blue
Cross agreed.

No one really knew how to go about this, but
the decision was to do it anyway. Social Security
was asked if it wished to join in the venture
but it could not because our approach did not
meet SSA guidelines regarding measurement
and evalhation.

The First Year

A series of discussions between the Rhode
Island Hospital and Blue Cross held during the
spring of 1970 served to produce the framework
of the agreement and the process of negotiating.
The results were astonishingly simple. The
agreement was as follows:

The hospital! Service Corporation of Rhode Island, known
as Rhode Island Blue Cross, and the Rhode Island Hospital
hereby agree to an amendment to the Rhode Island Blue
Cross Member Hospital Contraet of October 1, 1966, with
the following provisions:

1. The agreement will be in force for one year, beginning
October 1, 1970.

2. Reimbursement for inpatients will be as follows:
A. Semi-Private Contracts

1. Routine care reimbursement will be on a per
diem or daily hasis.

2. Ancillary services reimbursement will beona
Ratio of Costs to Charges basis, with the hos-
pital guaranteeing unit prices,

3. Reimbursement for Outpatients
Outpatient minor surgery visits and accident room
visits will be reimbursed on the basis of overall costs
paid on monthly basis. Outpatient ancillary services
will be paid on the same basis and with the same
guarantees as inpatient ancillaries.

4. The hospital agrees not to increase prices for any an-
cillary services for the life of the agreement. In addi-
tion, it agrees to negotiate a range of utilization both
upwards and downwards, and if actual use violates
this range in either direction, the question of reim-
bursement for ancillary services will be reopened at
the request of either party.

3. Rates as agreed on will remain in force for one year,
These rates, however, may be subject to review and
change within the year in the event of unforeseen
circumstances causing an inordinate effect on either
party. A request for relief by either party will be acted
upon promptly, and any resultant change in rates will
be negotiated with an effective date retroactive to the
date of the request.

6. Reimbursement to the hospital shall be based on pro-
spective rates agreed to, and will not be subject to
year-end cost settlement. The hospital, however, will
make available to Blue Cross a copy of its annual
budget, Micah Cost Report and year-end audited
statements for the purpose of determining gains or
losses which may have resulted.
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7. The hospital shall assume the risk for any losses
over established rates. In the event of hospital gains,
Blue Cross will share the balance on a 50-50 percent
basis with Rhode Island Hospital.

B. All experience gained in the negotiating process and
in the administration of the agreement will be shared
mutually by the hospital and Blue Cross with other
members of the Hospital Association of Rhode Island.

9. This agreement is an amendment to the present Blue
Cross Member Hospital Contract now in effect. Both
parties agree to honor the provisions in the contract. If
interpretation of this amendment cannot be agreed
upon by the signatories, the matter will be submitted
for arbitration to a three-member committee, con-
sisting of one member appointed by Blue Cross, one
by Rhode Island Hospital and the third appointed by
the first two.

Once the agreement was reached, it merely
remained to carry it out. Because the hospital’s
budget is detailed and complicated and because
Blue Cross had never before analysed one, Blue
Cross representatives spent weeks with our
accounting department during budget prepara-
tions. After the budget was reviewed by the hos-
pital's Board of Trustees, it was submitted to
Blue Cross for analysis, When their analysis was
completed, Blue Cross notified the hospital and
negotiating sessions began. The frst session was
held with Blue Cross requesting the hospital to
cut something over one million dollars from its
budget. Our total was about $38 million. In suc-
ceeding sessions various kinds of proposals and
counter-proposals were made. It would be less
than candid not to say that a certain amount
of heat was generated on both sides. At any
rate, agreement was reached and Rhode Island
Hospital agreed to reduce its proposed budget
by $950,000. Of this amount, $520,000 rep-
resented new or expanded programs which sim-
ply were not undertaken. The remaining
$430,000 was money which the hospital simply
had to save through more efficient operation.

This agreement was reached at a time during
which public hearings regarding a Blue Cross
rate increase were underway. The news of the
agreement made front page headlines and struck
the hearings like a bombshell. The result was
that all of the other hospitals in the state offered
to guarantee Blue Cross that they would not
exceed their budgets during the coming fiscal
year (although it was too late for them to
negotiate individually) provided Blue Cross
would agree to a 50-50 percent split in savings,
Further it was stipulated that all hospitals would
negotiate budgets the following year. Blue Cross
agreed and state-wide prospective rating was
underway. Incidentally, Blue Cross got about
two-thirds of its requested increase.



The Second Year

Negotiations with one hospital is one thing,
but to do the same for all fifteen hospitals in
the state was clearly something else. Thus, com-
mittees from Blue Cross and the Hospital
Association immediately began work in an
attempt to design a uniform and workable pro-
cess within which negotiations could take place.
In addition it was clear that prospective rating
fundamenatally changed the nature of the
Hospital-Blue Cross Contract and that this
should be looked at also.

At this point a new and complicating factor
entered the arena. State government, in the form
of legislative interests, expressed great concern
with rising hospital costs and a bill was
introduced into the legislature which would have
given the State Department of Business Regula-
tion (the insurance commissioner) the right to
set hospital rates. Aside from the obvious hospi-
tal objections to such a plan it was also obvious
that this kind of regulation spelled the demise
of prospective rating. Therefore, the Hospital
Association and Blue Cross began working
through the legislative process and managed to
secure passage of a substitute bill which, in
effect, makes the state through its Budget office
a party to hospital-Blue Cross negotiations.
Thus, beginning in 1972 the state, through its
budget office, will participate in the negotiations
and will have a direct voice in setting hospital
rates.

During the second year, however, the state
was not involved in negotiations except as an
observer. The bill passed the legislature but not
in time for the state to actually participate, thus
the second year’s negotiations were solely
between hospitals and Blue Cross.

In considering upcoming negotiations, all the
hospitals felt that some mechanism of peer
review would be helpful before hospital budgets
were sent to Blue Cross. It was expected that
peer review would give each hospital an oppor-
tunity to rehearse its proposal, to uncover errors,
o answer questions, and also to provide an
opportunity for all of the hospitals in the state
to have some understanding of what the other
hospitals were doing. Panels of hospital adminis-
trators, controllers, and trustees were set up
and these panels were assigned several hospitals
each. Budget materials were submitted to the
panels and meetings were held in which the hos-
pital made its presentation the the panel. Ques-
tions were asked and advice given. The panels,
of course, could not make decisions nor binding
recommendations. Tt is interesting to note, how-
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ever, that there were several significant changes
in budgets made as a result of these peer review
activities.

Once peer review was completed the hospital
submitted its budget, revised or not as it saw
fit, to Blue Cross. Budget submissions were
made on forms designed jointly by hospitals and
Blue Cross and incidentally which proved to be
less usable than anticipated. Negotiations dur-
ing this second year were more stylized than
was the Rhode Island Hospital first-year experi-
ence. The first session consisted of the hospital’s
presentation of its budget and reasons for
increase with Blue Cross listening and asking
questions. No attempt was made to go an inch
beyond that point. The second session consisted
of a Blue Cross counter-proposal. In this ses-
sion, Blue Cross described the budget to which
it would agree without further discussion. In
most cases it actually detailed those budget
items which it wished to see deleted. By and
large, hospitals at this session merely listened
and asked questions. The third session was the
hospital’s counter to the Blue Cross proposal
and by this time the negotiation was getting
down to serious business. In most instances (10}
full agreement was reached between hospitals
and Blue Cross, but there were five hospitals
with which final agreement was not reached.
The Blue Cross-Hospital Contract called for
mediation and finally, binding arbitration.
Everyone, however, was reluctant to go to arbi-
tration and thus, a mediation step was designed.

Even before the impasse had been reached,
it had become clear that some type of high level
hospital-Blue Cross communication and under-
standing was needed. A liaison committee was
established which consisted of four members
of the Blue Cross Board plus three Blue Cross
staff, four hospital trustees, two hospital
administrators, and the Executive Director of
the Hospital Association. It was to this group
then, that points of disagreement were referred.
This committee heard presentations by both
Blue Cross and each of the hospitals were agree-
ment had not been reached. They were
empowered to recommend solutions but the
recommendations had no binding authority.
After hearing all of the arguments, this commit-
tee recommended that Blue Cross approve a
small portion of the elements in contention. It
recommended that it disapprove a larger portion
and that the largest portion of all be submitted
to the state’s voluntary Health Planning Council.
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In all cases the committee recommendations
were accepted and arbitration was avoided.

According to the Blue Cross President,
negotiations during this second year resulted in
reduction of $5,000,000 from the budgets of the
state’s hospitals.

The actual operating results for this year will
not be known until the close of this fiscal year
in September 1972. It is clear, however, that
the negotiations have resulted in far more atten-
tion to budgets and to expenditures and controls
tha"Was previously the case. It was also true
that the negotiations resulted in the lowest
annual hospital cost increase in the past five
years. It is also a fact that for the first time
in a long time Blue Cross did not ask for a rate
increase and, as a matter of fact, finished the
year with growing reserves, where it had started
the year in the red.

The Third Year

The third year is just in its beginnings. At
this date hospitals have only begun the budget-
ing process. There will be, however, two new
elements involved this year. The first of these
has been mentioned already, i.e. the state gov-
ernment. Throughout the proceedings, they will
be party to the negotiations. Just how this will
work out no one yet seems to know. Obviously
it will not make life any easier on the hospitals.

The second new element may well be far more
fundamental. During the second year, Blue
Cross found itself faced with making decisions
to finance certain medically-related programs
and refusing to finance others. It felt that while
it was prepared and responsible for financial
decisions, it could not set medical priorities for
the state. Blue Cross, therefore, sent a letter
requesting that all hospitals call a one-year
moritorium on implementing any new medically-
orientated  programs. Hospitals naturally
refused. A series of meetings involving the pre-
viously mentioned liaison committee produced
a process which, to my knowledge, is unique
in the United States. In this process, hospitals
planning new or expanded medically-related
programs must submit the plans to the Health
Planning Council (the community’s voluntary
area-wide hospital planning council) for review.
The Planning Council will review all program
plans and place them in one of three priority
slots. The first, or Priority Iis titled, “Implemen-
tation or Expansion Encouraged this Fiscal
Year”; Priority II, “Implementation or Expan-
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sion Not Encouraged for this Fiscal Year™;
Priority III, “Implementation or Expansion Not
Encouraged at All.” The programs which must
be submitted to the planning council are medical
programs as opposed to non-medical such as
expansion of a medical record library or dietary
kitchen, etc. Medical programs which have
multi-hospital implications must be submitted
to the planning council regardless of the amount
of money involved (this is especially important
in Rhode Island because five hospitals are
affiliated with Brown University’s developing
medical school). Medical programs which are
not multi-hospital in nature must be submitted
if total amounts exceed certain limits. These
are as follows:

Annualized

Hespital Budget Program Cest

GroupI...... $15 Million and above §100,000
Group IT ..... $10~15 Million $ 75,000
Group III .... 8510 Million $ 50,000
Group IV..... $5 Million or below § 25,000

While franchising for capital expenditures is not
new {and does exist in Rhode Island), the hos-
pital’s obligation to submit program develop-
ment even where no capital expenditure is
involved to a planning council, is new. This is
not a statutory type of requirement. This was
agreed to by the hospitals in the state voluntarily
with Blue Cross.

This, then, is where we stand currently in
Rhode Island as we enter our third vear of Pro-
spective Reimbursement.

Federal Guidelines

Thus far Thave said nothing concerning Phase
IT and Wage and Price Freezes. This element
filters thronghout all of our efforts, but because
of the uncertainties involved it seemed better
to approach this subject separately rather than
try to thread it into the chronological account.
It is quite clear that if wage and price controls
are continued as they now exist, prospective
rating simply is not feasible in the manner in
which we have undertaken it. It is impossible
for the hospitals to conform to two sets of simul-
taneous but different sets of controls. Therefore,
the State Hospital Association and Blue Cross
have applied to the Price Commission for exclu-
sion from the federal guidelines. As of this date,
word from Washington is encouraging but as
vet “informal.”



Whatever exclusion is granted (if granted) it
will apply only to our current fiscal year which
ends September 1972, thus we are uncertain
as to what will happen in the future. Neverthe-
less, we feel that the only option is to continue
to pursue the path of Prospective Reimburse-
ment until intervening forces make it impossi-
ble. (The uncertainty of these controls and the
way it is worked out reminds me of the story
about the man sitting in the control tower at
the airport. A voice came over the microphone,
“Can youtell me what time it is?”" The control
tower man said, “Identify yourself.” “I only
wanted to know what time it is,” “Well, if you
are with a domestic air line like United or Ameri-
can, I would say four o’clock. If you are with
KLM or BOAC I would say 1600 hours.”
understand,” said the voice. “I am flying Air
Force 1, and I have the President and some
members of Congress aboard.” “In that case,
sir, the big hand is on 12 and the little hand
is on 4.7

Summary

To summarize then, all of the hospitals in
Rhode Island are currently engaging in a plan
of Prospective Reimbursement which has the
following key characteristics:

1. Hospital budgets are brepared in advance and sub-
mitted to Blue Cross and state government.

2. Hospital plans for new or expanded medically related
programs are submitted in advance to the Health
Planning Council which determines priorities and sub-
mits its recommendations to Blue Cross and to the
State.

3. Once all hospital budgets and plans are received,
negotiations on a one-to-one basis proceed,

4. Once agreement is reached, hospitals cannot be paid
more than the hudget calls for and will share savings
with Blue Cross on a negotiated basis. This has been
50-50, but is subject to change,

Results to date would indicate that there are
savings to be achieved, both in the planning
and negotiation processes themselves, and in
more acute attention hy management to in-
ternal operations. Evidence offered is that the
state’s hospitals collectively finished the first
year of prospective rating under bhudget, and
second-year negotiations resulted in reductions
of hospital budgets by $5,000,000.

PROSPECTIVE BUDGETING IN THREE STATES

Comments

Prospective Reimbursement in Rhode Island
is causing fundamental changes in hospital gov-
ernance. For the first time, an outside party has
adirect voice in the approval of hospital expendi-
tures before the fact, For the first time, an ont-
side party has a direct voice in which programs
a hospital will or will not offer to the publjc.
These are giant steps for hospitals and trustees
to take. These steps are being taken, quite
frankly, because hospital boards are convinced
that the only alternative would be legislative con-
trols which probably would be even less toler-
able. From the administrator’s point of view,
the process is increasingly complicated and time
consumming. It demands far more advanced
planning and budgeting and far tighter controls
on expenses. Neither of these elements is
designed to enhance an administrator’s popular-
ity with physicians or employees.

It is also fair to say that the objective in mind
Is an economic one. Hospitals, as well as Blue
Cross, have become convinced that the upward
spiral in costs simply had to be retarded. | have
described the procedure devised in one small
state to achieve that objective. The returns are
not all in, but fragmentary evidence would
indicate some success. The majority of the bat.
tles lie ahead in this war story. So far the con-

perceptible adverse influence on quality as yet.
Obviously the long-run resuylts depend on the
skill, vision and philosophies of a) parties
involved. Optimisticaﬂy, a balance between
economic concerns and medical care concerns
will occur and some sort of peace treaty, or
truce, or demilitarized zone wil] result, This war
and these battles, however, are benign; all
parties have survived, and if we display
sufficient wisdom they all should emerge
strengthened,

CHAIRMAN May: Thank you, Larry.

I think what we have heard this morning is
sort of the anatomy of what is going on. This
afternoon 1 hope we can get more into the
physiology.
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PANEL DISCUSSION

Prospective Budgeting
JOEL MaY, Moderator

Panel members:

HAROLD HINDERER, Controller of the Daughters of Charity Shared Services, St. Louis,

Missourt.

JACK W. OWEN, President, New Jersey Hospital Association.
LAWRENCE A. HILL, Vice-President, Rhode Island Hospital, Providence, Rhode Island.
DeNnIs P. May, Director of Finance, Connecticut Hospital Association.

CHAIRMAN MaY: May we start with some of
the questions for Harold Hinderer’s speech.

MR. REED REYNOLDS [Gary, Indiana]: The
idea of market place assumes that the individual
is going to have completely free choice. [ think
that is one of the conditions of free enterprise.
I don’t think that is realistic with today’s physi-
cians, and so on.

MR. HINDERER: I don’t think the patient has
free choice in exactly the way we like to think
about it. The patient does have the ability to
evaluate alternatives. The patient does have the
ability then to bring pressure to bear upon the
doctor. '

I think the field experience has been that with
many of the middle-class blue-collar workers
we don’t have the same doctor loyalty that many
of us seem to think exists. We have seen it in
Milwaukee. In the COMPCARE that Blue Cross
has set up we have found many people selecting
the COMPCARE coverage, which is something
akin to an HMO, and they have voluntarily cho-
sen that. It means a new doctor. It means going
to a new group. But if these people are assured
of quality and assured of a lower impact on their
pocket books, I for one am not convinced that
there is not the potential of mobility within the
patient ranks from doctor to doctor.

I also think that even if there is doctor loyalty,
the doctors (being the kind of people they are)
are going to get damned sick and tired of hearing
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people complain, “How come I go to the hospital
you go to, and I have to pay $10 a day, when
I go to Memorial Hospital and get the whole
thing covered for nothing? Something must be

wrong with the way you people are running that
hospital.”

REMARK: I think we have about half of the hos-
pitals in the United States that still have 100 beds
or less. I realize bed-wise that doesn’t represent
most of them, but it does represent a large
number of hospitals that are in one hospital town
away from metropolitan areas where there is
another choice. I believe you will also find that
these physicians don’t have multiple hospital
privileges. I would add to that also that they
have a stronger control on the hospital’s destiny.
You might find metropolitan areas where there
is an alternative. The only alternative is to go
out of town. This represents probably 25 to 30
percent of the U.S. population who are subject
to this. I think it is politically and economically
a significant percentage. This formula, to me,
seems to fall apart when you don’t have the
alternatives you have presented, using averages
working with large numbers.

MR. HINDERER: Possibly so. Let us say we
took the group of small hospitals. Let’s say we
took all the cornfield hospitals in the State of
Kansas and had them split their bids as a group.
I don’t think we will find that much variance,



although I don’t know. If the people in one town
had to pay $2 or $2.50 a day because that hospital
was that much above the average, I wonder if
this might not be the price they have to pay
to live there. They pay more for various man-
ufactured items because of transportation costs
and low volume. Maybe they have to pay more,
but it is being compared to other people in like
situations, and perhaps public pressure will be
brought upon the doctors and consequently upon
the administtation of the hospital to do a more
efficient job.

REMARK: I think this regards the way people
live in small towns versus the way they live in
metropolitan areas. I don’t think you can
measure Adam Smith economics in these areas.
There is a stronger emotional overlay on deci-
sions made here than there is in a larger city.

Interpersonal relationships are entirely differ-
ent.

ME&. HINDERER: And that might make it even
a stronger incentive to do the job. The fellow
is in Bucks Corners, and somebody else is in
Flatbed 30 miles away, and the people see that
Flatbed people have a 50-bed hospital and don’t
have to pay anything for care in that hospital.

REMARK: Yes, but Ben Casey doesn’t teach
us this. Our only clutch with these areas is TV,

and we see an awful lot of fiction about the health
field.

MR. HINDERER: The Secretary might publish
a list of all the cornfield hospitals and how much
you have to pay in each one of them.

MR. HiLL: T am not so worried about the
buyer. I am not really convinced that even if
he had a choice he necessarily would make the
most economic choice. Nobody reads Con-
sumers Union anyway. The thing that worries
me is not that it is Adam Smith, but that it
is not Adam Smith. As I remember the definition
of a free market, one of the real characteristics
is that no one individual actor in the market
can, by his own actions, influence the market.
We have one seller or one contractor really in
this scheme, who is the Secretary. If he s the
only one who is making up the specifications
and accepting all the bids, then it doesn’t seem
to me we have a free market at al),

QUESTION: That was related to my question.
[ wonder if Harold would speak about the free
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market, because that was one of your basic
assumptions. What is your concept of a free
market, and do you really feel it is working in
this country? Not just in health care, but there
are other constraints, legislative and otherwise,

that seems to me prevent having a truly free
market,

MR. HINDERER: No question about that. We
have to use the term “free market” in the context
of today’s economy.

QUESTION: Could you tell us what that is?
I don’t understand what you mean by that.

MR. HINDERER: Where in our particular case
here, the consumer would have the ability to
bring pressure of one kind or other, to voice
his objections. Maybe nothing could be done,
but to voice his objections; to let his dissatisfac-
tion be known. That may be the closest we can

come in an area where there is one provider
of care.

QUESTION: But they can voice that now,
because they have anumber of options and alter-
natives. You can go Blue Cross or White Cross
or Gold Cross or Kaiser or anything. You have
that option right now, as a provider or as a
purchaser; right?

MR. HINDERER: Do you really?

REMARK: Sure you do. Does somebody tell

you that you have to buy Blue Cross or Kaiser?
I don’t think so.

MR. HINDERER: No; so he has his free choice,
and he will select the one he feels he gets the
greatest return from.

QUESTION: The other question I want to ask,
because it has a basic assumption, is that you
said dll care is paid for. Everybody here knows
all care is not paid for. A specific example has
been promulgated by HEW, that 5 percent will

not be paid for. How do you plug that into your
thesis?

MR. HINDERER: I have to make the assump-
tion that at some time in the not too distant
future, health care will be available to all people,
and that those who cannot pay for it—the state
and society as a whole will assume its obligation,
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I have to make that assumption for this total
picture.

QUESTION: I think you made another assump-
tion, and that is the constancy of diagnosis and
volume within the hospital, which of course can-
not be predicted unless—I think it was Con-
necticut that has a very tight hospital bed situa-
tion. Would it be wiser to try this model out
in the skilled nursing home facility where there
is a constancy of volume, where we currently
do have regulations permitting experiments?

MR. HINDERER: I don’t think there is any
question that the skilled nursing home would
be an excellent place to start. It would be a
much easier place to start, and it would be one
very subject to measurement, to quite a high
degree of exactitude in measurement.

But let me say one thing here. When we talk
about these differences that we have in degree
of care and intensity of care, and so on, many
of these things we are measuring after the fact
now. We are measuring cost per patient day.
We are measuring cost per this, cost per
that—after the fact. We certainly have a statisti-
cal base that is available to us so that we should
‘be able to project for the future.

QUESTION: Assuming the future is the same
as the present?

MR. HINDERER: That is one of the risks that
has to be taken in a free market.
H
REMARK: [t séems to me that the outcome
of your plan is a multi-class system of care.
This is economically desirable, but I think politi-
cally unacceptable at this time.

Mr. HINDERER: Well, that may well be, but
I was starting with what 1 would call the ex-
pressed public policy as written by the Ways and
Means Committee, The Ways and Means Com-
mittee, in what I read you from its report, pro-
vides for this very thing. I was merely building
on that, and taking this proposal of the Ways
and Means Committee a step farther.

