
BACKGROUND 

Last week, the Secretary of Health and Human Services announced 

that he intended to propose reimbursement regulations for the 

End Stage Renal Disease program which would pay hospital 

facilities $133 per treatment and non-hospitals ~128 per 

treatment (See Exhibit "A"). At the present time, hospitals 

receive $174 per treatment on the average and non-hospital 

facilities accept a flat rate of $138 per treatment. This is 

substantially the same proposal that was made by the Carter 

Administration last September, which was severely criticized 

at that time and ultimately abandoned. When Secretary Harris 

made her proposal, the Office of Management and Budget (OMB) 

intervened and demanded justification for paying hospitals a 

different rate than non-hospitals. (See Exhibit "B") . 

The Department then, as now, could produce no such justification. 

Quite the opposite,they have informed the Secretary t~at no 

justification in fact exists. (Exhibit "C"). In essence, HHS 

is proposing to give hospitals a $5 per treatment subsidy 

for performing the treatments at a time when private industry 

will perform them for a lower rate. It is our position that 

the proposal must be rejected, essentially for the following 

reasons: 

1. Only a single rate approach will result in 

program savings. 
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Without competition from private sector, 

independent dialysis units, hospitals will demand, and 

receive, higher payments. It is only the threat of losing 

patients to independent facilities which will force them to 

accept a lower rate. A dual rate approach destroys competition 

in the marketplace and rewards the high cost providers. Only 

the utilization of a single rate approach, as outlined in the 

attached (Exhibit "D") will produce true program savings 

through competition. If the low cost providers, whether 

hospital or non-hospital, increase their market share to 78% 

then a savings of $104.85 million will be realized immediately 

and perpetuated from year to year. 

2. The proposal will result in increased program 

costs, not decreased program costs. 

The attached memorandum (Exhibit "E") demonstrates t:i1at tile 

impact of the annual proposal is very severe on the efficient 

facilities. Their removal from the program will result in a 

patient shift to hospital based units. Under the dual rate 

approach, hospitals will end up dominating the marketplace, 

and they have historically shown to be the least efficient 

provider of treatment. With less competition from the private 

sector, their ability to demand and receive higher payments 

will increase. 
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Moreover, every treatment which is shifted from a 

taxpaying facility to a hospital is a loss of at least $6 

of tax revenue to the government, therefore further increasing 

the true costs of the program. At the present time the 

government receives approximately $22 million in tax revenue 

from treatments at dialysis units. This will shrink significantly 

under the new propoasl (See Exhibit "F"). 

3. The rates set are unrealistically low. 

The Department ignored the analysis prepared by the 

Office of the Assistant Secretary for Planning and Evaluation, 

which had recommended a unitary payment with $141 base rate 

(including payments for bad debt), a realistic rate in light 

of the fact that the rate has been set at $138 for nearly 

nine years, and adopted a totally arbitrary and indefensible 

number. Neither $128 nor $133 is acceptable to the industry, 

which in 1978/79 had costs in excess of $126 per treatment. 

The figures selected were from unreliable costs data which is 

now four years old. 

4. A dual payment approach is not required by law. 

The Budget Reconciliation Act does not require 

different rates of payment for different treatment modalities. 

(Exhibit "G"). 
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Rather, it requires separate analysis of each modality and 

justification if a higher rate of payment is to be made. 

It has already been noted (Exhibit "C") that the Department 

is on record to the effect that it cannot justify any payment 

differential. 

5. A dual rate approach is inconsistent with the 

philosophy of the Administration. 

As the attached article by the President indicates, (Ex~ibit H) 

he has been a severe critic of this type of approach in the 

past. In fact, a dual rate approach rewards inefficiency and 

destroys the most effective cost containment mechanism any 

Medicare program currently enjoys--the fact that private 

industry has an incentive to compete with hospitals and make a 

profit by offering better service at lower costs to the 

government. Moreover, as previously indicated, private industry 

returns revenue to the government in the form of taxes, ap-

proximately $6 for each treatment. It seems mucn sounder to 

encourage more treatments at these facilities rather than to 

' pay a $5 per treatment subsidy to have them performed at 

non-taxpaying facilities. Each time this happens, the 

government loses $11. 
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FOR !~MEDIATE RELEASE 
\iednesday, 1;0\'l:ilbe r 25, 1981 

La ura G ~nero ( 202) 245-6343 

(7 03 ) 750-0953 

Secretary of Health and Human Services Richard S. Schweiker 

announced today that he ·would propose regulations establishing new rates 

of payments to facilities providing kidney dialysis services under 

·Medicare. Secretary Schweiker stated that. ''The new rates will significantly 

reduce Federal expenditures and encourage the increased .use of less 

expensive home dialysis methods." 

Under the proposal. hospital-based facilities would generally receive 

$133 for each dialysis service provided and independent facilities would 

rec·eive $128 for each service. The same payment would be made whether 

the dialysis is provided in a facility or at the patient's home. thereby 

creating an incentive for increased use of less costly home dialysis. 