QuesTIiON: Do you think their proposal is
acceptable in the political arena? If in fact all
publicly supported patients are getting minimal
care, and middle-class and wealthier patients are
purchasing a lot of amenities that the publicly
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supported patients won’t be allowed to have—

. Mr. HINDERER: I would have very serious
doubts about that. 1 think we have seen ijt in
education. I personally would have doubts about
whether or not the wealthy would be allowed
to buy better care than poorer people.

REMARK: In their statement they said that
they would not prohibit anyone from purchasing
the amenities they wanted.

Mg. HINDERER: And I based it starting from
that. Then I went farther.

REMARK: I would consider that health care
is one important component of hospital struc-
ture. We are very much concerned about
efficient and low-cost health care so that the
population movements across the nation take
less advantage of metropolitan growth. Any time
any competent person can get things more
expensive than another, then there is reason
for concern.

To what extent we can make hospital care
and health care less expensive, fine. When we
talk about transportation, about education,
about any other component, even housing, then
we have raised issues of standards, issues of
low cost, efficiency, and all that, If we consider
all those issues, I think the hospitals should
accept all those constraints and controls which
are being talked about for the recipients. At
the moment, in education, it is said we should
pay for education—that it should be
nationalized. Mass transportation has been
talked about; and that we should pay for it so
that it will be cheaper.

If we are talking about hospital recipients and
ralsing issues, in housing we set performance
standards for builders. If we can accept other
things, talking about hospital care and
physician-patient relationship, and some sort of

approaches, I think the time has come to change
it,

MR. HrLe: I think these kinds of things would
all be very possible, provided that along with
it goes a definition of what kind of standard we
are willing to accept. A mass transportation sys-
tem where the average waiting time for a bus
is 20 minutes is quite different from a system
where the average waiting time is five minutes.
I would assume that the five-minute system



would be much more expensive. A housing sys-
tem where every unit is a single-family unit,
with X square feet of land surrounding it, is
quite different from multistory housing,.

Once we define standards, and if the public
says, “We are willing to put up with X number
of operating rooms per 100,000 people; we are
willing to put up with this number of beds; we
are willing to put up with a 10-week waiting
period for admission to the hospital”—once
those kinds.of things are defined, then I think
you can make these kinds of judgments. I sup-
pose it is where the priority is set. One would
be to set the amount of money one is willing
to spend as a society, and then say what we
can get for that amount of money. I think we
have done it quite the reverse, and have said
this is the kind of standard we are interested
in, or we think we are, or we have been told
we should be, and therefore it takes this kind
of money to produce it.

I am not arguing against being more efficient
or trying to rationalize the system, but I do
believe that one cannot divorce a standard of
performance and care from controls. This is
where I guess | would fight with a lot of what
I hear coming out of Washington. There is great
talk about controls, with an almost hilarious
absence of concern for standards, really.

MR. OWEN: May I comment on that, too. One
of the things with this bus situation and housing
that is different in the health care field is the /
if the people were paying through a third party
or somebody else responsible for paying that
bus fare, they would want a bus every five
minutes, not every 20 minutes. This is what is
happening in health care. The people them-
selves who are using health care aren’t really
paying out the dollars. They don’t see it.

I think this is one of our major problems,
because the people themselves aren’t involved.
Even in Harold’s plan it is not the people who
are saying what it is—it is the Secretary or some-
body else who is going to do the bidding, and
there is a different kind of market.

MR. HINDERER: Except, Jack, that if the Sec-
retary sets standards on here, which would be
considered after proper consultation—advisory
panels, and so on—of the standards and then
the hospitals bid on these standards, then if
people wanted higher standards they would have
to pay out their own dollars to get the higher
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standards, and they would make the decision
then whether they want to trade dollars for a
so-called increased quality. If they do, they
would have the right to do it.

MR. OWEN: But that is not what is going to
happen, Harola: They are going to say, “We
want those higher standards; and you, Mr. Sec-
retary, get them for us so we don’t have to pay
out the dollars,” just like you are saying now for
Blue Cross and the rest of them.

CHAIRMAN MAY: There is good precedent for
that.

MR. HINDERER: All right. Then if the public
pressure on the spokesmen of the public, the
elected representatives, is such that standards
are to be raised, we will bid on higher standards.

REMARK: I think these analogies are very dif-
ferent. At the risk of reiterating, I think one
of the things we have to think about, too, is
that the people who are sick are the ones who
are most concerned with what they are getting,
and what the standards are, and they are a very,
very small peicentage of the people who are
going to pay the bill.

The thingthat bothers me is that as it becomes
a political issue, the politicians will respond to
the point where the greatest public pressure is,
and the greatest public pressure will be fro
the well people who at the moment are not sick.
I think these are considerations that we have
got to keep in mind when we draw analogies
between the guys who are riding buses and guys
doing other things. This is an entirely different
ball game we are talking about.

MR. HINDERER: When we see (if the figures
are right) the number of people who are hos-
pitalized in a year’s time, and multiply this by
their immediate contacts, family and close
friends, we have a rather large cross segment
of the population.

REMARK: It is 2 transitory thing. It is a one-
occasion sort of thing. Once the illness is over
and is taken care of, it isn’t a constant day-to-day
problem.

MR. HINDERER: Well, the family man with
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a wife and four children and close relatives—I
would question whether it is just a very episodic
thing, or whether when we take this close circle
of friends it doesn’t become more periodié¢ than
episodie. :

REMARK: I think your implication is that there
should be more money if we want to impose
standards. In terms of gross national product,
every year we are spending much more. We
cannot deny the fact that the nation is spending
much more in terms of gross national product,
The problem seems to lie somewhere else—not
in providing more money but probably more
rationality and more coordination and more
planning, setting standards, expanding the pub-
lic sector. The answer may be perhaps that the
public sector should step in. In the European
countries and the developing countries the sys-
tem is getting to be just like that.

MR. HINDERER; In a completely state-con-
trolled area, who sets the standards?

REMARK: The society itself.

MR. HINDERER: The state sets the standards.
With a privately controlled system the state
would set minimum standards, and then com-
petition would work to raise those standards for
the same number of dollars.

When we take the urban areas where there
hasn’t been health care provided, I think we
have to ask, “Is this a fault of the hospital sys-
tem, or is this a fault of lack of financing?”
If there were financing to pay for the most
efficient care, let’s say, 1 find it hard to believe
that somebody would not move in to meet that
demand—to spread that need. I think the free
economy can do it. I think the voluntary system
can do it. If we see there is a need for health
care in the ghetto area, and we know it is going
to be financed within these limits, I think the
ingenuity of the system will find a way to provide
this care on an efficient basis.

REMARK: I want to propound a theory—that
the reason we provide health services in a non-
profit setting is because we want more than the
free market will generate. That is the basic
reason that we do it that way.

The thing that always worries me about trying
to bring it back to the free market—and this
has to do with this notion of efficiency—I have
anotion that, in general, efficiency is not a tangi-
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ble thing, Generally speaking, the hospitals that
cost the least are the poorest hospitals. The bet-
ter hospitals cost more,

I think any of us who have been in administra-
tion know how to get below that mean. There’s
no trick to it at all. Just cut the budget, that’s
all. Tt doesn’t take a lot of wisdom. So, you
have that problem /T will see my way through.”

The second problem is that if I get below that
budget and I earn the bonus, what am going
to do with the money?

CHAIRMAN MAY: The consultants will tell vou
that,

REMARK: Let me put it this way: In the
absence of some other provision, the only thing
I can do with it is spend it, and there is no
way to spend it without increasing the very cost
that the program was designed to contain. It
seems to me that somebody should pursue this
line.

MR. HINDERER: First of all, we say there are
objective standards. We also have the pressure
of the medical profession, and we also have the
pressures of the consuming public, which is a
rather intelligent public as a whole. It is ques-
tionable how much cutting of quality the con-
sumer would stand for, and especially how much
the doctor would stand for.

What do we do with this additional money?
One, we save it. We invest it. With a growing
population we are able to provide the new ser-
vices as they come, at a cost lower than it would

take if we went out and debt-financed these
facilities.,

QUESTION: What if you are not growing?
MR. HINDERER: If you are not growing? Then

I'think we will ind other areas in which to invest
the funds.

REMARK: Plow it back next year, reducing
your rate structure. I can tell Dick what to do
with it. 1t’s easy.

REMARK: Then you just generate more sur-
plus.

MR. HINDERER: Is that bad?

REMARK: Instead of being $2 below, you are
above,



REMARK: No; you are only $1 below, because
you dropped your rate,

REMARK: I was thinking of one of the new
standards of the Joint Commission, or at least
the use of a new term in the new standards
of the Joint Commission, “optimal achieve-
able.” A difference of opinion came to my atten-
tion last week. We were talking with some doc-
tors. “Optimal achieveable” to a doctor means
an entirely.different thing than it does to the
finance committee and Jack’s budget review.
As far as they can see professionally, if it is
achieveable it is something they should have,
and they have the capacity to arrive at it. The
financing is an entirely different thing. It is your
problem to find the meoney,

I remember when meals used to be almost
a standard perquisite for your employees. You
hired them and gave them meals as a part of
their pay. Everybody was unhappy, and they
complained constantly that the food was no
good. Meals on a pay-as-you-go basis gave the
people aright to pick what their optimal achieve-
able limit was as far as going through the dietary
market was concerned. Maybe a similar applica-
tion can be made in the health field.

MR. HINDERER: Let me make one more com-
ment. There would come a time when you would
stop being lower, because you would have only
the efficient operation left. You would get down
so that just about everybody was operating on
this mean, on this average—this weighted
average—so that then there would be no more
generation on there,

REMARK: But anybody can get lower than
that.

MR. HINDERER: You still have your quality
constraints.

REMARK: That’s the problem. The word “effi-
ciency” is an engineering term, and it means
the difference between what goes in and what
comes out. What we are talking about here is
quantity measurement of things. It doesn’t really
amount to much when you are talking about
efficiency. Some outfit generates 12 patient days
a year. The fact that all people were sleeping
in dirty sheets and eating cold food, and had
no nursing at night, isn’t reflected in that at
all. It doesn’t mean a thing until you put it in
some context of quality. Quality is like beauty:
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it’s in the eyes of the beholder. What is good
for you is bad for me.

It seems to me we have to be careful when
we talk about efficiency, when we are relating
an input which we can measure in terms of dol-
lars, and an output on which nobedy, in the
absence of some organized setting, would agree.
We don’t know what constitutes the output. We
will create an organization and it will just decide,
and they will say, “This is good enough.” So,
it seems to me the idea of efficiency is very
difficult to apply in a non-profit setting where
you are putting out social services.

REMARK: | want to know what Dick means
by “non-profit.” This bothers me. We talk about
non-profit. That is a legal term. If there are hos-
pitals that don’t have black fizures at the end
of the year, then something is wrong with their
setup. They should have a financial profit at
the end of the year, no matter what they do
with it.

Dick, you currently have it, and you are cur-
rently plowing it back into next year’s operation.

This non-profit thing is a lot of nonsense that
way.

REMARK: I will give you a nne-sentence defini-
tion. “Non-profit” is a form of economic organi-
zation that is designed to maximize service,
whereas “profit” is a form of organization that
is designed to maximize economic return. That
is the difference in two sentences.

QUESTION: | am somewhat worried, because
I am led to understand that some part of the
increases in health care costs are due to
technology which some people think are better
for the patient than not having it. How the hell
do we get the hospitals off of it?

MR. HINDERER: How do we get them off? In
Joel's introductory remarks this morning he

-mentioned what society wants, and that it will

be up to society to make the cost-benefit
analysis.

QUESTION: Do you think the first intensive
care unit would be put in if they are all out,
and who would have the guts to do it?

REMARK: Somebody who made a profit last
year.
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MRgr. HINDERER: I think very possibly someone
who did, and someone In an area where the
doctor convinced the patient that this was good,
or the doctors insisted on it.

REMARK: The first one was unproven at that
point.

MgR. HINDERER: The hospital may itself then
have tg_take a flier, and see.

REMARK: And charge his patients then a
specific charge, because obviously that couldn’t
be filled in the first year.

MR. HINDERER: Or if the institution, Marty,
is truly concerned about rendering this
increased service, and it has funds from prior
years. It will be the efficient ones that would
use the accumulated funds from prior years,
or it will be the hospital through its contribu-
tions, supplemental income, gift shop income,
parking lot income, rental income; this type of
thing, They will say, “All right. We have this
money. We want to try this. We think this is
good.” Therefore, if it fulfills the true non-profit
motivation, then it will be put in.

Many hospitals with these services—I can
remember very well one of the first recovery
rooms. It was in St. Joseph’s in St. Paul, one
of the first hospitals I worked in. This was put
in with a charge on it, but there was a tremen-
dous loss in there.

REMARK: But the loss was covered by the
other patients, '

MR. HINDERER: It was also covered by supple-
mental funds, Manrty.

REMARK: If you can visualize that in your
world, fine.

CHAIRMAN MaY: There is another aspect of
this whole thing that bothered me this morning.
It deals at two levels, first with the averaging
we have always had trouble with, vis-a-vis hospi-
tal comparisons over time, and what implica-
tions this has for who is bearing the risk.

Implicit in what you are proposing, Harold,
and explicitly avoided in what you are talking
about, Jack, is the principle that if each hospital
is going to stand on its own, somebody is going
to be bearing the deviations from the mean or
being out on the tail, or having an unusually good
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or unusually bad year. If the hospitals are going
to be averaged, then each hospital itself is going
to have to bear this risk.

If you happen to he average, with a group
of people that happen to do better than vou did
this year, you are going to be hurt. Conversely
also. I wonder if the net effect of transferring
this result to the hospitals is going to result in
lower or higher costs for providing health care.
I am going to build in a safety factor in my
budget. I am going to worry about the possibility
of falling 13.5 percent below what my patient
days were, and I wonder if in the long run this
might cause me to go up and up and up.

MER. HINDERER: If you build thisin and I don’t,
Joel, this is going to pull the average down more,
and you are going to be put in an unfavorable
competitive position.

CHAIRMAN MAY: It all depends on the out-

come, on whether you bet right and I bet wrong,
or vice versa.

MR. HINDERER: Absolutely no guestion about

it. I am going to take the risks of the market
place.

Mr. OWEN: Harold, I would like to pursue
something with you for a little bit. Let’s say
what you are saying is possible. I still think the
question is, What are we selling? Is it a day
of care? Is it a case? Is it a test? This to me
is the real issue of how you are going to be
paid, no matter whether it is bid or however
else it is done. The problem is that we really
haven’t defined what we are selling.

MR. HINDERER: Jack, for vears before social
security came along we sold care to Blue Cross
(and we still do in many places) on a day of
care. We know from our experience in the past
what a day of care is. We know what went into
that average day of care. We could do it on
a day-of-care basis. We could do it on a percase
basis. With a total HMO approach we could
do it on a per-person basis. We could do it
on an individual-unit basis. I think with Dave’s
suggestion of the skilled nursing homes, cer-
tainly we should be able to do it on a per-diem
basis.

MR. OWEN: Let’s go back to the proposal I
put up for the other hospital. Once we determine
that a hospital and its services are needed, why



don’t we just sell it on the basis of the total
expense of that institution? Why go through all
the paper work that is required back and forth—-
cost accounting, auditing, and all the rest? Once
we have approved that this hospital is to operate
on this particular basis with these kinds of ser-
vices, why even bother with days or services
or units? That’s it.

MRg. HINDERER: Two things, Jack. First, who
has determined that this hospital is needed? A
rather small segment of society.

Mg. OWEN: No. In my particular instance I

am saying the State of New Jersey has decided
it.

Mr. HINDERER: Is it the State of New Jersey?
How many people make up the State?

MR. OWEN: Eight million people.

MR. HINDERER: And they say that this hospi-
tal is needed? Again we come back to the point
that the market place would determine whether
or not a facility is needed, whether or not society
as a whole is willing to pay for this new hospital,
or whether society is going to say, “We will
sit with what we have, and put up with the incon-
venience, rather than part with the dollars.”

QUESTION: Society isn’t able too well in some
cases to judge what they want until after the
fact; and if they decide they would or would
not like to have the hospital, but at the time
they need it and the hospital is there, who is
making that decision? We are looking at reality,
not projections, here. You are making an
assumption or the “state” is saying you don’t

need the hospital there. What about the people
who need it?

MR. HINDERER: All right. If the people decide
that they need a facility—let’s say there can
be a public manifestation of this will. Let’s com-
pare this with where they are not completely
comparable but they are alike in many ways.
Who decides whether a new school is needed,
or whether we double-shift the students? The
people have their choice.

REMARK: Excuse me. You can double-shift
a student or you can increase a class size from

20-to 50, but you can’t put two people in one
bed.
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QuEsTION: Harold, how are you going to
equalize long-term debt commitments and lease
commitments, and things of this nature? One
hospital might be in debt for $20 million and

another hospital might have all of its debts paid
off.

MR. HINDERER: I think we will find that the
ones that would really significantly be hurt by
this are those that have had federal guarantees.
I doubt very much whether we will see those
who subjected themselves to the market place
in borrowing money, with a significant problem.
There may well have to be some kind of federal
assistance, since the feds insured this for these
who are already under what I consider some
very illogical and irrational financing schemes
in here. It probably has to be some kind of pro-
tection, and a waiver, if you will, of at least
part of the consequences of this extremely high

debt.

Mr. OWEN: I don’t see too much difference
in what [ have seen happening for a long time.
I will give you a specific example.

In our municipalities and counties they have
done it, maybe not as scientifically as you said,
with bids, and so on. They have just said, “We
will give you $30 a day and you provide the
care.” What happens to the other $35 or $40
that is needed? The patient doesn’t pay it. What
Is going to be different about this scheme, and
what we have got in these particular cares where
the government says they are going to give us
$20 a day for these kinds of services, “and if
you come under it, fine; if you go over it you
will have to collect from the patient.” I don’t
see what is different from what we have been
doing for a long time.

MR. HINDERER: Except that in this way the
hospitals themselves will have established the
acceptable rate, and that 50 percent of the
facilities available will be available to the public
at this rate.

QUESTION: You talked earlier about people
willing to put up with an inconvenience, and
then they really didn’t want a facility. Somebody
brought up a question about a needed facility,
and that was your answer. Suppose people didn’t
want to put up with the inconvenience, but also
did not have the wherewithal financially to cope
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with it financially—~in other words, start an

institution of their own. How does your system
deal with that?

MR. HINDERER: The kind of thing I would
see if that if we are tight for facilities, instead
of building the new 300-bed hospital, we would
find a way to add whatever the needed beds
were to an existing, established, efficiently oper-
ated institution.

QUESTION: That doesn’t answer the question.
Let’s hypothesize that there are 20 million
people in the country who have below $3,000
family income. These people, let’s say in West
Virginia, don’t have the wherewithal, whether
they need a hospital or not, and they are incon-
venienced by a lack of it. They don’t have the
wherewithall to do anything about it financially,
and they form too small a group to exert pressure
on the larger group of people who are not incon-
venienced by their not having a hospital. How
do you deal with that? This is what I am asking.
It is a social question, not a question of dollars.

MR. HINDERER: All right. We go back to the
assumption—the premise—that everyone will
have the ability to pay for the established levels
of care, whatever the quality criteria are—that
everyone has this ability. That all health care
will be financed, with a market, then, where
health care can be financed. There is the financ-
ing. 1 can visualize the efficient operator,
whether it be a chain or one institution not too
far away—I can visualize that operator saying,
“Here is a market that is available to me, and
I will go in and meet that demand, and I should
be able to do it on an efficient basis.” If there
is some reason why you can’t do it, for some
sociological reason, if it can’t be done on that
basis, then I think government would have to
make the decision whether it will assume its
social responsibility and perhaps pay the addi-
tional amount that is needed.

QUESTION: Harold, I wonder if I can go back
to some of your earlier comments. You were
talking about controls that you perceive in the
near future under H.R. 1. You talked about the
reasonably prudent and cost-conscious mana-
ger, and efficiency, and things like that. I am
wondering where medical education fits in those
controls in terms of the efficient and prudent
manager. Then I wonder if the rest of the panel
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would comment on negotiations under prospec-
tive rate reviews in terms of medical education
funds.

Mg. HINDERER: Two things: One, the medical
education program would no longer have to bear
any free service, because again we come back
to the assumption that financing is available for
all people.

QUESTION: I am not talking about your model.
I am talking about the actual controls you
foresee in H.R. 1. Are there any in there?

MR. HINDERER: No. I am sure if H.R. 1 went
through the way it was, medical education costs
would be considered at least for stipends and
that type of thing. I have no idea what would
be done as far as the free care is concerned.
I would assume that if H.R. 1 went through,
the teaching hospitals, under some definition
of what a teaching hospital is, would have to
be treated differently from the non-teaching hos-
pitals. Under my model I don’t think they would.
I think they would have to compete equally with
the non-teaching hospitals.

CHAIRMAN MAY: What happened in Con-
necticut presently?

MR. MAY: That was not a department we were
dealing with, so we didn’t consider medieal
education costs at all.

Mr. OWEN: In our State, education was
removed, as [ mentioned earlier. Education was
pulled out of the budget. However, we ran into
a problem this past year, because we found a
number of hospitals that felt they were going
to be affiliated with the New Jersey College of
Medicine and Dentistry as a starter, and we
began to get a lot of hospitals that were putting
a lot of full-time chiefs in for education reasons,
not for house coverage. A committee made up
of representatives primarily from the directors
of medical education, some trustees, and from
the New Jersey College of Medicine and Den-
tistry. There was a ceiling put on those hospitals
which they questioned as to how much educa-
tional costs they were putting into their budget.
They didn’t say they wouldn’t get it, because
again it goes back to the Commissioner of Health
of New Jersey who is responsible for approving
educational programs. If the Commissioner of



Health approves it, then it will go through. There
Is a question when il reaches a certain level
at this stage in the game.

MR. HiLL: In Rhode Island this question is
coming up, and very seriously. At the moment
I think we have been hiding behind the fact
that nobody can define what is an educational
component of cost anyway. The only really visi-
ble part is the number of house officers avail-
able. After that it gets pretty foggy.

We raise the banner of quality and texture
of care, and all that, and some of it we do with
tongue in cheek, and some of it honestly. I think
it is pretty clear, however, given precedents that
are being set in other parts of the country, such
as Cleveland, as I understand it, where Blue
Cross has pretty much delineated the salary
levels they will pay for house officers; and Mr.
Dennenberg has said he won’t pay for educa-
tional costs, or something of the sort.

We will have five hospitals associated with
a university. Given the kind of setup we now
have, it would seem to me that in the future
this medical planning programming bit will take
care of the educational component, in that the
affiliated hospitals and the university will have
to begin to plan ahead for the kind of programs
they feel necessary, and work these things
through with the planning council, Blue Cross
in the state, and so on, ahead of time, unless
somebody comes along and says that by fiat or
statute or whatnot these have to be cut out of
patient care costs and financed in some other
way, which is possible.

Mg. MAY: One of the problems I see with
Harold’s plan is that we will have come full cir-
cle. I think we would be dealing with the public
in about the same attitude as we dealt with
them before the advent of service bene fits, when
indemnity contracts existed and the patient paid
his own bill. In a hospitalin a single community,
or even in multiple hospitals, people paid differ-
ent amounts. They paid an indemnity, and the
patient picked up the difference. What I think
will happen is that there is no reason why that
cycle will not continue. There will be a public
demand again for service benefits and for that
additional amount to be covered. Just as insur-
ance companies today pay different charges to
different hospitals, they may have to pay differ-
ent surcharges to different hospitals; and there
is no equity in that kind of system.
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MR. HINDERER: Remember, under this you
would always have 50 percent and maybe more
of the facilities available without surcharge.

MR. MAY: What is to prevent the public, who
happen to be patients in the other 50 percent
of the hospitals, from demanding insurance
coverage for that surcharge?

MR. HINDERER: First of all, I don’t know
whether the insurance industry would consider
this an underwriteable risk, because it would
be purely selective. Anybody who bought this
kind of insurance would be buying it because
he wants to go to a hospital that has proven
to be higher. So, it is absolutely selective, and
I question whether the insurance industry would
write it.

The second part: If indeed the insurance
indusiry would write it, then I think it would
have to come by statute or by law—that insur-
ance could not be written for less than a $500
deductible, or something like that, on the
surcharges.

MR. MaY: Don’t you think the public would
demand that kind of coverage?

MR. HINDERER: If the public demanded that
kind of coverage, then the whole thing upon
which mine is based, which is H.R. 1, would
be out the window. If Congress would change
on this, fine; then my thing doesn’t hold water
as a control mechanjsm.

MRg. HiLL: What has happened in Philadelphia
with Mr. Dennenberg’s shopping list? Does any-
body know? Have the low-cost hospitals been
swamped with business?

MR. OWEN: Since South Jersey was also listed
in his group of hospitals, we have not seen any-
thing at all happen. Most of the people couldn’t
care less, because Blue Cross is paying for it.
When we looked at the Pennsylvania hospitals
and a couple of the medical schools in Pennsyl-
vania, it seemed they would have had a rush
of people going through there because there was
twice as much cost there as there was in a little

rural hospital in South Jersey. But that didn’t
occur, either.

REMARK: I still think the main point to be
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debated in Harold’s argument is this: In the hos-
pital system in this country we want to structure
it so that economic decision is made in response
to financial incentive. That is a different thing
than saying you can make economic decisions
in response to financial help. That is to say,
you don’t spend money if you can help it, unless
you get it back from some place else.

It seems to me the basic theory that underlies
this whole business of incentives goes all the
way.back three or four years. I think people
need to debate and think about it. We have more
or less deliberately created a whole structure
of health services, so organized that it need not
do that, That is to say, it creates the ability
and the incentive to make decisions on the basis
of what seems sensible, in the context that you
get what you spend for, recognizing that you
can’t measure what you get.

It is a profound decision to now say we don’t
want to do that any more—that we want to hold
a dollar bill out here, and if you can get the
costs down you can have the dollar bill. I am
not so sure myself that that is the kind of system
I want. That is the point I was raising.

QUEsSTION: Can I manipulate the demand
under your system?

CHAIRMAN MAyY: To the extent you are doing
it now, of course you can.

REMARK: No. Just look at the statistics in
hospitals. The average admissions in Kaiser hos-
pitals are 20 percent obstetrical. That is really
because of the benefit system or the benefit
structure they put together. They also stay 2.2
days. I feel that in the really highly competitive
community you are talking about, it wouldn’t
take me very long to figure out that I would
want all general practitioners 60 years and older,
and I wouldn’t let any bright young internists
on the staff, because they write all the orders.

MRg. HINDERER: Let’s look at this, Frank: How
many of the costs that I have are actually deter-
minable or influenced by the doctor himself?
Let’s take a laboratory. There is a certain
amount of routine lab work that must be done.
This we should be able to identify, and I would
bid the same as you would bid on routine care,
lab work, and what else might be in there. I
would even go so far as to say perhaps routine
drugs (whatever routine drugs are), of course
with certain exceptions.
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Now, the doctor himself, if these standards
are established, is not going to have very much
of an influence on how many conventions I send
my people to, or on how much my nursing ser-
vice cost is. He might insist on more nurses.
It may end up by perhaps my having to pay
more and having to charge more.

REMARK: My appendectomies stay eight days,
and yours stay four. Idon’t need as many nurses.

MR. HINDERER: All right. What is the average
length of stay for an appendectomy? This is what
would be spelled out. T would not be hurt if
mine stayed eight days, if the average, let’s say,
is six days. I will get paid for my six days and
my bid price, and for the extra two days I would
recover only my marginal costs.

REMARK: The assumption in your whole thesis
is that we have a highly skilled, well-paid staff
somewhere in the governmental structure that
is capable of handling this, I just have to dismiss
that with a wave of the hand. This is exactly
the problem in New Jersey. If the New Jersey
hospitals were not paying themselves for the
review system, much as we get mad at Jack
for it, if we were not paying for it ourselves,
I shudder to think of the kinds of people who
would be making the kinds of arbitrary decisions
you are talking about,

MR. HINDERER: Again we come back to two
points. One, H.R. 1 directs the Department of
Health, Education and Welfare to establish
these standards. Two, is there any reason why

the standards could not be established by
medicine itself?

QUESTION: With the disincentives for provid-
ing the costly specialty services under prospec-
tive reimbursement, where does the protection
come from for monopolistic exploitation of spe-
cialty services on the one hand, and the propri-
etary bread-and-butter medicine on the other
hand? Where does the protection come from?
There is little incentive to sustain and develop

the costly specialty services under prospective
reimbursement.

MR. HiLL: Not necessarily. It depends on the
kind of system one has. I think what you are
getting at is this: If in a prospective reimburse-
ment system (and I think Jack alluded to this
earlier), this is where the averaging and the



grouping problem tends to come, or when ceil-
ings or something like that are clamped onto
it. If, on the other hand, the prospective kind
of development is a one-to-one bargaining situa-
tion, then there is no such impediment on
specialized services or educational costs, or any-
thing of the sort.

Or, even if you have an area-wide approach
to this, and you decide that in some fashion
or other within the area these kinds of services
have to be offered, and then judgments are made
how best they are offered within that kind of
area, you still can get to it. So, I don’t think
prospective, in itself, would impede or inhibit
specialized services.

QUEsTION: .Wouldn’t you want to back out
first when you start getting in trouble, and back
out of your high-cost specialty services?

MR. HiLL: If you get in trouble, perhaps.
REMARK: That is the first thing to go.

MR. HINDERER: The way I look at it, your
high-cost specialty services would be separate,
biddable items. This would be taken again the
same as everything else. Let’s say the hospital
bids on type A operations. Maybe some open
heart surgeries. Okay; they will bid on these.
But they are also going to be bidding on your
routine appendectomy-cholecystectomy type of
procedures, the routine type of medical patient
too, and if they want to get those costs they
will not be influenced by the cost of your open
heart surgery because they will not he appor-
tioned to these. The costs for routine care, if
I may use the term, will be determined and will
be on a bid price of their own.

Somebody has this type A kind of operation,
and he bids on this. If somebody else wants
to bid on it, and they come in with the same
price, it really doesn’t make any difference. We
say we have duplication of service. If one place
bids, let’s say, $100 (whatever that means), and
somebody else comes in and says, “I am going
to start up this service too, and I will bid $100
on it,”” that is what we are going to look at,
and how is society hurt if we have two people
rendering a high-class service, but each of them
rendering it at the same cost, the same bid price,
that this other fellow would be rendering it at.

REMARK: In deciding the quality of services
to health care, we know that in Philadelphia
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Blue Cross if the physician feels the patient
should stay in the hospital at his own discretion,
and the physician disputes that, Blue Cross dis-
putes that, then the physician has to pay for
it. In that case also the courts have decided
that it is the right of the mentally retarded
patients to have the same quality of health care
even if they can’t fight for it. The courts have
played a very active role in insisting upon the
standards and quality of services to be provided.

CHAIRMAN MAY: Let me take a step back
at this point, and ask a question that I think
is really relevant to all four of the things we
heard this morning.

All of the literature that I know of in the field
of regulation of any particular industry always
comes back to the point that the regulatory bedy
gets taken over by the people who are being
regulated, and the whole process becomes viti-
ated as a result. The conclusion is that you
can’t really effectively regulate yourself.

We are starting in the health field with that
process. All of the schemes we heard about are
essentially internally generated, internally coor-
dinated, internally administered. Can you really
expect to get effective controls from society’s
point of view as long as we go this way?

MR. OWEN: My comment on that would be
yes, because I really believe that if the govern-
ment (in our case the State) has the final say
on certificate of need, on quality of care, on
great determination, that is where the public
has its input. They are elected. In a democracy
that is the true way to get your final input into
the system.

Up to the point where that final decision is
made, you might say it is private government,
and 1 see nothing wrong with that. It can be
questioned, and people can take a look at it;
but I think as long as the final decision is made
within the state from an appointed official or
elected governor, that is the input. If the public
is not happy with that, they should throw the
rascals out and get somebody else in.

CHAIRMAN MAY: But the counter evidence
is the ECC and ICC, both of which operate the

same way, and both of which are ineffective
from the point of view of outcome.

MR. HiLL: Let me put out a couple of prem-
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ises. One would be that I think experience
has shown in pragmatic fashion that even when
a legislative body, totally divorced from what-
ever enterprise it is, is forced to regulate or
comment on that activity, they are forced almost
to turn to those people knowledgeable about that
activity to make an intelligent comment. So, I
don’t know who you would get to regulate a
health enteiprise other than people who have
some knowledge about health. That is one
premise.

The other premise is—and I may be drawing
an oversimplified analogy here, going back to
some of my dimmer days in the past when I
used to perform as a musician. We liked to per-
form primarily for other musicians. I really
didn’t give a damn what the guy out on the dance
floor or at the bar thought I sounded like; as
long as the other musicians felt I sounded good,
I was happy. I would perform harder and try
to do better so that I would be looked upon
favorably in the eyes of my colleagues than some

third party in whose knowledge I had no confi-
dence.

CHAIRMAN MAY: Those are precisely the
arguments the railroads used when they took
over the ICC; the same two.

MR. HINDERER: If I am the guy who is out
there, Larry, and if I don’t like your musie, how
much are the other musicians going to pay to
hear you?

MR. HiLL: No question about it, I had to com-
promise,

QUESTION: I would like to ask Mr. Owen what
it is going to take the State of New Jersey to
allow you to continue your rate review mecha-
nism after 1974. In 1971 you reduced the re-
quests by 2 percent, and in 1972 by 4 percent.
What do you think it is going to take to reduce
that to satisfy the government now? You can al-
ways come in with higher requests, I am sure,

and possibly reduce them by 10 percent if you
will.

QUESTION: When is the next election?

MRg. OWEN: I really don’t think the reduction
is necessary as to whether we keep it or not,
that is, the amount of the reduction, or 2 or
4 percent. One thing you have to take into con-
sideration is that in addition to that which was
cut, the budgets were cut by the hospitals them-
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selves before they came in, which had an effect
that adds up considerably.

The question we are faced with in the Depart-
ment of Health is, is the budget review system
we are using, the data we are using, accurate?
What kinds of formulas? They would like to see
a formula, some mathematical formula, rather
than a subjective look at the hospitals. That is
our problem,

Let’s take a hospital that comes in. What hap-
pened to the one I put on the board? It happened
to be in a densely populated ghetto area. They
had a tremendous increase in security costs,
for one thing, which they didn’t have before.
Is that a legitimate expense for a community
hospital? It wouldn’t come out in the computer,
or it wouldn’t come out in any kind of formula,
but it was a fact of life that if you wanted to
go to your car at night and not be mugged you
had to have guards and dogs and fences around
you. Those are the kinds of things we are having
a problem with with the Department of Health,
that doesn’t want to recognize that kind of sub-
jective approach.

I notice there is a question on the board about
it. We have an industrial engineering program
we are starting. We are hoping that that will
be of some value, and maybe our hospital
administrators can comment on it. We have
what we call a power package, which is to look
at productivity and audit review, in which in
six weeks’ time we can take a look at all of
the departments in the hospital and come up
with some idea of their productivity. We are
hoping that the hospitals will be able to use
that—if their productivity is good, that is. If
it is good, it is going to be hard to refute that
in a budget review session.

Remember, we have institutions dating from
1898 up to 1971, and there are all phases of
maintenance and all the other problems and
inefficiencies that go with them. This is why we
are so concerned in keeping each hospital.
Then, when you have an individual hospital and
start looking at its record, you ask why they
added fifteen people in the lab from last year.
What happened? This is the kind of thing they
have to explain when they come in. Qur problem
is not cutting the hospital costs as much as it

is getting credibility from the Department of
Health.

QUESTION: In connection with the point about
franchising, T am curious as to whether or not
you think, Mr. Hill, the prospective rate review



committees will take on the role of public regula-
tory commissions.

MR. HiLL: T think the assumption is yes, and
I think this has had legislative approval in a
tacit sense rather than in an overt sense. In
my judgment it comes back again to what Joel
has said. Whenever a group is faced with con-
trolling something as complicated and as
emotion-laden as medical care, they frankly get
kind of frightened with it. It was interesting that
one bill I mentioned, that would have given the
Insurance Commissioner the right to set rates
unilaterally—at the hearings in front of the legis-
lative committees he was up there testifying
against it, in the greatest emotional manner you
could imagine. The idea of having to do that
terrified me.

Therefore, it seems to me that as people look
around, they feel that this kind of process, this
business of forcing people to think ahead, to
plan ahead, to compete with each other in a
sense for a limited amount of resources in the
total medical care community, is probably as
effective a mechanism as there is now known
for the public to use in the way of regulating
costs.

I am sure if you walked out on the street and
asked the public, they wouldn’t know what you
were talking about; but if you talked to the legis-
lators on the Hill, this is the kind of response
you would tend to get, with the statement that
I think Jack is alluding to also: “We will give
it a try, and boy! if something doesn’t happen
then we’ll think of something new.” 1 am not
sure that is responsive to your question, sir.

QUESTION: | have a question for those doing
prospective budgeting. With the footwork being
done as of April 18, the announcement that we
will have to provide charity, T wonder how you
are going to finance this in your prospective bud-

geting to convince somebody they will have to
conclude that,

_ QUESTION: Somebody will have to pay for it.
So, my question is, who pays for it? You have
Blue Cross in Rhode Island, Connecticut, New
Jersey. Are they going to reimburse for jt?

MR. OWEN: No, they don’t in New Jersey.
. MR. MAY: In Connecticut they do. They

already pay for a share of bad debts and free
care.
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MR. HiLL: In Rhode Island, Blue Cross has
built into the agreement something called
responsibility factor. I have a feeling 5 percent
may have hit them squarely between the eyes,
too.

CHAIRMAN MAY: I was handed a question that
I want to read, and I think it is really a question
as much for those of you in the audience as
it is for the people on the platform.

“Given the emphasis of government on pre-
paid practice, how could a private or voluntary
hospital adjust its charge structure or its cost
reimbursement structure to assume survival as
a freestanding medical facility in a group prepaid
world?”’

That is an interesting question. If we go the
HMO route, for example, what does it mean
to your scheme, Harold?

MR. HINDERER: This brings us to the ultimate.
It brings us to what Paul was saying, where
we come to the ultimate product. The ultimate
product is total health care for an individual,

I personally do not see where the HMO, fitting
in the way I am talking about, whould do any-
thing but make it thoroughly complete. I think
the hospital aspect of this would have to run
efficiently. I see with the capitation type pay-
ment there are so many dollars available. The
doctors have so many beds available to them.
They have so many people in their HMO, and
they are limited in the number of people that
they can have in their HMO by the availability
of beds.

As the doctors learn to shift the emphasis
from bed care to outpatient care, it frees up
beds for them so that they can then take on
more subscribers in their HMO. The hospital
Is going to have to be paid. It is pretty easy
if we say there is capitation. The hospital is
part of an HMO. We have no difficulty projecting
our costs. I just don’t see a problem, Joel. There
is no difficulty projecting our costs. If we run
it too inefficiently, or if we don’t run it efficiently,
we are going to have great pressure from our
doctors. The doctors are the ones who are going
to have to bid to the Secretary or to whomever
the great white father is, who is going to do
this. We will take care of a total segment of
population for this much Per year per person.

CHAIRMAN MAY: What about the hospitals?
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That is the question. Are you going to book eight
admissions per 1,000 people and bid on that?
How are you going to bid on a per person basis
from a hospital point of view?

MR. HINDERER: We are not. Our dealings
would be purely with the doctors, that we will
render service to them on this cost.

CHAIRMAN MAY: Jack, you wanted to say a
little more about the administrative structure
of New Jersey.

MR. OWEN: Yes. So that you completely
understand the situation in New Jersey and the
cost control or planning bill that we have, which
is a very stringent and strict control bill, the
final decision making does not rest with the
Commissioner of Health. I don’t know whether
this came out or not, and I don’t think I men-
tioned it this morning.

Under our law we have a Health Care
Administration Board. This Board is responsible
for the law, which includes all the stuff we have
been talking about—certificates of need, the
budget, and all the rest. This Board has thirteen
members, two of whom will be the Commis-
sioner of Insurance and the Commissioner of
Health. The other eleven are appointed by the
Governor with the advice and consent of the
Senate. Of the eleven members, nine are hospi-
tal trustees.

So, bad as our bill may seem, and stringent,
it really doesn’t make a czar out of the Commis-
sioner of Health. We do have a very knowledge-
able Board, and one which the hospitals can
work with. I think this is most important. If
this bill were in the hands of one individual sub-
ject to the whims of politicians and the party,
I think we would be in pretty sad shape.

We have one other bill that has been
introduced this year, which will add one more
thing to our program, and that is a Hospital
Bonding Authority. The bill that came in stated
that the Bending Authority would be separate
from our Health Care Administration Board. 1
think yesterday we were successful in amending
this bill, which would make our Health Care
Administration Board the Bonding Authority as
well as the controlling authority.

There is a very important aspect of this,
because this bill would make this body a cor-
porate political organization, and in so doing
would allow them to hire staff, and would not
be subject to the problems of civil service. So,
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we might see something happening in our State
that would give our Health Care Administration
Board a lot more strength but at the same time
the ability to hire competent people, which is
one of the problems brought out here earlier,
that of bureaucracies.

QUESTION: One thing has bothered me about
the discussion today, and I suppose it is the
same thing that bothers me in discussions about
controls in general. It seems that our discussion
makes the basic assumption-—and the govern-
ment makes the assumption—that the health
care industry is poorly managed, inefficient, and
costs too much. It seems that the health industry
is accepting this and is beginning to design con-
trols.

I wonder whether the panel thinks these
assumptions are valid. If they are not valid, then
why do we not spend our time saying so, and
trying to influence them to see our position?

MR. OWEN: I will start commenting on that.
I don’t feel health care is inefficient, or even
that the costs are too much; but I think with
the public dollars that are going into health care,
you just can’t get out of the political arena. I
think you are foolish to think we can take public
dollars and then sit back and say we are going
to run like a local gas station. It isn’t going to
happen. This is what legislators run on—that
is, what happens to the consumer dollar.

As far as I am concerned, 1 don’t think it
is a question of whether you are efficient or not.
You can be the most inefficient hospital and
have the lowest cost. I don’t think that will keep
you out of this public accountability factor that
is there when you are using public dollars. It
is a fact of life.

MR. HiLL: I would add that I think one has
to take a kind of historical look at this. I think
it is not untrue to say that from the end of World
War II perhaps through the 1950s, the hospitals
were riding pretty high, wide and handsome.
Everybody had building programs going. Hill-
Burton funds were flowing. Bigger and better
everything was the word. Costs were going up.
Blue Cross rates of sales were going sky high.
The private insurance industry was selling insur-
ance like mad, and everything was sort of fun
and games.

All of a sudden, then, I think many others
in the health field (and schools of public health
have turned them out for 30 years) were taught



to believe that they were out and hospitals were
in, and therefore to many of these people who
inhabit most of our public health service, for
example, and who get to congressmen, hospitals
have become a four-letter word.

Linvite anybody to go to either state or federal
legislators, and you will find that hospitals are
four-letter words along with physicians to a large
degree. Therefore we have been landed on now
as the great villains in the whole piece of delivery
of health care. We have been assigned huge
responsibilities and then are told we are spend-
ing too much money. Others are coming to Con-
gress and saying we are not living up to our
responsibilities, that we are aloof, that we are
disinterested. Others are saying the quality of
care is terrible. This too will end. Somebody
else is going to be a villain pretty soon at some
time or other.

In the meantime, I think what we are all grop-
ing for is to come back to what Jack said—that
somebody will have to demonstrate (and it js
probably the legislative group primarily) that
after all we are not all that unconcerned, not
allthatirresponsible, not all that inefficient. And
if you don’t believe me, here is that kind of
mechanism of review and analysis that will
demonstrate that. Nobody knows how to design
that, really.

REMARK: I worry about where we will go down
the long road on this. I am sorry Stan Martin
isn’t here, because I think some of the Canadian
experience would be helpful at this point,

As far as British Columbia is concerned, |
watched them in the middle 1950s decide to
putrate controls on hospitals by the government.
I now see them in a completely governmental
operation of all hospitals across all of the prov-
inces. They took it in slow stages. They are
doing roughly what we are talking about at the
present time. This didn’t satisfy government,
and government didn’t really feel they could con-
trol as long as they were responsible for the
expenditures. They said, “Let’s operate and
really control these hospitals.” I think we are
really taking steps along the road. I can’t see
it any other way,

This has problems. Let me tell you one story
from British Columbia that happened within the
last month. They decided in Vancouver and for
the province that the most effective way to tackle
open heart surgery was to have one hospital do
it. We had one hospital that was all set up for
this. They developed a long waiting list. One
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of the men down on the list, who had a wife
who was politically pretty well known—the doe-
tors certified that this man would have to wait
his turn on the list for about five months before
he could be operated on. He was told he would
die within two months. This got into the news-
papers. The government paid this man and his
wife to go to Montreal, have the surgery done
in Montreal, and then paid for her hotel room
while they were there. The man recovered, If
you don’t think the other seventy or eighty
people on that waiting list weren’t mad, and
if you don’t think this has created some major
problems, you're wrong.

I think this is the way we are moving, and
we might as well admit it. I am not sure in my
own mind that the steps we are taking at this

point are the right ones. That is what is bothering
me,

CHAIRMAN MAY: That is bothering me a bit
too, in the sense that when you talk about con-
trols you have to know before you start control-
ling anything what it is you want to control, and
why, and how you want the world to be different
as a result of the control being imposed. I don’t
think we know that. That is one of the problems
we have been having with the output discussion
we have had two or three times during the day.