The new regulations will implement provisions in the O:nnibus Budget 

Reconciliation Act of 1981. As specified in that Act . the methodology 

used under the proposal results in composite weighted rates that take into 

account the mix of patients who receive dialy~ is services at a facility 

or at home and the relative costs of providing services in each setting. 

The proposal also contemplates an exceptions process that would permit 

the .payment of higher rates in unusual circumstances. and includes changes 

in methods of physician reimbursement designed to increase th~ use of 

home dialysis . 

(more) 

-
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EXHIBIT "D" 
J • 

Sept. lS. 1981 

RE: The effect ipon ESRD costs of changing t.he rat.ion of paLients 

dialyzed in higher cost non-taxpaying institutions to l ower 

cost taxpaying freestanding units. 

1. The overall cost will be a simrle functon of the fraction of treatr.ients 

performed in each class of facility and the net price oi t..reeitiiient in 

each, so that: 

Annual Cost Rx ((Fh x Ph) + (F x P ) + F x (P - T )) n n p p p 
= 

Where: Rx= Treatments per year delivered to ESRD patients 
p 

F 

T 

Subscripts: h 

n 

p 

2. Assume: 

= 

= 

= 

= 

= 

= 

Price of each treatment 

Fraction of treatments 

Tax paid per treatment 

hospital 

non profit free standing 

fo r profit free standing 

a. - Rx = Patients x 15G treatments per year 

- 47,000 center dialysis pat ients 

- Rx= 47,000 x 156 = 7,'332, 000 center treatments per year 

b. Ph = £174/treat..ment originally but may or may not decn:iase 

c. p = p = n p $138 originally but increases to $148/ treatment 

d. T = 1/2 (P - c ) where c = Cost = $130/trealment p p p 
e. Fh = .5 initially and changes by: Fh = 1 - (F + Fn) p . 
f. F = n .24 x . 50 = . 12 and is constant ( 24~ of free standing 

are r.on-profit) 

units 

g. F = .76 x .50 = .38 or i g in a ll y a11d f l L· c tuates in this moael 
p 

3. T~e curreo.t di.1iy s 1s cos t s are estimated to be: 

Cost= 7,332,000 (0 . 50 x $174+ 0.12 x $138 + 0 . 3S (Sl33 - $4) 

= $1132 . 65 mi lli on 

ar.d the cost table which results from patient move:nent betw·een hospita l s 

and for prnfit free s tanding unit s is: 



' . ~ 
iotal Cost (millions) 

F Hospital Rate Hospital Rate p Savings (~illions) 
al 

$ l 7 4 IO $ 160 

85 3 12 35·. 3 {87.99) 
80 8. 1220.63 · (73.32) 
7.5 13 1205.99 (58.66) 
70 18 1191. 30 (43.99) 
65 23 1176.64 (29.33) 
60 28 1161.98 ( 1_~. 6 7) 
55 33 1147.31 (16.15) 
jso 38 1132.65 I 
45 43 1142.55 1096.35 50. 96 . 
40 48 1129. 7 1088.65 58. 66 
35 53 1116. 88 1080.96 66.35 
30 58 l l 04. 05 1073.26 74 .. 05 
25 63 1091. 22 1065.55 81. 76 
20 68 1078.39 1057.86 89. 45 
15 73 1065.56 1050. 16 97. 15 
10 78 1052.73 1042.46 104. 85 

5 83 1039.90 1034.70 112.61 

0 l 88 1027.06 1027.67 120.24 

. . 
Box in Fh and Fp columns shows existing ratios and c:.Jrrent cost estir.iates 

4. If only 25% (down from 50'.:;;) remain in high cost hospit.ais with a rate 

of $174/treatment, $41.4 million would be saved. If the effective 

hospital rate falls to $160, S81. 76 million ""."Ould be saved . Eighty 
I 

percent of this value is $65.4 'million. 

If the sc r ~en rema ins Sl33 per trea t ment, t he re will be a 2.5~ i nc rease 

in ESRD dialysis costs for each 19% ~ovement of pat i ents to ho spitals. 

·If the screen is increased to $148 per treatment while ho~pital costs 

remain unchanged, the break even point will occur after .approxi mately 

a 7% shift and a savings of approximately 2.3~ will be r eaii: ed for 

each 10% patient ~hi ft thereafter. If hospital cost f a lls to Sl5 0 

Screer 

remain· 

$138 

Scree r. 

increas 

to 

$148 



c • ·' ... there is un immediate savings of $28.6 million wh~n the scr-een is set 

at $148. 