I think we spent a lot of time today talking
about the mechanism for control, and the details
of it, and how it is going to work, and we really
don’t know what the outcome is going to be,
If we take Harold’s idea and build up a world
in which it exists, are the tota] costs of hospital
care going to be lower for the same number
of people? Are there going to be fewer people
taken care of at the same cost, and thus the
total bill be smaller? Will more people be taken
care of at a lower cost? I don’t think that is
at all obvious, nor is it obvious which we want
to have happen. There is a prior step which

we have sort of walked around instead of barging
through,

QUEsTION: A corollary to that is that we had
more or less freedom jn the past to come to
our own decisions, and I think Mr. Hill's point
was that that freedom has evaporated. Whether
we like it or not, we were nationalized on July
1, 1966. Call it any name you want, but as Jim
has said, we are going to get there.

I would like to leave that, and I would like
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to throw a question at the panel because there
may have been some reference this morning that
I missed.

Essentially I have heard the comment that
we are doing it with the government, and that
we are doing it with Blue Cross, and so on.
I haven't heard any discussion to amount to any-
thing about getting prospective rating for the
commercial insurance industry, for Medicaid
and Medicare, and getting all of the third-party
payors paying on the basis of prospective rating.

Really, what Harold has said is that everybody
has got to do it; but the rest of us have kind of
looked at Harold’s example and have been sort
of traumatized with the idea of making change
and adjusting to his pattern, and we haven’t
looked at bringing the third-party payors into
this total prospective mechanism. I would like
the panel to corament.

CHAIRMAN MAY: Is there any activity in New
Jersey?

MR. OWEN: In New Jersey all governmental
is covered except Medicare plus Blue Cross.
No commercial. That is one of the things we
would like to see happen eventually. There is
a suit right now with twenty-two hospitals. The
papers were served on Wednesday of this past
week. Again, the question we were concerned
about was that unless we got the local govern-
ment to pay, the make-up—because Blue Cross
doesn’t pay for loss on indigents, nor does Medi-
care, nor does Medicaid, which is the biggest
group—so we have to get a price that is some-
thing more than just the accounting costs in this
rate established by eventually the Health Care
Administration Board.

QUESTION: Do you think you really have a
chance to get the commercials in ultimately,
and get HEW in finally?

MR. OWEN: I don’t know about HEW, but
I think the time is coming when we can’t have
the discrimination we have with the commer-
cials. We have a big discrimination in New
Jersey.

MR. HiLL: I told you we have only 3 percent
commercial coverage, so we are not concerned
about it. As I would sense it, the key to getting
the commercials in, or self-pay, or whatever,
is to stop talking about costs versus charges
and talk about a price for care; and if you then
negotiate a price with a buyer, what you tend
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to do is charge everybody else the same price.
I would dearly love to see Medicare, Medicaid,
Blue Cross, Red Cross, Green Cross, Travelers,
and everybody else, charge a price. Then I think
they are in it, willy-nilly.

REMARK: Coming back to Jim’s question, if
we can’t get the commercials in, and if we don’t
get HEW in, then we have only a temporary
situation, and HEW is going to whistle the tune,
and we are going to jump to it, or somebody
else is going to whistle the tune, however it is
set up. We are really in a transitory stage.

REMARK: Are you including in these negotia-
tions some way to get innovative new services
introduced, not necessarily six months before
somebody thinks about them but three months
after they think about them, and these develop?
This is a major problem also from my point of
view, because I think the way we develop in this
country is that we develop by the introduction of
new services and new technigues.

We have probably forty lab tests that are being
developed at NIH that are not in use in our
hospitals at this point, and yet the minute these
become standardized we ought to be able to
utilize them. That, you can’t wait eight months
on.

MR. DaviD JounsonN: I would like to pursue
a little bit the subject we have been talking about
in this corner, about where we are leading our-
selves. I hear Jim talk to that subject, and I
hear the various panel members saying this is
the program they have evolved in this area. We
in Indiana have talked about great reimburse-
ment for a long, long time, and we get hung
up on it as we talk with HEW and give up the
thought.

I wonder if at some point in time we are going
to be making it more difficult for ourselves, even
if government would do it to us. We have been
so sophisticated in tieing our own throat and
nailing it to the wall that even we ourselves are
having a tough time learning to untie ourselves.

I wonder about the propriety of public judg-
ment, public policy on the one hand, in contrast
to at what point we ourselves make the world’s
finest or worst jails that we are going to eventu-
ally live in. I kind of feel badly, like being part
of the contractor who is building it. It makes
me wonder if the standards are really appro-
priate as we went about it, and who wrote the
specifications, and do I really want to live there
when we are done.



CHAIRMAN MAY: I think the question a few
minutes ago indicates there is indeed a felt need
for some sort of control of what is going on—
some sort of rationality. I was working fairly
closely with area-wide planners when the princi-
ples of financial reimbursement were before us,
and I never saw & group run faster than they
did from the proposal that they indeed hold the
funded depreciation and allocate it. There was
a vacuum. Nobody wanted to do it, and we,
the industry, are moving in. I don’t think we
have any choice.

REMARK: I think Jack used the right word
when he talked about credibility. I think what
we are into is an organizational problem that
runs like this: How do you create a decision-
making structure that makes somebody
accountable for both the economic and the ser-
vice consequences of the decision? What has
happened with third-party payment is that the
local institution had one leg but didn’t have the
other. They were accountable for the service
side but not for the financial side.

It seems to me what we are struggling toward
is to try to bring the financial side and the service
side back into closer proximity to each other
so that whoever makes decisions that affect one
has to take the rap for the consequences on
the other side as well. I think we tend to go
to extremes.

As Harley said, for a while it was more, and
suddenly it turned out to be less than what every-
body wants. Well, either one of those is not
totally right, I think. There is still room for novel
suggestion-and ingenious thinking. Are there
other ways to structure this decision-making
process other than just sort of a thoughtless
trend toward continuing centralization? I guess
that takes brain power.

REMARK: We have sat here all afternoon and
pulled Harold’s thesis apart. We are a bunch
of reactionaries. He ought to have a chance to
experiment with it and do it. We talked over
here about obstetrics in 2.4 days. I can
remember when obstetrics was ten days, and
anybody who discharged a patient within ten
days had holes in his head. It was innovative
or something. We will have innovation because

there are souls in this world who won’t do with-
out it.

REMARK: One essential thing that is missing
from this panel, I think, is the input from the
medical group and the medical society. I think
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we are talking about total health care, and we
have a certain package and they have a package,
and if you don’t put those two packages together

you are not going to get what I think the people
in the United States want,

REMARK: Joel, I think it is clearer than you
implied where the controls are directed. I don’t
think they are just necessarily directed to the
efficiency that may be caused in the individual
hospital. They are directed toward trying to
rationalize the system and the control of
resources. Getting rid of the duplication. Let’s
not have such-and-such beds.

CHAIRMAN MAY: I think that is reasonable.
We have had a very interesting afternoon and
a full one, and I thank you all for your participa-
tion. I can’t adjourn the meeting for the after-
noon without mentioning one thing,

In the context of considering the effect of pro-
spective budgeting on individual hospital opera-
tion, there are questions I thought I would want
to ask if I were a hospital administrator and
somebody was whispering “prospective budget-
ing” around the corner of my institution. This
is a checklist that I would use as an adminis-
trator to deal with the establishment or develop-

ment of a prospective budgeting scheme in the
state.

. Geographic area served.
- Number and type of hospitals involved.
- Stated purpose of the program.
- Administrative agency responsible.
. Review of advisory committee:
a) Who?
b How appointed?
¢) Authority?
6. Annual budget of administrative agency.
a) Source of funds.
7. Detail of procedures used:
2) Forms.
b) Time frames.
¢} How are allowable increases calculated?
d) How are hospitals grouped?
e} What expenses are included?
f) Procedures for approving new construction.
&) Procedures for services and/or programs,
1) Appeals.
8. Current sophistication of hospital in cost accounting,
9. Accuracy and value of comparative costs.
10. Role (if any) of management engineering.
11. Are hospitals assisted by field personnel?

LY Q0 B

CHAIRMAN MAY: This is not a complete list by
any means, but it seems to me useful. The
meeting stands adjourned until dinner.
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Who Shall Judge the Feast
MARTIN DREBIN

CHAIRMAN MAY: T want to take a minute to
introduee to you somebody you already know,
who in terms of thijs relationships to me, to the
University and to the program has changed a
great dealin the last few weeks. Odin Anderson,
who was our Director of Research and who used
to be a colleague of mine, as of April 1 was
appointed Director of the Center for Health
Administration Studies, and as a result he
becomes my boss.

Those of us in the Center when Bob Daniels
left had quite a lot of worry about what was
going to happen. Faculty, budget and all the
restare very important, The Search Committee,
which the Dean of the Business School chaired,
and which consisted of a group of informed and
thoughtful people on the campus, loocked hard,
long and wide, and, I guess in a way that many
hospitals do when they have engaged an execu-
tive search firm and then end up promoting an
associate, they found indeed the grass is greener
in their own back yard than any place else. We
are very pleased to have Odin as our Director.

The speaker tonight is Martin Drebin. I re-
ferred to him earlier today as being good and
short, I think he will be short and good.

I have heard Martin speak a couple of times
at various meetings, and I have found him enter-
taining and informative.

Just to add a little tone to the evening, when
we talked about a title for this evening's presen-
tation Martin suggested a quote from Aristotle,
and I am anxious to see just how this group
copes with Aristotle. Martin Drebin, “Who Shall
Judge the Feast.”

MR. MARTIN DREBIN: I really wasn’t kidding
Joel this afternoon. I really am sort of tired of
hearing what I was going to say. It was sort
of interesting and I didn’t find anything to dis-
agree with strongly. We have some obligation
to occupy some short amount of time; but, rather
than make any kind of formal presentation, I
would like to continue some of the diseussion
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we had this afternoon because I think it is terri-
bly important. As a matter of fact, I am perfectly
willing and anxious to make this a discussion,
Please don’t hesitate to speak out whenever you
feel that something is worth further discussion.
Don’t bother raising your hands to be recog-
nized; just speak right up. I have a microphone,
which I guess gives me certain powers that you
don’t possess; but don’t hesitate to try to out-
shout me. If you don’t, I will be hypnotized by
my own voice and not even notice you raising
your hands.

The Aristotle quote is one which I find very
applicable to what I consider to be the biggest
problem of all. Its size is evident by the fact
that you spent most of the day talking about
it. Aristotle asked basically, “Will the guest
judge better of the feast than the cook?” This
was after a long series of examples which
included: “Is the pilot a better judge of the rud-
der than the carpenter?” Or, “Is the owner a
better judge of the house than the builder?”
Pick any one you want, the message is always
the same.

I find fantastic pressures in the health care
experiments, legislation and discussions of
today for all kinds of people to get deeply
involved in deciding what the health care system
will be, because they consider themselves very
good guests at the meal, and hence well equipped
to decide what constitutes a good meal, a
good rudder, a good house, or a good whatever
Aristotle in his homely way might have brought
up. We have to recognize, however, that Aristot-
le restricted his questions to certain arts whose
products are recognized by everybody, without
the need for any special training,

I am really an outsider, and my orientation
in health care is more that of a consumer, [
visit hospitals most often on my regular trips
to the local hospital with one or the other of
the participants in the Drebin Prepaid Health
Plan (prepaid by my salary check) which
guarantees payment if the hospital ever gets
around to billing me. It has been 4 weeks since



I made my last trip to the hospital; an unin-
sured quick visit to the emergency room for an
x-ray of a small hand. The $20 emergency room
charge and the $6.95 for the x-ray have yet to
be billed. I notice that the radiologist that
billed me has been paid already. He of course
wasn’t within 200 miles of the hospital.

We are used to the routine by now. The resi-
dent says, “Off you go”, and the kids know the
way to x-ray. They come back, the resident Jooks
at the picture and says, “Put a cast or splint on
it and get out of here.” Somehow the radiologist
finds it quite possible to bill me the following
Thursday for his $5. The hospital finds it impos-
sible to bill me for the $26.95 I owe them. I am
unwilling to call anybody. My curiosity says,
“How long will it take?”

It seems to me that a word that was used
this afternoon-—credibility—ties in here. While
I now find this billing situation somewhat
ludicrous and hilarious, credibility ties in here
also. The hospital industry has really, through
its own negligence, lost all credibility with the
public. It seems to me that the reason the public
thinks that somebody else had better run the
hospital is because they are firmly convinced
that today you can’t do it.

Pick up any periodical at random. Go out to
the newsstand, pick up a magazine or news-
paper, and what do you find? An attack on the
hospitals. Saturday Review has done so; the
Wall Street Journal has done so; Fortune,
Time and Newsweek published an amazing
chart of the Consumer Price Index versus
the hospital routine service charge. Nowhere
do I see an article saying, “The hell it is! The
devil you say! We aren’t that bad.”” All ] can
ever find are articles saying the hospitals don’t
know what they are doing—that hospital man-
agements are mefficient. What other great
words do they use? You know the point I am
trying to make. Even Better Homes and Cardens
attacked you in 1970. Do vou realize what a
crisis you have? The little housewife looking for
a way to put tulip bulbs in right side up, or
upside down, suddenly sees an article saying
that health care is going to hell. I truly blame
the industry for it.

All afternoon you stood up and said, “We are
not so bad.” You all agreed, and you now will
go home happy because you have convinced
each other, and you will write articles in all the
trade publications. It is hard to pick up Modern
Hospital or the AHA Journal without finding
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articles telling yourselves how good you are. But
I don’t believe the public perceives this at all.
I think the public takes the view that if you
are being attacked so regularly, and you never
at any point tell them it ain’t true, that that
isn’t the way it is, that things aren’t that bad,
*and here are the facts,” then one of two things
exists: Either you are very, very dumb (which
is one of the accusations), or it is true.

Put yourself in the position of one of your
consumers who reads the articles all the time,
gets a bill probably 60 days late, and wrong,
like I do. As sort of a casual consumer, what
answer can I come to? The answer has to be
that all the accusations that I see in the press
are true. You are wasting my money; you are
giving me excessive medical care; you don’t
know what you are doing. What, then, is the
response of any average, plain man at any time
when he feels somebody is taking advantage of
him? Most often it is “Let’s pass a law.” That
is the American way. So, there are all kinds
of pressures in many places to pass alaw regulat-
ing hospitals.

I think the time has now passed, unfor-
tunately, to ever stop this pressure. In other
words, I don’t think we can any longer talk the
way we talked in 1966 or 1967 about let’s do
something quick before they pass alaw, because
I for one am willing to admit that they are going
to pass a law, come hell or high water.

I'think you might have some influence on what
kind of law is passed. If you regain any credibil-
ity with the public you might be able to get raped
in your own bed rather than in a back alley,
butitis going to happen either way. The question
is whether you want it at least a bit comfortably.

At this point T have great faith that something
is going to happen. But I am awed at the fact
that the hospital industry is spending all of its
time reacting to pressures, but not taking the
initiative. Just think about what you heard today.
Every one of these great experiments took place
in response to a threat that the state was going
to do something more serious. Everybody said,
“We suddenly recognized that the legislature
was going to write a law, so we thought we had
better do something first to head them off.”” This
is not the kind of stuff the industry survival is
made of. For contrast ... look at the most
abominable of all industries, the American rail-
roads. This is an industry probably beyond hope.
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Have you read their ads? Have you seen their
stuff? “Railroads are great. Railrodds are im-
portant. All the government has to do is loan us
$100 million for new equipment. Write your
congressman!”

So I am aware that nobody tells me that hospi-
tals aren’t that bad. I don’t think you are that
bad. Inefficient, yes, sure. Is general Motors
inefficient? You bet! Is any business inefficient?
Certainly it is if you compare it with theoretical
perfection.

The Harvard Feldstein, Martin or Paul, in his
recent book on the rising cost of health care,
has a great point on inefficiency. A point which
is under your nose but never seen. (It was one
of the English poets who pointed out some place
that everything is very clear once it is beneath
your nose. The important thing is to know which
way to point that organ.) Martin Feldstein said,
“Yes, hospitals are probably inefficient; but you
can’t blame the rise in the cost of health care
on inefficiency, because hospitals are no more
inefficient than they were ten years ago.” I was
impressed by it. I don’t know whether you are.
I think it is good, really obvious.

I happen to think that most of the other
charges leveled against the hospitals are at least
not completely valid. I think there are objections
—which could be raised to these charges—that
to my simplistic, health care consumer, mind
make a lot of sense. If they don’t make sense,
tell me as we go through some of them, but
don’t tell me too loudly, because 1 sort of like
to believe that they do make sense and that
therefore you aren’t so bad.

I read constantly that there is a horrible prob-
lem with duplication of facilities. Omaha has
127 heart pumps, and there are sixteen hyper-
baric chambers in Gary, Indiana, and all kinds
of wild figures like that. I am told that this dupli-
cation of facilities is an important factor in the
high cost of health care. I know however that
the total capital costs of the typical hospital are
about 6 percent of all the costs; isn’t that right?
Think over your own financial statements. What
is your depreciation as a percentage of total cost
—46 or 7 percent? Ten percent if you accelerate,
maybe? What this says to me is that if you oper-
ate in a cornfield with no bricks and mortar at
all, you can reduce your costs by a 6 percent
maximum. How much of the cost can possibly
be due to there being too many hyperbaric cham-
bers and heart pumps?

Now, if you are staffing this blasted hyper-
baric chamber 40 hours a week, and using it

52

once every three months, then you are inef-
ficient. But it strikes me that the duplication
of facilities argument—(and I am not talking on
the medical side, as [ am aware of the fact that
the team that works constantly does a better
medical job—but on the financial side) doesn’t
make any sense because it seems to me that
the cost isn’t in the facility but in the labor
assigned to it. If you are willing to staff this
only as you use it, and utilize that staff efficiently
the rest of the time, you are doing your job.

I was recently in a hospital which has one
of the few Siamese twin separation teams that
I have bumped into. Is it important? Yes,
because every once in a while somebody sends
in a set of twins from Bolivia or somewhere,
and the team serves a real purpose. I would
hate to think however that this hospital is staffing
their Siamese twin separation team 40 hours
a week, 52 weeks a year, waiting for somebody
to ship them a case.

It is truly a question of whether you are using
your people properly. That is where your costs
really are. I am not aware of anybody very often
raising many complaints with the hospital indus-
try regarding the inefficient use of personnel.
There are some, obviously, and personnel can
be tightened up a little bit. But T am also not
aware of the hospital industry responding that
every time we get rid of personnel we may have
to lower the care—which, by the way, is prob-
ably the way you ought to present it,

Do you know what it means to reduce your
budget? When you put the whole budget
together, and go to the board, and the board
says, “Hell, we can’t charge that; cut the budget
by 10 percent,” can you say to your board, *“Wait
a second, guys; we can reduce the budget by
10 percent, but here is what it means to do it:
no more rooming-in in maternity, for example.”
(That is something that obviously takes extra
staff.) “Are you as a board willing to go on the
line in reducing the care in this way?”

In my simplistic bookkeeping mind I have to
equate levels of care with dollars. It strikes me
that the only thing the dollars represent are
levels of care converted into some common
denominator that we call a dollar.

In a similar and sort of tangential point, I
am frightened by the constant references today
to prospective rate review. If you think about
it, what is your rate? Nothing but your budget
divided by the expected occasions of service.
As the budget is nothing but your level of care
expressed in dollars, what is the rate review



board truly reviewing? What have you given over
to the rate review board if you give them the
absolute right of veto over your rates? Haven’t
you truly given them the absolute right of veto
over your levels of care?

AllT can ask is: Are you willing to do that?
If you are, fine. If you are really willing to turn
over to some independent body the decision as
to what levels of care should be rendered by
your hospital, go ahead and do it. You might
have trouble shaving in the morning without
slashing your-throat if you stay in the business
after that, because who needs you, who needs
your board of directors, if this will really be
determined by some independent body? I always
thought that the level of care was the funetion
of management or of the board. I could be wrong,
but I am unwilling as a consumer to have this
handed over to a relatively untested bunch,
because as I said too many times already this
evening, I am not convinced that the hospital
industry has done that poorly. I am convinced
that the effect of politicalization of almost any
industry is an instantaneous improvement in the
average level of output with little, if any,
improvement thereafter.

I assume that postal service was better when
the government took it over and threw everybody
else out of business—probably better than the
service provided by various and sundry
individual companies. I assume that in any other
area where the government has gone, they have
instantaneously improved the average level. I
have been told (because I am really not that
old) that when the ICC was put together in 1913
it was really forward-looking and greeted with
all kinds of applause as being the most magnifi-
cent, up-to-date solution. In particular, the
accounting system of the ICC in 1913 was
greeted with all kinds of huzzahs for its original-
ity, aptness of thought, and so on. I am aware
that in 1972 it hasn’t changed much, and that
since 1913 little things like the arrival of the
air lines and the cross-country buses have gotten
in the way; and that perhaps there is at least
an idea that the ICC system isn’t quite as good
as it once was. But I think this is what happens
when you governmentalize something. That is
the thing I really tried to ask Harold this after-
noon.

I have a deepseated feeling that much prog-
ress comes from inefficiency. Again, tell me if
I am wrong. Think what the existence of the
redundant hyperbaric chamber really means.
Some day somebody is going to drag some guy
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into the chamber on the grounds that he is going
to die anyway, so let’s see what happens. He
recovers and walks out of the chamber, taking
a candystriper with him.

I feel that at some point this new procedure
may then be used to save my life. I am tickled
pink that the redundant chamber was there to
be used. All progress in health care has not
been due to the fantastically detailed, careful
study of “This is the way it must work.” | get
a feeling that a lot of us have a certain amount
of inefficiency but I am willing to pay for some
of that.

I want my hospital to stay pretty well the way
it is. [ don’t want my hospital governmentalized
or handled by some kind of regionhl planning
authority.

You have all heard that the United States
stands 14th in the world in infant mortality. As
I remember the number, where we are sitting
right now there is an infant mortality figure of
something like 50 per 1,000 live births; is that
about right? Right here, in Woodlawn in
Chicago?

VoOICE: 46.5.

MR. DREBIN: That’s one of the troubles with
bookkeepers and accountants, I suppose that
puts Woodlawn somewhere below Zambia or
Kenya; I don’t know where, but not 14th in the
world. Probably 140th if they are tracking as
many as 140,

I am also aware that the hospital that T go
to is running about 5, which I will really stack
up against anybody. I am unwilling to give up
this system. I don’t want anybody to say, “Well,
the Chicago average is 20, and Woodlawn is
running 50, therefore the obvious answer is to
put all the money into Woodlawn.” Heck, you
would have to do that. If you were responsible
for the entire northern end of Illinois, and had
all the health care funds in Illinois, could you
in good conscience spend 50 cents outside of
Woodlawn where you are facing 50 deaths per
1,000 live bhirths?

You see what would happen. Suddenly my
hospital goes from five to 20, and Woodlawn
goes from 30 to 20, and everybody sits back
and says, “Isn’t that amazing! Isn’t that wonder-
ful! We have actually improved.” But not me,
because now it is my ox that is getting gored.

Before I forget, of no importance at all, except
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as an indication of the governmental mentality
look at tonight’s newspaper. The government in
my local area of Evanston had planned to
go wet Saturday night, with al] kinds of great
joy and excitement. It planned to issue liquor
licenses in spite of the WCTU being headquar-
tered there. The Illinois Liquor Control Com-
mission (equated with the Illinois Health Con-
trol Commission, if you will) stepped into the
thing, and listen to this magnificent quote. “The
Minois Liquor Control Commission decided
they couldn’t issue licenses in time for Satur-
day’s opening.” The Secretary of the Commis-
sion said: “The whole thing is being taken under
advisement. There are questions here that have
to be resolved.” When asked what questions
had to be resolved, he replied, “That’s the ques-
tion.”

Apparently something is bothering him, but
he is not quite sure. He has refused to go any
farther until he finds out,

Truly, though, I am not at al Impressed with
the ability of the health care industry to tell
the story. I think you do have a story to tell,
I think you are being maligned, for the most
part unfairly. I know costs are high, but I don’t
think they are really that high. What are the
two items on the chart you always see? The
Consumer Price Index is one. What is the other
one? Hospital Routine Service Charges. I sug-
gest—and I am not at all attempting to explain
all of the difference by any of this—but I suggest
there is a certain dishonesty by the way these
things are plotted. In the last twelve months
both Time and Newsweek had the same chart
in the same week, each of them plotting hospital
routine service charges and the CPI.

You can ask a couple of questions ahout it.
The first one 1 ask is: Why the devil do hospital
charges have anything to do with the Consumer
Price Index? As any of you know who pay
auditors’ bills, if you plot your charges against
our charges we don’t look so good, as our hospi-
tal clients point out on occasion. Almost all lahor
intensive service industries face the same prob-
lem. What is the Consumer Price Index? As
I remember it, it is the things that a $7,000
mama with two kids buys, which includes a lot
of things which you don’t buy, and excludes
a lot of things which you do buy. I am just not
convinced that they fit on the same chart, or
that anybody can draw any conclusions from the
differences.

I suggest only in passing, bul worth mention-
ing, the fact that if somebody would have plotted
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ancillary charges rather than routines, it would
have looked a lot better because the ancillary
index stands around 125 right now, and routine
at 265 or something like that. Take a look at
the medical care component of the Consumer
Price Index. I think they plot a routine chest,
or something like that. The ancillary charge
hasn’t changed as much as the routine. Why
is that? As you get costs in line with charges,
isn’t that what yon would expect? Youremember
how some of you used to charge $20 a day for
routine service, and load all of the excess in
the ancillary. I am of the opinion it comes from
the days when health care policies paid $20 a
day for routine service, and full charges for
ancillary. Any rate setter worth his salt recog-
nized that he could put the insurance company
on the line for all of the bi]l by charging $20
a day for routine and all the rest for ancillary,

It generated a fantastic difference in cost ver-
sus charges. T observe that most hospitals, as
costs have gone up, have been socking it all
under routine service, attempting to match costs
and charges by increasing the routine service
(which they know is low) and leaving the ancil-
laries alone. That alone would cause some of
this difference, wouldn’t it.

If nothing else had changed from 1966
onward, except that you began getting costs and
charges in line, what would happen to your
routine service charge? Up. But not with the
slope that has been observed. Don’t go out and
try to explain the whole thing away by saying
all you have done has been to get costs in line
with charges,

What is the rest of the increase? Where is
the rest of the cost, other than the obvious wage
increases which you keep telling Representative
Mills about and he keeps laughing at? Where
is the rest of that Index increase? A lot of it
is Medicare-induced, isn’t it How much do you
have to raise your rates to cover the items that
Medicine doesn’t Pay for? Because you don’t
get  your rates from ali your patients?
Remember, they are plotting charges, not costs,
Given the third-party contracts you have, you
raise your rates $2 and realize $1 or maybe $3
and realize $1. Right? If you are two-thirds Biue
Cross-Medicare-Medicaid, which you could well
be, you may be in a situation of raising your
rates by $3 and getting $1. How many of your
boards understand that?

The heck with your public for a moment. How
many of you really fee] that your board of direc-
tors understands the financial facts of your hos-



pital, and really understands what it means to
be working under a third-party reimbursement
scheme? What it means to have to raise your
rates by 82 or 83 to recognize $1? I don't think
they do, at least not most of them. If your board
doesn’t, and they have some reason to, I am
hot convinced your public does, either.

I am back again to the same point, that the
public doesn’t believe you. Your public has
velled, “Let’s pass a law.” Politicians being
what they are, they will pass such a law because
they count noses, and those noses are getting
angrier and angrier all the time. You run what
to me is a fantastic risk of giving the whole deci-
sion process over to people who, as far as I
can tell, have, no established record, in deter-
mining health care needs in the long run.

Keep in mind that almost anything is good
in the short run. What is the effect of Phase
2? To reduce the rate of increase to a maximum
6 percent, as far as I can see. | don’t know
how long you can do that. T am aware that politi-
cally it is very nice—what was Dennenberg’s
number in Pennsylvania—12 percent? Some-
thing like that.

Pennsylvania passes a rule saying nobody can
raise their rates by more than 12 percent. Phase

2 passes a rule saying nobody can raise thejr .

charges by more than 6 percent. They look back
and say, “Look at how good we are! We reduced
costs!” You could have reduced your rates 50
percent last year and most of you could have
stayed open; right? You might give pretty lousy
care, and serve gruel and a vitamin pill instead
of a meal, but you would stay open. You wouldn’t
be able to deliver any high standards. I assume
that the cost of health care plus the cost of the
funeral may make a ljttle higher total cost, but
you would stay open.

Obviously, over the long-run, this is totally
unacceptable to those of you who know what
it means to have a hospital in a long-term period.
Over some period you must recover all of your
financial requirements. But remember, politi-
cians don’t have to look at it that way,

I have long held the view that the United
States could never have a 5-year plan unless
it was only the senators who were responsible
for it, and then it could rum as long as 6 years,
because the longest time any administration will
plan is a sort of declining 4-year period.

Politicians can’t take the long-range view on
this thing. In the short run any experiment can
look pretty good. I have no doubt that we could
run the hospitals of the United States at half
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of today’s rates for some very short period and
make somebody look very, very good. I am also
convinced that at the end of the period the entire
system would collapse.

I see very little long-range thinking in the
plans. I see a lot of people cutting this year’s
budget and saying, “We can do without it,”” but
I am not aware of any reimbursement proposal
that includes what I consider your full capital
needs. I think you are running into serious trou-
ble in the long run here. You are not recovering
your capital costs, including those of the AHA
statement. For the most part, you go in with the
AHA statement and you come out of negotia-
tions a little poorer than you went in. Nobody
comes out of negotiations stronger. The UAW
doesn’t think that way. They start asking for
$10,000 an hour and General Motors offers a
buck. Somewhere in between they find truth,

But this is a terribly nice industry. You guys
keep walking into negotiations saying, “This is
justice; this is truth,” you begin that way, with
truth and justice, and “We will do good; we will
be fair,” and you find that every time you bump
into some kind of alley fighter who assumes you
have come in with negotiable fat, because that
is the way his game is played.

You get into negotiations with the govern-
ment, that doesn’t know you very well, and
assumes that you operate the same way as their
experience indicates. They know, for example,
that highways do get buiit better if they give
highway builders an mcentive to finish faster.

As you discussed this afternoon, incentives
to a hospital are a little absurd, because you
must keep asking the question, “What am [
going to do with them?” The only possible use
for the incentive is to make up for the years
in which you lost. That strikes me as sort of
a silly plan to go into. You can’t use the incentive
for anything else, given area-wide planning and
other restrictions. The government doesn’t
really understand, as far as I can tell, the basic
economics of the hospital. Otherwise, how could
Herbert Dennenberg make the statement, “In
case of misutilization the hospital shall stand
the loss”? How does a hospital stand a loss?
What do you do? You raise the charges to me,
the private pay patient. If you can’t do that,
you must reduce services.

Hospitals are not the same as General Motors
in this regard. You can’t stand a loss, You must
pass it on to someone. Anybody who claims that
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he can do otherwise is just kidding himself, he
doesn’t understand the basics of the industry.
I thought for a mement Denenberg did. In his
first list of points (he had various numbers of
points for discussion that he nailed to the Blue
Cross door.) He said, “In case of misutilization
the hospital won’t get paid and neither will the
doctor. Blue Shield will refuse to pay the doc-
tor.” I noticed when the final version came out
that last bit was missing.

I don’t attribute this to chance or to some
forgetfulness on the part of Mr. Denenberg.
More likely the doctors did a better job of
negotiating than the hospitals did. Wasn’t their
case weaker, if anything? If you must penalize
somebody for putting a patient in the hospital
when he shouldn’t be there you should begin
by penalizing the doctor and not the hospital.
I thought the hospitals would seream and say,
“Not us! We don’t let them in. We don’t control
our own destinies”—which, by the way, is worth
pointing out more often than you do.

How much of your destiny do you control?
This is the only industry I know where the boss
doesn’t control his sales. That’s a funny way
to have to operate. I would have thought at some
point the hospital administrators would say,
*“Not me. Go pick on him.” I don’t see the indus-
try doing it.

AllT am really saying is that if you don’t start
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doing something quickly you are going to be
regulated, whether you like it or not, and you
will be regulated by people who basically don’t
know much about the industry or at least haven’t
shown that they know a lot about the industry.
About all you can hope for now is to get back
some of the public credibility so that the public
is on your side, so that when laws are passed
(as eventually they will be) at least they will
be more comfortable than they well might be.

I don’t know how you will go about it. There
are a lot of obvious things. How many of you
have had your congressman in the hospital, not
as a patient? You have a local congressman.
Have you ever walked him through the place
and showed him what a tough, rotten business
it is, what the facts of life are? Obviously some
action is needed on the association front, but
that is a different ball game. Unless you begin
getting back some of the credibility, the public
will believe as it now believes—that you don’t
know what you are doing, that you are not ca-
pable orentitled to manage the health care funds,
and I know doggoned well then who is going
to be judging the feast. What really scares me
is who is going to be picking the bones. I don’t
like it.

CHAIRMAN MAY: Thank you very much,
Marty.



Health Care Facility Franchising

GEORGE B. ALLEN

CHAIRMAN MAY: I hope the discussion today
will take a slightly different track from what
we were on yesterday. Yesterday we were talk-
ing about what I would have called, earlier in
the session, sort of static constraints on the sup-
ply side. We were talking about the sort of con-
trols that are exercised and that take the existing
array of facilities and services as given.

Given what we are doing, how can we do it
for less cost in different ways for different pack-
ages of money? Today I think the sorts of con-
trols we are talking about are dynamic controls
on supply. We are not going to hold the number
of facilities or range of facilities as given.
Instead, we are going to talk about situations
in which proposals are made to expand or change
or relocate or reorganize services and facilities
and programs, and what sorts of controls are
likely to be or are being exercised on these sort
of dynamic changes.

George Allen, who is the Executive Vice Pres-
ident of the Hospital Association of New York
State, has lived with what I call franchising and
what he calls something else, for some time.
He also has had a chance to look over a report
that was prepared for the federal government
on franchising laws in a number of states, by
an accounting firm, and what we have asked
him to do this morning is to talk a little bit about
what it means to be in it, and what it means

to look at it from an informed viewpoint. George
Allen.

MR. GEORGE ALLEN: Thank you, Joel, I got
in a bit Jate last night, and I could have come
down and joined you with your speaker, but I
went over to the registration table and looked
at the registrants and was stunned and a little
scared when I saw Anne Somers’ name. I had
to go back upstairs and take my paper and take
out a lot of quotation marks that I had in it.
I have a paper that is half research and half
plagarized from Anne Somers.

The theme of this Symposium—External Con-
trols—is one we hear with increasing and prob-

ably unpleasant frequency. As hospitals become
more important to the public, both for their ser-
vices and their costs, we cannot expect other-
wise. The questions to be explored, then, are
not whether there will be controls but rather
what form they shall take and by whom they
will be administered.

That the health field recognizes many of these
controls is evidenced by a series of new terms
which have appeared in the vocabulary of health
professionals over the past few years. Included
in this series are such phrases as “labor union,”
“consumer,” “‘disclosure,” “certification,’’
“hospital chains,” and the highly complicated
“hospital public utility.” Tt is encouraging that
these phrases are being used extensively by
today’s enlightened hospital administrator and
are being thoroughly discussed. External con-
trols encompassing labor unions, third party
payers, consumers, and government are here
to stay, and health facilities are learning to strike
a détente with them. The topic of this Sym-
posium is thus very appropriate and timely. My
assignment today is to focus on one major type
of external control—that of franchising,

In researching existing literature in prepara-
tion for this session, it became obvious that the
term “franchising”” has several meanings and
is often used interchangeably with “cer-
tification” and “licensing.” For purposes of this
paper, the definition of franchising is the control
of health care facility construction and services
by a public authority. If you are a purist, you
will recognize that this definition more closely
applies to certification, for franchising implies
a monopoly in which an institution serves a
defined area with specific services for which it
receives defined financial advantages [1]. Tt is
generally accepted that competition exists in the
health care field since several facilities may
draw patients from the same community. In
deference to purism, I shall exercise the pre-
rogatives allowed me by Joel May to range freely
and use the term “certification” rather than
“franchise” for the balance of my presentation.

Having thus dispensed with the matter of
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definition, I shall now turn to the approach this
paper will follow. Anne Somers, in her fine
study, Hospital Regulation: The Dilemma of
Public Policy, suggests one which would be
quite relevant. Mrs, Somers examines regula-
tion in terms of two extremes and then reviews
the entire complex middle ground. One extreme
she cites as “the spur: profits”; the other “the
curb: public utility regulation [2].”

This paper will parallel that format. It will
(1) analyze the use of profits by proprietary
Institutions to control construction and services
and conclude it not to be feasible; (2) review
the concept of the public utility approach for
the same purpose and find it promising but no
panacea; and (3) explore the middle ground of
certification and pronounce it generally effec-
tive. Throughout this approach, 1 shall be draw-
ing extensively on our experiences in New York
State with all three of these.

Profits

Over the last several years, there has been
a striking expansion of proprietary ownership
of health care facilities, notably nursing homes.
Several of these are operating as chains includ-
ing the well-known Four Seasons (since bank-
rupt), Geri Care Nursing Centers, and United
Convalescent Hospitals. Additionally, private
enterprise has become increasingly involved in
other health areas in the search for profits; com-
mercial laboratories, multiphasic screening
facilities, and contract food services are the bet.-
ter known.

This phenomenal growth of proprietary
endeavors in the health care field indicates at
the least that we are now recognized as big busi-
ness and, at the most, that there is a profit to
be turned. However, the existence of such enter-
prises must also be analyzed in terms of the
public good; one aspect of which is the provision
of adequate and appropriate care. In short, can
the profit motive, of itself, control unnecessary
construction and duplication of services while
still allowing for the provision of good patient
care? The answer, from this point of view, is
that it cannot. This conclusion is based on
several observations.

The first is based on the unavoidable fact that
proprietary institutions must turn a profit. To
do so, they must avoid those services which are
not profitable. Thus, it is highly unusual to
find a proprietary hospital providing obstetrical
care with its widely fluctuating and usually
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low census or the more exotic services as
renal dialysis and open heart surgery, both of
which are attended by high costs.

Perhaps most telling is the widespread
absence of outpatient services in proprietary
facilities. While the voluntary hospital has
moved to develop such services, the proprietary
hospital has not because such services are not
profitable.

Next, the profit seeking facility must of neces-
sity avoid patients with fiscal problems. Such
patients include those with inadequate third
party coverage, those who are chronically ill,
and the medically indigent. The tendency is to
cater to the affluent or to take advantage of
generous reimbursement when it exists.

These tendencies to avoid costly services and
costly patients can have a devastating effect in
communities where voluntary facilities co-exist
with the proprietaries. The former are forced
into providing the needed services and caring
for the indigent without the benefit of having
some paying patients who, of course, are
influenced to patronize the proprietary facility.
This can seriously disrupt the balance of care
in any community,

A further indictment of the profit-making
institution which can be voiced is that of
inadequate participation of the community. This
is particularly true with regard to the *“chains”
which are remotely controlled by corporations
which are possibly conglomerates or merely in
the health field because of profit opportunities,
Decisions are most apt to be made by manage-
ment not at all conversant with the health
requirements of the community. Such decisions
then will always favor the corporation and not
the community; the result is a facility which
cannot be responsive to local needs.

In regard to chain operations, it is very dif-
ficult 1o establish management responsibility.
More often than not, several corporations are
interlocked, and they are usually located outside
of the states in which these chains operate. In
New York, the certificate of need process
requires that responsibility be definitely set.
Accordingly, chains are not legal. This is accom-
plished by mandating that stock corporations
cannot operate health care facilities in the State.

Itis hardly necessary to continue to list further
examples. Those who know the health industry
recognize that the profit-making approach is not
feasible as a control on construction and ser-
vices. If anything, the system would probably



end up with less facilities than it needed, not
more, as is the prevailing concern of today’s
health planner. Further, most would all be
located in the wrong places,

In concluding my discussion on this aspect
of control, I do not wish to leave the impression
that profit-making enterprises have no role in
the health industry. On the contrary, there are
commendable examples of such facilities mak-
ing a fine contribution to health care and, indeed,
doing a better-job at it than some voluntary
institutions. My analysis was directed to the
profit motive as a method of control and the
conclusion reached that, of itself, it is not feasi-

ble.

Public Utility

The second segment of this paper is supposed
to review the effectiveness of a public utility
as a control on health facility construction, That
effectiveness can be summarized in a single
word: total. If the health industry were under
public regulation, external control would be
complete in almost all respects and only total
government takeover could be considered more
extreme,

Why then is it necessary to devote further
consideration to this subject if the conclusion
is obvious? It is because a growing number of
legislators, business executives, and some
spokesmen in the health care feld are viewing
the public utility as a panacea for the problems
besetting the industry. Further, it must be recog-
nized that a number of signicant controls are
inexorably tied together with that of certification
of need, and it is these of which we should be
aware. The American Hospital Association lists
several [3]:

—Operating standards and practices
—Approval of changes in rates
—LEstablishment of a uniform set of accounts
—Public accountability

—Establishment of minimum and maximum
charges

—Permission for the issuance of capital se-
curities

—Granting of territorial functional exclusivity

As I consider this list in terms of the controls
we have in New York State, I can identify only
one which is not now in some form controlled
by state government. It is the power to grant
a territorial franchise. It would thus appear that
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in terms of this list, health care facilities in New
York are regulated as public utilities. This
appearance is deceiving for, regrettably, the
State has the controls, but the hospitals do not
have the advantages of existing public utiljties.
Richard Epstein, legal counsel to our Associa-
tion, cites three of note [4]. One is due process,
including the opportunity to be heard whenever
a decision is made by a government agency as
well as the right to cross examine and to hold
a public hearing. Next is the right to appeal
to and be heard by a higher authority and lastly,
the right of eminent domain; that is, the power
te acquire needed real property without having
to haggle in the open market.

Dr. Sommers points out some shortcomings
of the public utility approach which she dis-
missed in 1969 as “inappropriate.” She stated:

“While the hospital industry shares some
characteristics with industries that have been
declared public utilities, including some ele-
ments of monopoly, there are so many important
differences, including the non-profit nature of
85 per cent of the units, the operating deficits
incurred by some of the best, the highly
individualized nature of the product, and the
unique role of the medical staff in influencing
hospital policy, that any effort to reason by
analogy and to apply the ‘public utility model’
is inappropriate [5].”

However, experts differ. A, J. G. Priest, a
former chairman of the Section on Public Utility
Law of the American Bar Association reflects
that:

“The analogy between health care and public
utility service is not exact, and many hospital
executives may feel that they should not adopt
the utility concept; . . . Perhaps the public util-
ity is less than apt, but the only alternative (to
control of soaring hospital costs) seems to be
government ownership and operation [6].”

From our point of view in New York, we are
convinced that the hospital industry is over reg-
ulated by government and a public utility
approach, albeit modified, may indeed be an
appropriate alternative. We are actively inves-
tigating the possibility.

The AHA’s Public Utility Regulation Panel
may be right when it concludes:

“It is apparent that analogous regulation of
health care institutions would be available that
would include avoidance of excessive physical
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plant and facilities, establishment of reasonable
rates in relation to cost, prevention of rate dis-
crimination, encouragement of efficiency and
general promotion of the provision of adequate
health care facilities where needed [7].”

The Middle Ground

The main portion of my presentation is
devoted to a review of the middle ground of
the certification of need process. The term
“middle ground” implies a situation in which
voluntarism and profiteering may exist but under
a set of controls administered by government.
In this review, I thought it might be of value
to develop it through an analysis of the new
guidelines on certification of need just released
by the American Hospital Association [8]
together with our experiences in New York
State.

These guidelines were adopted by the AHA
at its February 1972 meeting, but not without
some turmoil. They had initially been consid-
ered by that organization’s House of Delegates
in 1970 but were rejected as too punitive. Now,
however, those states still developing certifica-
tion of need programs can draw upon this docu-
ment for guidance. It is to the credit of the AHA
that it took the initiative in this matter; certainly
if we are to live with external controls, we might
as well play an active role in their definition,

As a preamble, I think it necessary to cite
some of the successes of New York’s experi-
ences in controlled planning. Since our planning
law, referred to as Article 28, became effective
February 1, 1966, there are more than six years
of experience to draw upon. While fourteen
other states in the country have officially
enacted similar laws, they are very recent, and
thus a measurement of results is difficult. At
a recent session of the American Public Health
Association, our Commissioner of Health cited
the following accomplishments [9]:

—DMore than 2,500 applications to establish
or construct hospital facilities have been pro-
cessed, and these involved 20,000 hospital beds,
48,000 nursing home beds, 18,000 health-related
facility beds, and 600 ambulatory care projects.
From these applications 10 percent, or 2,000
hospital beds, and 35 percent, or 16,000 nursing
home beds, have been disapproved on the basis
of no evidence of need;

—>Since construction standards were set, 31
hospitals with over 3,000 beds not conforming
to these standards have been closed. Also, 183
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non-conforming nursing homes with 4,500 beds
have been closed;

—In 1966, 40 percent of the nursing home
beds were substandard; today, slightly over 10
percent are still substandard.

—Nearly 1,400 maternity beds have been con-
verted to other needed uses.

Certain other statistics are also impressive.
At a time of low utilization nationwide, New
York’s experience is contrary. The utilization
rate for general hospitals in the State in 1971
was 79.4 percent and for nursing homes, it was
higher at 90 percent. Both are generally
accepted optimum rates and represent improve-
ments since 1966; the hospital rate then was
76.7 percent. Yet another interesting statistic
may be cited: New York’s ratio is one hospital
to each 53,000 residents compared with the
national ratio of one to 35,000,

Still in the way of introduction, it may be of
value to briefly present an overview of New
York’s Article 28 procedure. Simply stated, a
new health facility must, prior to its establish-
ment, be approved by the State’s Public Health
Council. This approval must also be given to
an existing facility which proposes to change
its basic service such as the conversion of an
acute care hospital to a nursing home or a site
change which would place a hospital in a differ-
ent service area. In reaching its decision, the
Public Health Council considers the public
need, the character and competence of the spon-
sors of the proposed health facility, the
adequacy of the finances for the facility, and
the reasonableness of the estimated costs of the
service of the facility once in operation. In its
considerations, the Council solicits, and usually
receives, assessments from the local planning
organizations, the State Health Department,
and the State Hospital Review and Planning
Council.

Thelatter council, while an equal to the Public
Health Council in that both are gubernatorially
appointed and both serve in advisory capacities
to the Commissioner of Health, differs in that
it plays an important role in construction proj-
ects for existing health facilities. However, it
has no formal approval power over such projects;
that is reserved to the State Commissioner of
Health,

Please note that the authority of the Public
Health Council is limited to the actual “estab-
lishment” of a health care facility. Once that
body approves such establishment, the State



Hospital Review and Planning Council takes
over. As this paper will subsequently
emphasize, the State Commissioner of Health
has significant power in the certification of need
process with the exception of establishment.
The State Legislature reserved this to the Public
Health Council.

Thave now completed all the references I shall
make to the Public Health Council. Hereafter,
when I use the term *council,” I refer to the
State Hospital Review and Planning Council.
That group has the responsibility of reviewing
all projects of substantial construction, altera-
tion, reconstruction, improvement, extension,
or modification of a health care facility. In this
review, as we shall see in more detail, the coun-
cil receives considerable aid through the seven
regional hospital planning groups in these under-
takings. This help is needed since there are
nearly 1,600 health care facilities in New York
for which the Commissioner has responsibility
under Article 28. Once the council completes
its review, it makes its recommendations to the
Commissioner of Health who then approves or
disapproves.

I used the word “substantial” in describing
projects requiring approval. This infers some
and not substantial and thus are exempt from
the certification procedure. In general, a project
is not substantial if: (1) its costs do not exceed
$50,000; and the facility’s bed complement or
services do not change; and the project is not
in violation of the State Hospital Code which
is an extensive set of regulations developed by
the State Health Department to implement the
planning law,

Having said all of the foregoing, I shall now,
as promised, turn to a discussion of the AHA'’s
Guidelines for Implementation of Certification
of Need for Health Care Facilities and Services.

Purpose

The first major AHA guideline relates to the
purpose of certification of need. To quote: “(the)
purpose is to insure a defined community of the
availability, accessibility, and viability of com-
prehensive quality services [10]. New York’s
Article 28 purpose is almost as sanctimonious
but is inclined to reflect a greater sense of con-
trol. It states: “Hospital and related services
of the highest quality, efficiently provided and
properly utilized at a reasonable cost, are a vital
concern to the public health. In order to provide
for the protection and promotion of the health
of the inhabitants of the State, the Department
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of Health should have the . . . responsibility for
. - . the State’s policy with respect to hospital
and related services.” One may gather from this
that the Commissioner of Health also exerts sig-
nificant influence over hospital costs. This is
true. In a separate section of Article 28, author-
ity is given to the Commissioner to control
Medicaid and Blue Cross rates of reimburse-
ment which represent approximately 60 percent
of hospital revenues in our state. As I will
describe shortly, this fiscal power is often exer-
cised to control construction.

Coverage

The second major AHA guideline describes
scope of coverage. The guideline as stated is
quite encompassing and excludes only the medi-
cal practitioner who pursues his profession inde-
pendent of a health care institution. New York’s
law is almost as comprehensive; however,
federal hospitals, notably those operated by the
Veterans Administration, and mental institn-
tions are excluded from coverage under Article
28. Virtually all psychiatric institutions in New
York are operated by the State’s Department
of Mental Hygiene. Since 1966, the only signifi-
cant problem on coverage arose after passage
of New York’s controversial abortion law in
1970. At that time, abortion clinics were being
established in motels in some parts of New York
State. Legal questions were raised as to whether
these fell under Article 28; subsequently, it was
resolved that the Commissioner of Health did
indeed have regunlatory authority over them [11].

Responsibility

The third significant guideline in the AHA
document gives considerable power to govern-
ment when it notes that “The State government
should have the ultimate responsibility for the
operational aspects of the certification program
[12].” State government is emphasized; federal
government and voluntary controls are not. This
guideline notes further that local areawide
health planning agencies, if they exist, should
have a role. New York State government has
solid control over its certification of need pro-
gram. However, local planning agencies do have
a definite role. The State law is quite specific
in requiring that the Commissioner not act upon
an application for construction until the local
planning agency has had a reasonable time in
which to submit its recommendations.
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Much of the success of New York’s program
is due to the extensive investigative work done
by the seven local planning councils. It is at
this level where true comprehensive health
planning is really applied. Personnel in these
local groups, both employed and veoluntary,
extensively assist project sponsors in determin-
ing not only the need for their programs but
the appropriate size and scope of the project
and the relationship with other health services
in the region. It is at this level that the projects
are exhaustively reviewed and evaluated. Every
opportunity is afforded all interested groups and
people to present their views; sensitivity to local
needs and aspirations is well exercised. Finan-
cing of the seven regional councils is largely vol-
untary. The state provides about 25 percent of
the total monies necessary; the balance comes
from local sources including industry and the
hospitals themselves.

Authority

Principle four in the AHA document suggests
that authority should be vested in a single state
agency. In New York, this is the Commissioner
of Health and his Department. Acting in an
advisory capacity is the State Hospital Review

and Planning Council. Seldom does the Com-

missioner act without the recommendation of
this council and, to date, he has rejected only
three recommendations of that group out of
about 3,000 submitted.

Progress

The next AHA guideline recommends that the
certification of need process involve at least two
steps. The first is a notice of intention and the
second is final approval prior to actual construc-
tion or the acquiring of new personnel or equip-
ment in instances not involving construction.
This guideline seems to have been almost lifted
verbatim from New York’s Article 28. A two-part
application is involved. Part one, which includes
information pertaining to the type of facility
proposed, the estimated cost, the means of
financing, and a description of the operation of
the facility once completed, is forwarded to the
local planning agency and the Department of
Health for evaluation. Recommendations from
these two groups are forwarded to the State Hos-
pital Review and Planning Council. Approval
or disapproval is then given to the proposal by
the Commissioner. If approval is gained, the
second part of the application relative to the

62

project concept is prepared. This part largely
includes architectural interpretations of Part 1
and includes the bulk of the architectural and
engineering portions. Even during the construe-
tion stage, there must be a final inspection by
the Department of Health. This normally occurs
at a 95 percent completion stage.

Requirement for Services

The next guideline, Number 6, appears to be
one which sounds good, but in application, is
difficult. It holds that the certification of need
agency should have the authority to require
essential services. In New York, the Commis-
sioner of Health does indeed have such authority
but it is largely applied indirectly. One method
used is a document which I mentioned earlier;
an administrative law called the State Hospital
Code. In this Code, the Commissioner describes
in great detail how health facilities shall operate.

To enforce its provisions, Department survey
teams visit hospitals to determine compliance.
At the conclusion of the survey, a critique is
prepared by the team and presented to the
administrator and his governing board. The
administrator is required to respond with regard
to deficiencies. Given a sufficient number of
such surveys, and they are conducted about
once every six months, an administrator is often
pressured into correcting these deficiencies to
avoid being held accountable for not doing so
before his governing board and, perhaps, the
Commissioner of Health. Obviously, the best
time to influence an institution to implement
a service is at the time of initial establishment
of the facility or at the time an existing facility
wants to make changes. The Commissioner may
use the opportunity to strongly suggest that a
service he deems important be implemented.

It may be noted here that some in New York
State question the continued need for inspec-
tions by the Joint Commission on the Accredita-
tion of Hospitals in addition to those conducted
by the State Department of Health. Efforts are
underway to coordinate these two programs to
reduce the areas of duplication. The confiden-
tiality of the JCAH information is, however, a
difficulty; but we hope to resolve that. The State
appears to be willing to accept parts of the JCAH
inspections thus eliminating at least a portion
of its survey. The two programs will continue
in New York and will eventually complement
each other.



Discontinuance of Services

The next AHA guideline is addressed to the
discontinuance of services. While the surveys
described above may be influential in this
regard, financial penalties are much more
telling. For example, if an obstetrical unit is
underutilized, the Commissioner will reduce
reimbursement under the Title XIX and Blue
Cross programs which he controls. Thus, a
health care institution may continue to operate
an unnecessary service, but financial support
for it may be difficult.

One of the most striking fiscal controls used
by the Department of Health is a requirement
that depreciation be funded. Each facility must
put aside that portion of its reimbursement from
all sources which represents depreciation. If it
does not, the Commissioner will reduce the Blue
Cross and Medicaid rates by that portion which
was not funded. Payments made to amortize
debt is considered to be funding; also, an institu-
tion may request a waiver of this requirement,
It is usually granted only if patient care will
be adversely affected by the lack of these funds.
Through this method, the Department assures
that monies for replacement will be available
in the future or, if a facility is sofinancially inept
that it cannot fund, it will close in part or in
whole.

While on the subject of controls through
monetary pressures, it may be well to note that
H.R. 1, now before the Congress, contains a
section which would limit federal financial par-
ticipation in capital costs to those which are
consistent with regulations of state planning
agencies. The bill authorizes the Secretary of
Health, Education, and Welfare to withhold or
reduce reimbursement amounts for deprecia-
tion, interest, and in the case of proprietary pro-
viders, a return on equity capital if these expen-
ditures are determined to be inconsistent with
state plans [13].

Public Hearings

The next major AHA guideline is a require-
ment for public hearings. It holds there should
be an opportunity for public hearings on every
application as well as hearings on standards and
regulations before they are adopted. The Article
28 regulations in New York provide that a facility
may have a public hearing only if its application
is disapproved by the Commissjoner. On a
regiomal level, public hearings are optional;
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more often they are unnecessary because the
regional planning agencies include broad rep-
resentation from the community. No public
hearings are held with regard to standards or
regulations. Rather, the State Hospital Review
and Planning Council considers them and
passes on its recommendations to the Commis-
sioner.

Financing

The last major AHA guideline notes that the
certifying agency should rjpot be involved in
financing of facilities, unless it has required a
change in the services provided. Application of
this principle in New York would be difficult
since the certifying agency—the Commissioner
of Health—also controls reimbursement. Fol-
lowing approval of a project by the appropriate
division within the Department, the applicant
must then move on to another division where
he negotiates for a rate of reimbursement to
fiscally support the project. Thus, it can happen
that a project receives planning approval, but
is not given sufficient fiscal support by another
arm of the same agency.

We are now at the point in New York where
the need for general acute ¢are beds has been
met, at least through 1975, It remains now to
correct maldistribution, to replace substandard
beds, and to encourage mergers which will not
result in a net gain of beds. Accordingly, the
State has adopted policies designed to meet
these ends; it is referred to as a “freeze” on
beds.

By most measurements, the certification of
need process as measured by New York’s
experiences, has worked. Utilization rates have
held; the distribution of beds per 1,000 patients
is fairly uniform statewide (only four counties
out of 63 have less than 75 percent of their
requirements satisfied); substandard beds are
at a minimum; and profiteering is almost non-
existent. On the negative side, there has been
no noticeable effect on costs when New York
is compared to the rest of the country. But, then,
perhaps costs would have been higher without
the construction controls.

In summary, I suggest that a certification of
need system structured along the AHA
guidelines would be of benefit and in the best
interests of hospitals. Those states without con-
trol laws should investigate that document. Our
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initiatives, however, should not stop there, More
external controls are facing us as the upcoming
discussion on national health insurance will
emphasize. It remains for the hospital industry
to be directly involved in their development. We
have a reputation for being status quo minded
while progress demands change. We must
change our spots.

That concludes my remarks. I am reminded
of a quote from Yogi Berra which may not be
inapplicable here. He was asked to comment
on how-it was that when the Athletics moved
to Kansas City, few came out to watch them
play—the stadium was usually empty. Yogi
responded, “Well, if the folks in Kansas City
don’t want to come out and support their ball
club, you can’t stop them.” Let’s not be like
the folks in Kansas City.
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CHAIRMAN MaAY: Thank you very much,
George. Are there any questions?

QUESTION AND ANSWER SESSION

MR. ODIN ANDERSON: Speaking of stopping,
in the New York situation I gather what it has
been doing is to stop sbmething from starting.
Can you start something where it is needed,
or do you have to simply hope for a spillover?

MR. ALLEN: You are right. The approach has
been to stop something before it started. As far
as starting something that is needed, in other
words trying to generate initiative in the com-
munity to establish some kind of facility, that
is not easy.

MR. ANDERSON: Do you worry about it?

MR. ALLEN: It doesn’t happen very often.
Although the Commissioner does try, when he
sends surveyors into the hospitals under this
inspection situation, he may well cite in the
deficiencies that an outpatient clinic is needed
where one does not now exist. He can’t order
the hospital to put it in, but he will say to the
administrator, “You really ought to have it”,
and that report goes to the hospital's board. If
he keeps suggesting it enough, somebody is
going to get the impression that maybe that
ought to be done. That is generally the way it
works.

MR. ANDERSON: Another reason for asking
my question is that theoretically, I suppose, we
don’t have an inexhaustible supply of local initia-



tive which if sat upon often enough will say,
“To hell with it. Why should we try?”

MR. ALLEN: It largely exists, interestingly
enough, in the suburban hospitals. If you look
at the Hill-Burton problem we are in right now
—and how many of you have seen the posting
in the Federal Register where Hill-Burton
hospitals have to provide 5 percent of their
operating costs in free care—when we analyze
that we find_that most of the city hospitals are
way above that (and most of the suburban hos-
pitals are not) because the city hospitals have
taken the initiative to go out into the commu-
nity and set up clinics to provide services to the
poor. The suburban hospitals simply have not,
and perhaps the poor in the suburban areas,
or the indigent there, are medically poorer than
they are in the cities these days. We are still
measuring this, but we are becoming increas-
ingly surprised that that is indeed a fact. | think
it is a black mark on those communities that
that type of thing does exist.

QUESTION: When you make the statement
that there is a freeze on adding acute care beds,
can you then assume that there is no maldis-
tribution of acute care beds?

MR. ALLEN: I tried to explain that. You could
add acute care beds as long as there was an
offsetting closing of acute care beds in some
other area. That would try to correct the maldis-
tribution. The maldistribution does exist par-
ticularly on Long Island. When Nassau and Suf-
folk Counties are really burgeoning in
population—I think the number of beds is some-
thing around 2.8 compared to 5.0 per 1,000 in
New York City. The idea then is to try to close
some in New York City and open some in
Nassau-Suffolk. Yes, there is a definite attempt
by the State.

QUESTION: Practically all of our planning at
this stage is retrospective planning. We have
to have a level of occupancy or utilization, any-
thing from one year or twe on up, before you
can get into the planning function, really. Is
there any thought in the setup in New York
to go to prospective planning, such as the
utilities do, that you look five or ten or twenty
years ahead and you are going to have to have
this much generating power by 1980, and there-
fore you are getting on line with it?
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MR. ALLEN: Yes, perhaps more theoretical
than practical at the moment, and it is largely
through the 314 A agency and the B agencies.
I mentioned the local planning councils. The
majority of these are not B agencies, These are
just coming into their own in New York, and
it is in these and the parent A agency at the
state level where this type of prospective plan-
ning is being done. They are trying to define the
needs of the state in the next twenty years. Boy,
that’s terribly difficult, given the political
climate and the constant change in the fiscal
policies of the state.

It is almost impossible for administrators in
New York and a Iot of other states now to plan
at all, because they don’t know what their
income is going to be from day to day, much
less next year or the year after; and they can
go ahead and plan for the needs of the commu-
nity, but then they find that the money is simply
not there.

REMARK: Isn’t this where we get with this
whole bit if we have to do this totally retrospec-
tively and can’t do it? T agree, we don’t really
have the measures in order to be able to predict
and judge it. If we don’t develop those, then
we are in critical situations where we have the
kind of thing you mentioned in your couple of
counties, or where the federal government
decides to put in a big installation and move
a population in in a hurry, or where there is a
natural shift just because of people’s desire to
move to more desirable neighborhoods.

MR. ALLEN: That is why planning both con-
struction control and true comprehensive plan-
ning and fiscal control, and operating standards
and practices and licensure al} have to be
brought together into some type of single com-
mission or single agency, like a public utility
commission. Right now in most of the states,
and even nationally, these things are frag-
mented. We have to bring them all together.

CHAIRMAN May: 1 think your point is com-
plicated by the fact that if I start now thinking
about providing some beds, it is going to be
48 months before I get them operating smoothly
anyhow, and that is 1976.

REMARK: That is all the more reason why you
have to do prospective planning; and it is some-
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what easier, I guess, when you can talk about
kilowatts and the relationship to a family unit
or to an industrial unit and their use of it. This
gets crazy when somebody comes along and
develops open heart surgery and you didn’t have
it five years ago, and now you suddenly have
to get on line. I just don’t see any sophistication
coming out of the universities or anywhere else
to tell us how to do prospective planning in the

health field.

MR. ALLEN: One of the elements you are leav-
ing out is the physician. He is the one who brings
that pressure in heart surgery.

REMARK: Or the public that puts the pressure
on the physician or community to have that kind
of facility. We have seen it within nine months
of each other. One community gets it, and the
next community says, “My goodness, we have
to have this too.”

REMARK: One of the things about trying to
analogize to planning for public utilities, as
opposed to the hospitals, is that there is a kind
of cross-subsidy effect that goes on in terms
of atility planning, and that is subsidizing in
areas that don’t use a great deal of electricity,
* for instance, that supposedly will be populated
in ten years, and you move lines in there and
they are subsidized by heavy using areas in the
rates they have to have. That is one form of
prospective planning.

In the hospitals it is not clear that that money
will go to those hospitals to in effect subsidize
an under-used hospital in an area that will be
burgeoning in ten years but right now is not
very populated. So, it is not just a planning ques-
tion but it is a question of financing, and how
much presentusers in populated areas are willing
to subsidize under-populated areas, and areas
where utilization may not be as great.

REMARK: It seems to me very disappointing
that in this country, when we have so much
regional and other planning, we talk about
planning in the hospital field and health care.
That planning did include the entire need for
services, including hospitals, education, hous-
ing, and whatnot. In your State of New York
there is an experiment going on in a very unique
way, developing communities and providing all
facilities. I don’t know to what extent your coor-
dination is established with that.

.1}

MR. ALLEN: Hospitals, at least from my
experience, play a very minor role in com-
prehensive planning and the development of
community facilities, other than in the direct
acute problem areas. For example—and again
only drawing on New York State—when a hospi-
tal tries to develop extended care facilities and
nursing home facilities as part of the hospital,
to try to give a complete comprehensive care,
eventually the acute care patients end up in
those extended care beds and the hospital still
remains an acute care facility.

As a trade association we have not been at
all involved in the development of education,
in the development of housing, in the develop-
ment of antipollution policies, not at all. That
is probably because we are a hospital-oriented
association, and this may be too an indictment
of the American Hospital Association.

There is a great deal of discussion going on
about changing that type of organization into
one which is concerned with broad health prob-
lems. If the association were changed, perhaps
its constituency and members would change too,
but I haven’t seen it yet. Hospitals usually live
from hand to mouth, and really don’t get
involved in very much comprehensive planning
at all,

QUESTION: From your comments it seems
clear that New York State has developed some
very specific and detailed standards as to how
much is enough—how many beds. Will you com-
ment on how those were developed, and how
really tight they are?

MR. ALLEN: They are very tight. They were
developed simply by hiring a lot of darned good
planning professionals in the State Department
of Health and in the local planning councils.
We have some excellent planning professionals
who work on this, and the key to it, I guess,
is that they work with the hospital administrator
in developing the needs for that hospital.
Whenever the administrator gets an idea he has
to run through these professionals first. The
answer is good, competent people.

CHAIRMAN MAY: I think New York must con-

tain every planning professional in the world
who is willing to make a decision.

QUESTION: Are you saying that there are so
many beds per 100,000 needed everywhere in
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the State, or do you do it specifically for an
area?

MR. ALLEN: It is area-wide planning, Differ-
ent standards in different areas, yes, including
not just beds but ambulatory care facilities too,
and need for nursing homes and extended care
facilities, and on and on. It isn’t just limited
to acute care beds.

QUEsTION: Is there any kind of trend on the
part of the administrative people toward resent-
ment of the Commissioner of Health because
of the tremendous amount of authority he has,
or is there a passiveness developing, and sitting

back and saying, “That’s that?”’ What is the
thinking?

MR. ALLEN: There is antagonism when the
Commissioner gets into the area of money con-
trol. In this whole field of planning control, there
is none. The cooperation is excellent, by and
large, even though sometimes there is a little
goring as pet projects go on. Largely there is
an excellent relationship.

When you get into the control of the hospital’s
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money, then 1 think we have a great number
of problems. The fact that he controls Blue Cross
particularly aggravates hospitals in the State,
and he constantly sets the prospective rates of
reimbursement below the hospitals’ costs in
order to force them to bring them down.

Let me get into prospective rating in New
York. It is interesting. I mentioned 60 percent
of the revenues are controlled by the Commis-
sioner. What he does is set an all-inclusive per
diem rate for each hospital in the State, one
for Medicaid and one for Blue Cross, and says,
“That is what the hospital is going to get. We
will only change that if new services are added.
We will drop it if you phase out some services.”

The other time it changes is when Leon Davis
gets active in New York City and negotiates
a lucrative contract. Then the Commissioner is
hard put not to adjust the rates.

You can imagine an administrator waiting for
the rate to come out, and then realizing it is
not enough, and not being able to do anything.
That is frustrating, and you have to use the Com-
missioner’s name in vain.

67



PANEL DISCUSSION

Implications for Hospitals of Currently Proposed

Health Insurance Legislation
JoeEL MAY, Moderator

Panel members:

‘OpIN W. ANDERSON, Professor, Graduate School of Business and Department of
Sociology; and Director, Center for Health Administration Studies.

JAY HEDGEPETH, General Counsel, American Hospital Association.

GEORGE B. ALLEN, Executive Vice-President, Hospital Association of New York State.

CHAIRMAN May: The ACHA, about ten
months ago, appointed a Commission to study
the implications of national health insurance for
hospital administrators, and the panel this morn-
ing originally was designed to examine what the
thinking has been in this area to date.

Odin Anderson, who is on the panel, is the
person responsible for preparing the report for
the Commission, and is well along in developing
the thinking in this area. However, the way
things have worked out—that is, with two of
the three scheduled panel members not being
able to attend—we are going to take a slightly
different slant, and Odin is flexible enough to
fit into the new format.

Jim Ludlam and Stan Martin both send their
regrets. Neither could make it today because
of the press of duties. We are fortunate, though,
in having Jay Hedgepeth, who is Chief Legal
Counsel of the American Hospital Association,
filling in for Jim at his suggestion. George Allen
has agreed to stay on and to field the questions
that he didn’t field this morning, and also to
comment on this more general issue.

What I would like to suggest is that Odin and
Jay take about ten minutes each to talk about
what you have heard and what you have been
thinking about in this area, precipitating a range
of questions, and then we will throw it open
and anything is fair game.

Whereas we had three success stories in pro-
spective budgeting yesterday, Jay may be able
to give us a little perspective on some of the
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problems involved in operating one, and some
of the questions might involve that.
Odin Anderson, will you start?

MR. ANDERSON: In this audience almost all
of you are alumni, and some of you are current
students and are conceivably thinking, “I sup-
pose he will say the same old thing he said last
year.” There are some recent students here who
will realize what you have forgotten. The mature
and older students never knew it in the first
place. So, I will work from there.

What we have been observing in the last day
and a half, and what has been alluded to in
the tone that I want to talk within this morning,
and with Larry Hill, is that I think there is a
tremendous lack of candor in discussing these
problems. We don’t go beyond the surface as
to why we say what we do or what we think.
We assume we have rational reasons for doing
this and that within the political system. Really,
what we are doing (and I think this is legitimate
because this is in large part what life is about)
is that we play games. We ought to call them
games. 1 am enough of a puritan to recognize
things for what they are. So, we are in a political
struggle. Larry Hill called it a war. Well, if so,
it has the lowest casualty rate I have ever heard
of. There are just bruised personalities, tem-
pers, and so onr but no premature deaths.

What we are doing, of course, particularly
during the last ten years, let’s say, or more
specifically since 1965, is defining what kind



of an arena we are working in. We are trying
to figure out who the major interest groups are,
the major partisan interests, how much power
they have, what they want, what we can give,
what we can trade off, and so on. We are trying
to get at some rules of the game because, as
I have said over and over again, this field lacks
so many specifications for performance.

Lackingindicators for performance as to what
is proper quality, proper use, proper facilities,
not to mentien proper expenditures, then even-
tually, given the tremendous public interest with
which this field is imbued, naturally it becomes
politicized because we have to enter into a bar-
gaining and negotiating situation, and all the
parties at interest are trying to figure out what
the particular power constellation may be. Of
course, we believe we are working for a larger
goal in the public interest.

Apropos of that, and 1 think relevant, in the
last week Iread a book very carefully (suggested
by my wife, incidentally,) called The Intimate
Enemy—How to Fight Fair in Love and Mar-
riage.This book has much wider ramifications.
It dealt with inherent conflict situations, which
most of life is, and in what are the methods
of sparring and leveling, the expression used,
leveling with each other as we try to work out
rules of the game.

George Allen told us about New York.
Someone told us about New Jersey. Somebody
else told us about Rhode Island. We are talking
about a negotiating process. People like
administrators in many miserable instances are
pushed back to explain what is inexplicable.
How can you tell politicians or policymakers
what quality is, and trade off between quality
and money, or really what the occupancy rate
should be, and so on? So, itis a fallacy of assum-
ing that you know in any systematic terms what
efficiency is, or that you know what proper use
is, or adequate staffing, and so on.

This really becomes points of equilibrium
between the forces in the health services $y5-
tem. This is inherently peculiar to the American
scene. Every place I have been, there generi-
cally this same kind of problem. These problems
are wrestled with in different contexts, and vary-
ing from our very sort of open, still open and
loose system, to a very highly structured kind
of system that you find in Great Britain, and
other countries in the Western world are more
or less in between. Nobody knows really what
they are doing anywhere, actually, other than
that the systems are functioning. Millions of
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patients enter and are discharged with a very
low death rate, and then the performance
indicators become social and political criteria
as to the nature and degree of the access of
patients from various income groups, and also
how the costs are shared more or less equitably
through the body politic.

So, Hinderer tried to set up a sort of pure
market concept, and wished we were rational
enough to work within it. Dennis May began
to move toward a political and social context,
and Hill came right out and said we are in a
war. Well, given what he said about his experi-
ence in Rhode Island, I can see why he thought
$0.

Further, as we move into the various national
health insurance proposals we encounter, then,
as you all know, a great range, from a very highly
structured kind of concept, as embodied in the
Kennedy bill, to one that is a simple income
transfer and/or a catastrophic coverage with no
mmtent to have national leverages on the system
as exemplified in the Long bill or the AMA
Medicredit bill.

As you look carefully at all these measures,
you can throw them into types. It seems to me
the Administration bill is more or less in between
all of them. You can see, then, reflected in the
bills, how you might function or what implica-
tions there are for the hospitals as autonomous
or not autonomous units, as the case may be,
depending on the bill that will come out, and
to what extent you can continue to function as
professional managers, as entrepreneurs, in
your own right,

I happen to subscribe to the entrepreneur con-
cept for all managers, no matter what the enter-
prise is, in order to have some dynamism in
the systermn, so that you should have some control
over various sources of funding and so you can
manipulate the funding and not have most of
it come from one source, because the poor Com-
missioner of Health in New York State knows
less about it than you do. But somebody presum-
ably has to do something, so he may behave
like a father whipping his boy and saying, “This
hurts me more than it hurts you.” Does the Com-
missioner say that, George?

Still he probably enjoys it, because there is
power. So, I would hope we can move into a
system where you have these contending adver-
saries, the intimate enemy, really, because you
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are so close to each other and al] working in
the public interest.

So, I hope the health administrators through
the various organizations you have, particularly
the American College of Health Administrators,
would be intelligently aggressive in moving in
for your own interest and for the interest of
your hospital and for the interest of the public,
as these rules and regulations and the context
in which we will be doing our work for the next
ten or fifteen years are hammered out.

I suppose we haven’t really met a real crunch
vet, because when I listen to the estimates of
what has been “saved,” or George Allen’s
number of heds-—35 percent of the nursing home
beds-—-—ﬁnancia]ly it seems to me there was 4
or 5 percent. I suppose these small percentages
are politically tolerable, and we are operating
at a fairly high level of flushness in the system,
but at the same time if it is politically feasible
I suppose we should continue to work for what
I like to call a generously proportioned and
generously financed system within which we
hammer out the various options or delivery
methods within a context of relatively good sup-
ply. If we move into a period where we have
a small supply and little money, it is going to
be easy to plan then, because there jsn’t much
to plan with, and it becomes quite self-evident
as to what you should do.

I would also feel that if we do move into a
more tightly financed system, more tightly con-
trolled, without rea] systematic knowledge of
what is going on, the health system will bulge
out into a fairly Aush and large private system,
because I can’t see this system in the foresee-
able future proscribing the private sector from
developing. Since the government in this coun-
try is so reluctant so far to gwn anything it would
rather buy, regulate, and what-have-you.

I will end with something that has become
an appendix to my bible, which is one of the
nine laws of the disillusioned liberal, was pro-
mulgated by a sociologist by the name of Levy,
I believe at Yale.

“Always pray that your opposition be wicked.
In wickedness there is 4 strong strain toward
rationality. Therefore there is always the possi-
bility in theory of handling the wicked by out-
thinking them. Good intentions randomize
behavior. Subecorollary 1: Good intentions are
far more difficult to cope with than malicious
behavior, Corollary 2: If good intentions are
combined with stupidity, it is impossible to out-
think them.”

This is the politics of health planning.
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CHAIRMAN May: Now, Jay Hedgepeth.

MR. Jay HEDGEPETH: As you may know (or
berhaps it never occurred to you), a lawyer
specializes in the type of business that walks
in his door, and so it is thusa strange coincidence
that during the major part of my private practice
of law T was involved in both health law and
another subject that seemed entirely discon-
nected, at the beginning stages at least—the
matter of public utility regulation. During the
course of time that I pursued both endeavors,
it gradually came to dawn on me that perhaps
there should be & relationship between the two.
But T assumed that that was primarily due to
my own personal perspective, and that no one
else would ever be convinced that the two should
come together,

Imagine my surprise, when on first appearing
on the scene with the American Hospital
Association, my first day’s duty was a board
meeting at which was presented the Perloff
Committee Report, that embraced within it the
first major recommendation for a combination
of health care with a certificate of need process
and rate regulation.

Also, I found there had been under way for
quite some time a panel of health care experts,
including public utility experts from the Public
Utility Commission of California and A. J. G.
Priest, who was referred to by George Allen
earlier. It was my opportunity to help staff that
commitiee, and the panel ultimately produced
the recommendation that George Allen also
referred to that was bresented for consideration
by the health care freld.

Some 7,000 copies of that recommendation
that there should be consideration given toward
public utility type regulation to health care deliv-
ery were distributed, with the ardent request
that people forward back comments, sugges-
tions, criticisms, and so on.

Apparently it wasn’t too much read, for,
rather than receiving immedjate protest or com-
plaint, three specific responses were received,
Two of them were unfavorable—and inciden.-
tally they came from the same office. From that
point perhaps the Association was encouraged
to go forward and produce the two documents,
one on certificate of need and the other on rate
regulation. There are of course vital considera-
tions being given to those two programs. Many
state legislatures have in the meanwhile adopted
different programs.

Joel May earljer referred to the Ullman bill,
H.R. 14140, which is one of the several national



health care programs now before Congress. It
combines, of course, the principles that we have
referred to. Congressman Ullman gives credit
to the American Hospital Association for some
input. It involves certificate of need, rate regula-
tion, surveillance of quality of care, and a desire
for a better distribution of health care personnel.

I would like to discuss some of these aspects
in the light of what you have been considering
in the last two days. I might mention this, too:
I am sure that the hospital field, in turning
toward public utility regulation, was thinking
completely of the public interest. But they also
had, I think, seen the writing on the wall,
perhaps in New York State, where the impetus
for regulation of this type had not come from
the health care field, and in other areas where
the effort was not so much for constructive
development and planning as it was in placing
shackles on an industry that apparently was
unable to regulate itself. So, in primis, if the
health care field had been satisfactorily handling
its affairs, we would not be having the subject
of your discussion today and yesterday.

Let’s consider some of the aspects. I might
say that I have indicated my own bias. It would
appear that certificate of need regulation along
the utility model and rate regulation along the
utility model would be advisable, but I am not
about to say that they would be without prob-
lems. Let’s tick off just a few of them that are
worth considering.

First, should this be combined—a certificate
of need commission with a rate regulation com-
mission? This is not done in New York State.
Some people suggest that this gives an opportu-
nity for a whipsaw effect. You may get your cer-
tificate, but you may not get the corresponding
rate that you need to go with it.

I'might suggest that if you are absolutely faced
with having two commissions, perhaps the prob-
lem of having dual regulation could be aided
if your regulatory scheme provided that at least
a certificate of need finding by the one board
would be conclusive, on the rate regulatory
board, that this was a proper function and duty
of the institution that had to be funded.

Another important aspect is what should this
certificate of need legislation cover. Obviously,
we think it should cover hospitals; it should
cover nursing homes. But how about the other
aspects? For instance, if a hospital in a given
community seeks to install cobalt therapy equip-
ment, and after due hearing the certificate of
need commission determines that it is not
appropriate; if your legislative scheme is not
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broad enough, what is to prevent the radiologist
from installing the same equipment in the same
community in his own private clinic? Do you
have any beneficial effect, then, from this type
of certification? So, it would appear that any
type of regulation must include those aspects
of other health endeavors that have the potential
of harmful duplication that would be prohibited
by a hospital institution itself.

Originally, many people of course thought of
this as a regulation on the number of beds. But
then it became apparent that services also
should be included. Further, it became apparent
that there should be some territorial area
(perhaps this was borrowed from the public util-
ity field) that should be applicable to the reg-
ulated institutions. It would appear to me that
this territorial aspect and the service aspect wili,
in all likelihood in the well-regulated state,
involve what I would call the Ballantine Syn-
drome. You may remember the trademark that
includes the three overlapping rings. In this way
a certificate for one purpose might extend in
this area, for another purpose in this area, and
you will have overlapping of course in at least
a central area. This is one item that must be
kept in mind particularly in the metropolitan
areas.

Another thing to be considered is the matter
of existing facilities. These must be taken into
account not only to protect those in the field
but also to avoid the uneconomic duplication
that the very process is to avoid.

Another thing to be considered is the matter
of regulation by bits and pieces. Someone men-
tioned that under the state regulatory system
in his state an expenditure originally of $5,000
had to be certificated. Later that was made more
liberal, to the extent of $15,000. Some of you
may even disagree (and George Allen may him-
self) with the appropriateness of a $50,000 ex-
emption; but it should be pointed out that re-
gardless of your exemption in funds that may be
involved, there will be a necessity for continually
coming back to the Commission to ask for
authority to furnish a new service or to construct
a new facilily,

Another aspect that should be considered in
this entire system, that has not yet been fully
developed, is the adversary system that is appar-
ent in the public utility field. As you may be
well aware, many public utilities, although
granted monopolies for certain purposes, are in
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direct competition with one another. Frequently
they seek the same authority to perform the
same service or to construct the same facility.
Each of them contends that it is the best able
to equip and the most logical applicant for this
service.

I would suggest that in due time, as we gain
experience, perhaps one of the best contribu-
tions that will be made to the entire field will
be the adversary system, as rival applicants seek
each to establish to the satisfaction of the Com-
missiofithat they themselves are the appropriate
party to provide a new facility or a new service.
This, I might add, will produce constructive
results and will also—perhaps, 1 feel I should
warn you—provide full employment for the
members of the Bar.

Another matter to be considered along with
the certificate of need is the very vital issue
of the rate problem. Where will you get the funds
with which to rate your institution? There has
been much discussion about the advisability of
rate making and the problems that go with it,
There also has been discussion about the matter
of subsidization of certain services within an
institution. I am reminded of a recent news
release here in the city of Chicago, where one
institution had drastically reduced the charges
for services in a maternity center, presumably
not to get a more realistic reimbursement, but
instead to offer a subsidy and to place the service
within the financial reach of the members of
the community. The result, of course, is that
other services of that institution must subsidize
that service whose rate has been reduced.

There will be some subsidization, but it is
to be remembered that with a regulatory Com-
mission this will be restricted, and sometimes
it may not be available when the institution
thinks it appropriate.

Also with regard to the expenses that should
go into a rate base, you will find vourselves in
disagreement with any regulatory body from
time to time as to whether or not an expense
not only is justified but also whether or not the
amount is reasonable. In this respect the public
utilities commissions have found a VEry easy
means of resolving this problem. They sav, “You
may expend what you will, but we will include
as part of your rate base only that part that
is reasonable, otherwise your additional expen-
diture must come from anticipated dividends
to stockholders or even from a dilution of capi-
tal.”

So, we face the fact that our expenses will
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be fettered; our expenditures will be controlled.

The question then is: Is it appropriate? A sys-
tem has been described to us. It has been
criticized as lacking in due process. One of the
major factors of the public utility model is the
fact that historically it has afforded due process,
the right to public hearings, the right to an
appeal, and courts that still read portions of the
constitution that contain phrases like “due pro-
cess” and that there will be “no taking of prop-
erty for public use without just compensation,”
So, a system that gives specific criteria, specific
procedures, will be onerous. It will keep you
and your attorneys busy, but at the same time
it will protect the vital interests of your institu-
tion.

Another little windfall that will come from this
model that was alluded to earlier this morning
is the fact that often an institution heretofore
has constructed a facility or offered a service
not so much because of its own planning process
but in response to a public demand which, in
its opinion, may or may not have been fully jus-
tified. The new type of regulation, if adopted
in your state, will provide the institutions with
a body to which it can pass the buck. *“I am
sorry; we would like to have open heart surgery
here. It would be good to keep up with the com-
munity 20 miles away or the institution 5 blocks
away, but we simply cannot justify it to the Com-
mission, and therefore we will take perhaps the
same funds and provide another service that
our planning group has advised us is essential
and which we can justify to the Commission.”
So, in a way this new Commission will give you
resistance to unreasoned public pressure and
public demand, but more particularly it will give
you due process.

An example has been given this morning of
the opportunity—of regulatory bodies that are
not affected strictly with due process—to lean
on, to influence you, to decline to rule on one
application unless you can be influenced to per-
form some new or different service that was
not at all included in your planning. Due process
will reduce the opportunity of any regulatory
body to lean on you in a manner that cannot
be supported by law or by reason or by evidence.

I was very flattered when Jim Ludlam asked
me to appear. As you are well aware, he is
a recognized authority on hospital law, based
in California. The California Hospital Associa-
tion, it should be noted, has not heen backward.
Ithaslooked forward and has had public interest
at heart; and therefore on a voluntary basis,



at the suggestion of the health field, they have
come forward with various measures of regula-
tion. It may be significant to you that the regula-
tion that has resulted to date js considerably
milder and less harsh than that proposed in other
areas where the suggestion has come from out-
side the health field and has often been vindic-
tive,

Thank you, Joel. If T have an opportunity to
give a plug later on the new proposed Hill-Burton
regulations,.t would welcome the opportunity,

CHAIRMAN May: Do it now. For or against?
MR. HEDGEPETH: Against.

CHAIRMAN MAY: What can you tell us about
the new proposed Hill-Burton regulations?

MR. HEDGEPETH: Someone mentioned earlier
this morning that the new Hill-Burton regula-
tions will of course require that an institution
provide 5 percent of its annual budget, and
health care services for those who are unable
to pay for them, or 25 percent of the net,
whichever is greater. If any of your institutions
have been following the statement of financial
requirements, you can guess which one will be
greater. It will be 25 percent of net.

I think one of the most important aspects of
the proposed regulations is the fact that they
are and continue to he retroactive. They intend
to prescribe new standards to replace the con-
tractual assurances that Hill-Burton recipients
have previously granted,

We would take the position that in so far as
they would attempt to be retroactive, they would
be prohibited by the Fifth Amendment of the
Constitution, which, apart from criminal pro-
ceedings, of course, includes the protection
against loss of property without dye process,
or taking of property for public use without just
compensation. Also, the proposed regulations
take no cognizance of the term of the obligation
that has been inherent on Hill-Burton grants,

Another thing is that they take no cognizance
as 1o previous recipients of the regulations in
effect at the time, of the circumstances in effect
at the time, of the guidelines in effect at the
time the recipient signed the contract and
agreed to furnish a reasonable volume of charity
care.

Make no bones about it, there is an obligation
of a reasonable volume of care; but that, it ig
submitted, needs to be determined from the
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individual circumstances and the individual
times of the various Hill-Burton grants.

CHAIRMAN MAY: What does all that mean to
us as of May 187

MR. ALLEN: We had better get an extension.

MR. HEDGEPETH: The American Hospital
Association, of course, has already indicated its
dissatisfaction with the proposal, and it will have
an opportunity to furnish a more extensive
documentation of the different aspects of it, both
from an equitable point of view, a fiscal point
of view, and a legal point of view. Others of
course will be doing likewise.

CHAIRMAN May: Any questions from the
floor?

QUESTION AND ANSWER SESSION

MR. ANDERSON: T want a clarification. He
mentioned in New York State that you could
not appeal. George, can that lack of appeal be
appealed? Certainly you can litigate anything,
I suppose. Can a state actually arbitrarily say

there is no appeal? It says it, but can it get
away with it?

MR. ALLEN: Let me clarify that a bit with
astory, areflection on your intimate enemy con-
cept.

The Department of Health is a natural adver-
sary of hospitals. Any regulatory agency is, I
am not so sure in New York, because the Com-
missioner and I get along very well together.
He asked me to be a consultant of his the last
time I met with him—at least I think he did.
After the meeting ended he turned to me and
said, “If we want your advice again we will ask
for it.”

The matter of appeals as developed in the
Commissioner’s rules and regulations says in
essence that if a hospital does not like its rate,
it may appeal to the Commissioner, and he (this
is a precise quote) “in his discretion may hold
a hearing or may not,” and after that the regula-
tions are silent as to an appeal to a higher author-
ity.

What usually happens is that the hospital
appeals and the Commissioner turns it down
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and says, “That’s it,”” and directs the Medicaid
agency and the Blue Cross agency simply not
to pay the hospital the rate for which it appealed.

Since the law has been in effect since January
1970, not one single formal hearing on a rate
appeal has been conducted by the Department
of Health, nor has any litigation been placed
or brought against the Commissioner under what
we call an Article 78, where he is arbitrary and
capricious in his decisions. The reason the Com-
missioner does not provide for appeals and hear-
ings is that he has responsibility to control rates
for 1,600 health care facilities, and it simply
is impossible for him to do it. That is one of
the many reasons why we think a public utility
approach may end up being the best solution
to the problems that we have.

Now that I have the floor, let me spend a
few minutes on how I perceive the motivation
is going to push us into a public utility approach.

The first thing that we see is the fragmentation
of controls. As additional eontrols are put on
hospitals, they are not brought together into any
kind of organized thrust. We have controls on
construction, yet after a project is approved that
same agency has no obligation at all to insure
that there is an adequate rate of reimbursement
for the services. And indeed—and this is what
Jay was talking about—you have to move to
another agency to get that agency to get that
money, and the two don’t talk to each other.
We have survey teams that go into the field and
look at the practices of hospitals, and criticize
them and say, *“You should hire three or four
additional people, more nurses,” and so on, yet
the rate agency that pays the hospital is not
beholden to increase the rate to accommodate
these orders from the surveying team.

Yet another example, talking about the con-
cept of public utility now, is an agency in New
York that can sell bonds for hospital construc-
tion, yet again the rate-setting agency does not
work with that bonding agency to set rates of
reimbursement, which would include the amor-
tization of the debt. The hospital continually has
to go with hat in hand, like a kind of dignified
beggar, while we are being forced on the other
side to put all of these into effect.

The matter of licensure is also another one
of these controls where we are fragmented. The
Department of Education is completely separate
from the Department of Health, and is increas-
ing the licensure requirements and making it
a seller’s market. Technologists, and so on, now
must be licensed, and they are going to hold
hospitals up for more money, and so on, and
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yet again the rate-setting agency is not involved
in all of this.

All of the fragmentation of regulation controls
must be brought together into one single agency
which has total responsibility for all of it, and
probably most important also responsibility for
the quality of care that is rendered by the institu-
tions that it regulates. The departments and reg-
ulatory agencies simply do not face up to that.

Let me give you a couple of other examples
that are pushing us into a public utility. One
is the increasing movement of the physicians
toward medical foundations. I don’t know how
many of you have been following that, but we
view it with a great deal of concern in New York
State, as these physicians are throwing up medi-
cal foundations as a way to counter government
control. If they follow through with their total
concept of the foundation, hospitals are going
to be in a great deal of trouble in utilization and
in their relationships with the medical staff, If
we are really talking about the franchising
approach, we have got to bring the physician
very much into that picture.

The medical foundation is going quite the
opposite way. Indeed, the nurses now, seeing
on the scene the increasing militancy of the
physician and the rise in the new situation of
the physician’s associate and physician’s
assistant—the nurses are getting militant, and
they don’t want to be employees of hospitals
any more. They want to be independent of the
physician, and broker their services to hospitals.
Ultimately this will spread to other paraprofes-
sionals. The administrator will be nothing more
than a broker or agent for all of these services,

Another thing we see in this fragmentation
is the Blue Cross people and the other
purchasers of care now taking it upon them-
selves to set up HMOs and prepaid groups where
we really don’t think that is their area of respon-
sibility, and hospitals ought to be doing it. But
hospitals aren’t, so these people are, as an effort
to reduce their costs and to enhance their profits.
All of this is fragmentation on both sides, and
regulation, and the other people in the field doing
these things have got to bring us together to
some point where all of it comes to bear and
total responsibility is there. T suggest that we
must turn our efforts as hospital administrators
and organizations to take the injtiative and get
in on the ground floor of this, or again we will
be left holding the bag.

REMARK: I would suggest that the synthesized
organization you are talking about is impossible



to achieve, in that you are going to have to de-
partmentalize any agency that will have total
responsibility. What you seem to he trying to
develop is what I, under some coercion, have
had to work with for two years, that being the
department of medicine and surgery in the
Navy. They do precisely what you are describing
the Department of Health in the State of New
York is doing. They have been doing it for years,
and yet they do have total responsibility.

We receive our total budget from the same
people who are telling us how we are supposed
to be expanding our services or changing our
services, and there are different people who
make the separate decisions, and there is no
correspondence between them. I think what you
will end up with are forty or fifty departments
of medicine and surgery, and they are no better
to work with than what you have now.

MR. ALLEN: What I am really talking about
is a single Commission where a hospital goes
to in advance. These people are independent,
not government officials. They are probably paid
independent salaries financed from the hos-
pitals, which is the concept of some of the public
utilities now. There is no money problem. The
hospital administrator comes before this Com-
mission with his budget for the next two or three
years, which includes his plans for services, and
that Commission goes over that budget both in
terms of the money it needs and planning
approval, and then gives the whole thing its
blessing, or somewhat modified, and guarantees
that rate of reimbursement from all the third-
party agencies, so that administrator and his
hospital can perform with some degree of organi-
zation and reason.

Whether this is a single state Commission or
setup on aregional basis, and what the priorities
of geographic franchising are, remain to be
solved. But what I am pitching for really is to
bring all of this fragmented regulation into one
single responsible organization which can be
faced by the hospital in toto, so that he can
operate,

REMARK: I would suggest you still would have
the same problem. I think you are not being
able to properly define what proper service is,
what acceptable service is. You are going to
have conflicting demands. On the one side you
are going to be saying improved services make
services more available, add more nurses to the
floor, and on the other hand denying the kinds
of financing you need to achieve it.
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MR. ALLEN: Then we are down to what Odin
is saying, and that is a process of negotiation,
Perhaps in the long run that will be the best
solution.

MR. HEDGEPETH: There is one aspect of the
public utility regulatory system that is helpful.
They have a hearing body. They have a staff
of experts who assist them. You also have the
hearing process; and if there is anything any
court or any commission does not like, it is the
prospect of being reversed.

So, ordinarily they will undertake to make
decisions that are irreversible by the courts.
That is to say, they are decisions that are sup-
ported by evidence, logic and law, and this has
a very beneficial effect.

MRs. ANNE SoMMERS: I would like to ask
two questions. I am provoked to ask a couple
of questions. I agree so much with what George
Allen has just said about the implications of the
foundation approach, and so forth, I don’t think
it has been adequately appreciated.

I would like to ask both George and Jay why
hasn’t the hospital industry taken a stronger po-
sition against the PSRO. This, it seems to me,
1s a complete threat to whatever integrity the
hospital has now in the quality and utilization
review area. That is my first question. Shall I
wait for an answer to that?

MR. HEDGEPETH: How about a quick one.
It has opposed it. So far it has not been adopted.

MRs. SOMERs: Have you opposed it strongly?

MRr. HEDGEPETH: So far it seems te he
adequate. How about your next question?

MR. ALLEN: Do you want me to comment on
it? We have opposed it in application but not
in principle. You really can’t argue with the prin-
ciple of it, and that is the judgment of utilization
of professional standards. I think we are seeing
a turn to reimbursement based on utilization
and some kind of relationship to spell the
episode of illness which is being proposed.

I guess really utilization committees in a lot
of hospitals don’t really work, because they are
controlled by the medical staff. If we could get
some type of system where utilization review
has the input of the Blues, or the purchasers
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of care, hospitals and physicians, we might be
better off. The other reason we haven’t proposed
it strongly is because we leave such matters
to the American Hospital Association.

MR. ANDERSON: Utilization review commit-
tees haven’t worked because they didn’t know
how to do it. There is no methodology of the
utilization review which has any professional
meaning. We are being asked to do things that
cannot-be done at the moment. We are always
being pushed into doing things that we don’t
know how to do.

MR. HEDGEPETH: In some measure we are
already doing it.

MR, ANDERSON: Yes, because we are for-
tunate in having been forced into having to do
something. As I get older I have reversed the
expression, “Don’t just do something, stand
there.”

MRs. SOMERS: My second question: I would
like to hear Jay’s thinking on the concept of
the adversary relationship of rival applicants as
a possible counterweight to the concept of geo-
graphic exclusivity. This bothers me a great
deal. Itis one of the things that has held me back
from moving faster toward a public utility
approach.

I think it is terribly important. In fact, I don’t
see how you can really have effective planning
and effective coordination if you don’t have some
sort of geographic definition. At the same time
1, as a consumer, worry about the lack of choice
to me involved in geographic exclusivity. When
you speak of rival applicants, this is simply
before the franchise or whatever it is is granted,
What about carrying that further and having
some sort of overlapping franchises? Is there
any experience in utility law that would permit
this so that you would have perhaps a modified
form of free choice?

MR. HEDGEPETH: Yes, there is. I mentioned
the Ballantine trademark. In a typical certified
area there will be several such configurations
that overlap one another. This will be in part
recognition of existing facilities. Also, we have
a particular parallel in the public utility regula-
tion field from motor carriers, which often have
the same routes, often have the same terminals;
occasionally they will be restricted to a closed-
door policy within a certain area. Frequently
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a certain degree of competition is permitted.

Also, in other areas where fixed facilities are
not quite as important, such as radiotelephone
systems, a certain degree of healthy competition
is permitted. In the contract carriers, long-
distance movers, and so on, there s also per-
mitted a certain amount of healthy competition
and healthy overlap. Certainly there must be and
there will be an overlapping, the result of which
gives a person freedom of cheice, and places
people in direct competition in the same line
of service within the same geographical area,

To this extent I think we will obtain beneficial
results and give the choice that has always
seemed to be so dear to people, but a choice
that could of course make a shambles of any
planning system.

QUESTION: As I understand the public utility
concept, this does not prevent the consumer
from leaving his area and seeking care in an
adjacent area or a couple of adjacent areas,
whatever distances he is willing to travel and
able to travel. This might be a hindrance in Mon-
tana; you just don’t go that far. In a metropolitan
area it is now stated that many patients go past
five hospitals to get to the one they want to go
to. I don’t see that the public utility concept
changes that. Am I correct or am I wrong?

MR. HEDGEPETH: I would say, with one
exception, if the Ullman bill or parallel were
adopted, and you had major segments of the
population that were committed to a particular
health care corporation, they would be expected
to utilize that corporation unless they were taken
to a different geographical area or unless the
particular corporation did not offer the service.
The system, even in the health care corporation,
say, should not be expected to put the Rochester
Clinic out of business. People can travel for
specialized requirements.

REMARK: I would think that aspect of public
utility might be very questionable. We have in
Wisconsin two HMOs that we have started
within the last year, but there is considerable
transit through the metropolitan one at North
Point and Milwaukee, and there is considerable
transit at the Marshfield Clinic. We expect the
third one to be established in Milwaukee some
time this summer, and there will be no question
that people will go past the new third one to
go over to the North Point one, because of where
their residence is and because of their election



to obtain their service from this particular group
practice that has been established.

[t seems to me that concept, as long as there
is a mobility of the person seeking service—you
don’t get quite so disturbed about the public
utility concept.

MR. ANDERSON: I want to ask George Allen
a question for information. He mentioned medi-
cal foundations being a threat to the hospitals.
What do you mean by utilization?

MR. ALLEN: The purpose of the medical
foundations, at least viewed in New York, is
twofold. One is utilization review and the other
is physician’s fees. To allow such total control
to the physicians themselves has got to be dan-
gerous. That is' what they are trying to do.
Indeed, there is a bill in the Legislature now
to try to allow lay administration on governing
boards of such foundations, and the medical
society is fighting it tooth and nail because they
want it to be simon-pure.

Another aspect of these foundations, at least
in New York again, is that the past President
of the New York State Medical Society, George
Miller, who is considered a rebel in the AMA,
is setting up an institute which would gather
all the medical information from all the medical
foundations into one big data bank, and using
it from there. Once you have the information
and the fees and you are setting up the prepaid
groups, and you can control admission policies
of hospitals, and for the hospital community hav-
ing no say in that, has got to be dangerous.

QUESTION: [ have two questions for Mr. Allen.
With the state regulatory commission as you
alluded to, you said it would possibly be funded
out of a pool by hospitals. My first question is,
would this be a local, regional and national com-
mission? Second, what role do vou see the AHA
playing in relation to this commission?

MR. ALLEN: Whether it is local or state, I
think, is strictly a geographical consideration.
In New York they would have to be local,
because there are just too many hospitals and
too much population. In a state like Nevada it
perhaps could be at the State level.

I think the matter of how this commission
is financed has its pros and cons, and T am kind
of on the side of its being financed by those
that it regulates; so you take it out of the political
field. As a matter of fact, in talking to some
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of our State senators about whether they would
support such legislation, they lock at it very
politically and say, “If it is going to cost the
State any money, no.” We say, “Noit will come
out of fees paid by those who are regulated.”

That is a concept that I think applies to some
public utilities, electrical, transportation, and
s0 on, now. I don’t view it as working on a
nationallevel at all. I think the highest maximum
level will have to be the state,

What role do I see the AHA playing? I think
it is strictly stimulation for at least experimenta-
tion and investigation into such, and they have
done that in the Ullman bill. I think it took a
great deal of courage for Mr. Hedgepeth and
that committee and the public utility panel to
release their report. The fact that they only got
three responses to it leads me to the conclusion
that as long as you are not talking about money,
you won't have the interest of hospital adminis-
trators. If you talk about denying them money,
vou will get their interest.

One example comes to mind. We structured
an institute in New York City on the matter
of public utilities, with twelve registrants. We
structured one on Phase II, and we had 202
registrants because of the matter of money. We
will change the system as to where we put the
money. I think that is one of the methods that
the Public Utility Commission could use to
move.

QUESTION: So you see the commission as
being autonomous in each region?

MR. ALLEN: Not totally autonomous. Gener
ally speaking, yes, except in a state where, say,
the Medicaid program might be administered
because it is a single state agency. Then you
have to coordinate that to make sure they
adequately reimburse through the public utility
system. On a regional basis it has to work its
way up to a state agency which could have great-
er autonomy than a region. As long as Medicare
is on the national level, I suppose you have to
have some kind of national ties, too.

MR. HEDGEPETH: With regard to the lack of
response, it may well indicate that the same
report should have come out ten or twenty vears

earlier, and that may account for the fact that
the Reld was ready for it.
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QUESTION: To go back to reimbursement, I
gather the Commissioner of Health in New York
State has a pretty good handle on reimburse-
ment rates. | am wondering if that control over
reimbursement and expenses has been enough
to change the State’s attitude toward utilization
review, and so on.

MR. ALLEN: The Commissioner will claim that
his control of reimbursement, which is total,
has ameliorated the rise in the cost. He ciies
in 1968 maybe 18 percent; in 1969, 19 percent;
in 1970 it was 14 percent; in 1971, 12 percent,
and now they are predicting 9 percent in 1972.

But that is not doing anything for the quality
of care and the real access and distribution of
care. You are not controlling cost, per se—you
are controlling revenue. I don’t think the per
diem approach is an effective way to do it. I
think there is a lot to be said about reimburse-
ment based on utilization, somehow, some way.
One of the concepts there is reimbursement on
an episode of illness. If you take the PAS system
you take a particular diagnosis, and if the par-
ticular stay for that diagnosis is five days, you
multiply it by the per diem rate, and that is
what the hospital gets.

They have not at all given up the approach
for utilization, because it is a way of redistribut-
ing care and making it more effective. The con-
trol of rates is strictly a revenue control and
not a quality control. They have not given it
up. They are still as independent in utilization
review as they were before they had control over
reimbursement.

QUESTION: They are still as interested in utili-
zation review as they were before they had con-
trol over reimbursement?

MR. ALLEN: Absolutely. This is not a written
policy, but it is spoken often. They are also
interested in bringing doctors back into the hos-
pital where they belong in the first place. There
are always these little approaches in the Depart-
ment of Health to make the physician an
employee of the hospital. If that doesn’t raise
some hackles! They are trying to do this through
utilization review. They are indeed trying to even
control physician reimbursement through utili-
zation, It is very much in the forefront in many
different ways.

MRg. HEDGEPETH: I might mention another
arena. Massachusetts has a hospital rate-setting
commission. Last November they undertook to
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adopt regulations giving the guidelines by which
they would establish hospital charges or reim-
bursements. Among other things, they provided
that any fee for a consultant in excess of $1,000
per year would have to be approved by the rate-
setting commission. Among others, any profes-
sional association dues in excess of $500 per
year would have to be approved by the state
rate-setting commission.

Hospitals in that State have filed a declaratory
judgment attacking the validity of the regula-
tions. The case was originally set for trial on
May 8 and had to be reset, but no doubt from
that proceeding we will have some guidelines
as to the legal constraints within which rate-
setting commissions may operate.

REMARK: [ would like to make a statement
and ask for Tom’s advice. In Pennsylvania we
have tried to staff a commission which would
have three councils, one on rate review, one
on licensure. We have also established some
health care policy guidelines. We have dis-
cussed this with the State officials who buy our
package essentially and think our package is
perhaps better than what the legislators want
to do, except the Governor states he will oppose
it because he doesn’t want the Commission
because it takes away from him his right given
to him by the voters to be able to establish who
in his cabinet or within his governmental depart-
ment will do the kind of things that the commis-
sion would do. T wonder whether you have com-
menls or suggestions for us in Pennsylvania.

CHAIRMAN MAY: Before you comment, I have
a man back there literally climbing the wall.
Before we incur damage to the room we had
better call on him.

REMARK: I am somewhat horrified. That is
the only word I can think of. Up until relatively
recently we were assuming that the people not
in the hospital industry somehow had the strange
view that revenue controls were not quality con-
trols, that somehow a hospital could deliver
quality by making it out of air and water.
Somehow [ thought I heard you say, George,
that the ability to control revenue was not the
ability to control quality. If that is the case,
I would like to have you tell me how in the
devil we can deliver it without the money with
which to buy it.

MR. ALLEN: You can’t. This is not an instance
crisis. The commissioner of health or the other



controling agencies don’t do it all at once. They
cut you back piece by piece. It is an insidious
thing. Hospitals first rate their endowments.
Then they start hiding their vendors. They go
from three to six to nine months. Then they
run to the bank for loans to meet their payroll
and other working capital instant requirements.
Then they say, “We were going to add a service,
but we won't add it now.” Then they start look-
ing at existing services that they have that are
losers—maternity, obstetrics. Maybe they start
closing that down. Maybe that’s a good thing.

After they get through with all of these options
and they have precluded them, they have to
look at some of the essential patient services.
The ones we are looking at now are ambulatory
care where reimbursement is inadequate. They
are cutting down'their methadone programs and
alcohol programs. It is an insidious but constant
deterioration of services.

We claim that we have got to bring that to
the public’s attention now, before it is too late.
But regrettably they accuse us of always crying
wolf, and they say, “Show me a hospital or ser-
vice that is closed,” and we can’t yet. It is an
insidions thing, and I swear it is going to happen
as these rates are turned tighter and tighter with
each succeeding rate period.

REMARK: If you don’t prevent it, the state-
ment is that revenue controls aren’t quality con-
trol. I am sure the minutes will reflect that at
least twice this morning you said that is only
a revenue control, not a quality control.

MR. ALLEN: A revenue control, not a cost
control. It doesn’t control costs; revenue only.

REMARK: Certainly it does. If T cut my wife’s
household revenue in half, I guarantee you [
will cut her household costs in half.

MR. ALLEN: Not in the long run. Let me give
you a telling example: The unions in particular
in the city are very powerful. Leon Davis is a
hospital household word. The Commissioner of
Health does not change the rates of reimburse-
ment when he comes to a labor agreement, It
is going to cost the hospital more. It goes out
and finds other ways to meet those costs. He
can’t get his revenue increased, so he does other
things. As I said, he raises endowments: he
looks at services that he can cut back on. He
goes to the bank. He has to continue to meet
the costs because he has to continue to provide
the care. The cutting back of revenue is not
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going to control those costs at all. The hospital
is still going to incur them, and that is where
we are going to come to the impasse.

QUESTION: It may be, George, that that is
the fact that people show up for Phase II meet-
ings and not for the others, because apparently
you are so crisis-oriented that Phase II that
affects them right now you can convince them
it got out; but are you sure that public utility
is of the same crisis? Do you think it is insidious,
slow, not important today? You tell me this is
not important right now because we will be able
to raid the endowments and borrow from the

bank—

MR. ALLEN: No. Itis very serious and critical,
and we have to do something about it now, before
it is too late.

QUESTION: Are you doing something?
MR. ALLEN: No, we are not.

REMARK: I am not convinced that arguing for
the end result, the public utility approach, is
the way to go in against people who are legislat-
ing for medical foundations for licensure. I know

what the end result of that kind of negotiation
is.

MR. ALLEN: You catch me in a confession.
We are not doing anything significant to stop
it, other than yelling.

CHAIRMAN MAY: I think it is clear that rate
controls and quality controls and cost controls
do interrelate, and you control one and therefore
incur the consequences with respect to the
others. It certainly is a dimension of the answer,

QUESTION: How do you get the state govern-
ment to accept the commission idea, where you
can have an independent group of people paid
by the hospitals, having advisory councils on
rate, franchises, and so on, to accept the com-
mission, because the governor feels that he does
not want to be controlled?

MR. ALLEN: I can only give you a political
answer. It is the one we would try now. First,
we would try to explain it is going to save him
money in his state budget. The second thing

7¢



is that the controls he has now simply aren’t
working, because we have a crisis. The only
way I think we are going to get legislation
through for any kind of public utility commission
is to create a crisis. That is the only thing that
seems to persuade them. I am not convinced
we can get one through in New York, because
of this exact thing. We would be denying the
Governor of power in a member of his own
cabinet, I don’t know what kind of advice to
give you.on it, sir, other than create a crisis.

MR, ANDERSON: What is a crisis?

Mgr. ALLEN: If every hospital cancels Blue
Cross contracts because reimbursement is
inadequate. That will create a crisis.

REMARK: It seems to me maybe the crisis
is a crisis in leadership in health care. Toward
the end of our discussions my suggestion would
be, let us find out who is best in that field, the
hospital or the physician or the department of
health in a local situation or state. The AMA
does say that relationship between the physician
and patient is the most important and crucial
thing in health care. Whether the hospital is
most important, rather than pay a professional
and others, they are demanding there an
approach in relationship to the institution and
not to the physician. Let us decide who is the
leader, whether it is the hospital as an institu-
tion, or the physician has to maintain his su-
premacy.

CHAIRMAN May: I think our problem is to

find somebody smart enough to designate the
leader.

REMARK: It seems to me there is an analogy
between where you stand in New York—and
I am a New Jersey man who sits on the review
committee for Blue Cross, and I am appalled
at what I see. There must be an analogy between
this kind of rate setting now and what is hap-
pening, and the differences that have hap-
pened across the country in terms of the public
utility commissions and the electric utilities.
Some electric utilities apparently have provided
very well, and have had no problems at all. With
other utilities, like New York Edison, hrownout
after brownout, and all we can expect is a con-
tinuation of brownouts.

Where does the responsibility lie? Just
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because New York Edison didn’t push hard
enough, or because the Public Utility Commis-
sion wasn’t properly oriented in terms of not
just holding back but in trying to see to it that
there was also proper care in terms of electric
power? Where does the responsibility lie? Some
electric utilities have done a good job, and others
have done a lousy job.

MR. HEDGEPETH: We must remember that
the commission is not a substitute for manage-
ment. I am not acquainted with the New York
Edison problems, and I don’t know exactly what
contributed to them. I understand they have a
little trouble with the telephone service in New
York, too. Surely no one would expect a public
utility commission to usurp management
responsibility. They are perhaps to save them
from affirmative errors, but each regulated
industry must maintain its own initiative and
its own resourcefulness, and so on. The fact
that it is regulated is not going to be a good
substitute for good management.

REMARK: There you are. I don’t think we have
got it. I don’t see it when I look at those people
arguing with Blue Cross over there. It is an inter-
esting position to be in, not to be really directly
involved, and to watch it. It is a one-way street.

CHAIRMAN MAY: I think the issues that have
been raised in the last hour, and some of those
earlier, are really crucial. I don’t get a clear
picture, as aresult of what we have been talking
about, of whether we really know what we want
the controls to accomplish. I don’t get a clear
picture that we really know who we want to
operate the control mechanisms. I don’t get a
clear picture that we really know what form the
control mechanisms should take.

I have a hobby of collecting words, and a word
I ran across a while ago is “nihilhillipillication.”
I won’t write in on the board, but it refers to
the process of rejecting everything suggested
for good, logical, sound reasons, and never pro-
posing anything to take its place. I believe there
is a certain amount of that going on. I don’t
know whether I like the idea of the regulatees
being the regulators. I don’t know if I like the
idea of a vacuum forming that we are all going
to move into, nor de I know whether I like the
idea of somebody laying on us things we can’t
live with or which will have untoward effects.
I think we are really at an important point in



the development of what js going on, and we
all seriously have to think about it.

It occurs to me we had better know what the
total picture will look like when it is finished,
and we had better have al] the facts before we
decide whether we are happy or sad. We are
in the position of a group of oarsmen sitting
in the bottom of a wooden galley ship, chained
to their oars. The leader came in and beat on
the drum to get their attention. He said, “I have
some good news for you and some bad news.
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The good news is that Caesar has chosen our
ship to tour the Aegean. Now the bad news:
He likes to water ski.” I have a feeling that
is about where we are with respect to controls,

I have gotten a great deal out of the last day
and a half, and I have enjoyed it. I think your
participation has bheen absolutely remarkable.
Thank you very much.
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THE GRADUATE PROGRAM
IN HOSPITAL ADMINISTRATION

The Graduate Program in Hospital Administration was established
at the University of Chicago in 1934, making it the oldest such edu.
cational venture. The purpose of this two year program is to prepare
students for administrative assignments in hospitals and elsewhere in
the health field.

The curriculum in the first year concentrates on courses in the hasic
administrative skills-——quantitative and behavioral—as well as others
designed to impart the knowledge required for decision-making in such
areas of administrative endeavor as personnel, finance, production, and
marketing. In the second vear, the curriculum places emphasis on an
understanding of economic, financial, organizational, and administra.
tive problems and reIationships in hospitals and the health field, and
the application of basic administrative skills to the resolution and man-
agement of such problems.



CENTER FOR HEALTH ADMINISTRATION STUDIES

The University of Chicago
5720 5. Woodlawn Ave.
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