If all treatments are provided at $148 there is an immediate savings 

of $72.5 million. 
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EXHIBIT "E" 

To: Ur. c. L. lidllliJL'l"S 

From: 

Date: Ut~ C Clllbl; i· l , l <..J J l 

l~~: Implicati o ti s of $128 L\as c i<.atc SLrucLurc 

l>s you hcivc u"'JllL:stcrl , \·Jc hcivc n.~Vil'\·.'<_' d Lhc .i.rn!:Jlicu t .i o ns to 
o u r c o n t: i n u c cl o ~.> c r d t i o ll s o t: t : 1 c: j mp l c «l c n L <i t i ;:.) l t o [ et $ l 2 8 
b .:1sc r,>Lc r l; .irn1Ju1·sc1~1cnt st rucLur.-c . '. ·: c ni.lvc l~ :-:pu.n cic d 

analyses i_)l~c viously fui:nishcd to you to inclti cil: L n c cl.: cct 
o f t h e l 9 8 0 a r c a w u 9 c i 11 ci c x , c ll r n j n y s d c r i v l~ d f 1 · o rn .:1 c u t c et 11 cJ 
o.ncillui·y rc'\'L'lH1cs , and Lhc 1n·ofj t.; t~.1r11cd i.Jy <)1 11· ;...,i: l'C ;10m 
lo.borator·y sulJsidi.c>L-j u. 11 d i:1·ika 3ll t-' iily sul.Jsjd.i..:.:iq· . 'i'lll.' 
results of tno.t .:rnalysis arc as f o llo\vs: 

:1~1: j [ 

l. i\ttachccl is u. lisLin cJ oi: Sl L:h-i I i ti.L'S ~_; 1_: 1 --: icin.::; 

C1'. l [Jl"OX.im0tcly 2, :'.OO p.3U. l'l1LS \.,'ilO S<_' l"O !l l i llUCd 
Ot-'Cr.:ilion v1oulc1 be s c 1·iously tll1-t.' ,llt.':1cd by the 
i1~1pl c1:1c nt .-:1 tio n o[ '.:.; u c ~1 a i- ~1tc st1··Jctu 1·c z1s t [1 c 
l i. stcd faciliti e s would [<Jil to l t'Lu1· :1 lo us 
t!1c cost , in c luding .:i fi n .:rnciny c :1 <H<J C ut 156, 
o[ own.iny t :1cm . 

2 . 'l'iH_' 2 , :~0 0 p,1Li.1_'11Ls t1·ci.tl~cc i al t i w~.;l? L1cilitics 
'.·;o uL! i n dJl L• 1·obdbility ! ) •~ tLrn ~;i" l; r.· il~d in 0n 
01·dc 1.- ly fds ni o n, coordinated ,,,i th il l 'F,\, to .J 

h os j,' .i.Lcll sctti.1HJ . \vc b elieve U1cJL: Li1 t~ cs t.:imatec.i 
incn.::rnL' 11l: cll c osl: to ti1c t-i.royL·.:.11:1 Cli- pr ·ovicli n :._i 
these 311 ,0 00 trCllLll\CJ)l:S jn a i1 l:lSj' i.L:1l S'-..'Lli n g 
\·:o uld bl' u[):n·o xirnat c ly ~12 :1 ol till.: coii-.:11only accc !:J L Cd 
Sl 1 :, cos t pc 1· trcu.tmcnt ~ n nos~.1 d~ c1l. 

:1 . -.: ·_'. S1 ~ ·.:-··~ :!_c i 1_: · .... 1.t.!lt.:· ~1~'~)~«.) ;-:i_ ;~ -1~-11:.t..~ J~: :::.: ·!.:_<· ~ l) :· i"'1•.; ·,: 

: :·<J ~· -· ·- · '_ :.~ : !..· 01:1 ,~ ur J. ~10~ lJd .. ~ljC~- ·--~ . : .... ~ _-i; 1 i ~-1 L · ..: :-:pai~:>i ~' ;~ 

l ") : ~ $ ~ ~~ . -; > ~ . 

l\ttachrnc nt 
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I. ~ . . . EXHIBIT . "F" 

The Effect of Corporate Tax ~aymcnts on tnc ESRD Program 

Effort~ to achieve a $100 million annual savings from the 

budget of the ESRD program have thus far not been successful. 

No proposal currently before the Secretary of HHS can achieve 

this result. 

The proposal closest to achieving this goal is one which 

proposes to pay both hos pi ta ls and non·-hospi ta ls the same 

rate per treatment, thus maximizing efficiency and · promoting 

savings through . competition. This approach has worked 

successfully in this program previously. 'i'he projected 

savi~gs from this proposal would be $90 million annually. 

If this approach were adopted, however, the net savings 

to the government .would actually be greater. Essentially , 

the savings are calculated from the number of . patients who 

currently receive their treatments at a high cost ($174 . 

per treatment hospital) facility who ~ill shift to a lower 

cost facility. It is anticipated that a rate of approximately 

$141 per treatn1ent will be set fo.r al:i trea tments. 

The point which has been heretofore clisreganicd, but wi1ich 

is a real budgetary consideration i11 this program is the effect 

of taxes paid by proprietary institutions. Most (75 %) 
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of the low cost facilities are tax paying institutions . The 

transfer .of patients will either be to those facilities or to 

non-profit facilities who chose to accept the lower rate . The 

budgetary projections are based upon ~ transfer of approximately 

25% of ·patients fror.1 high cost to low cost L:icilities. 

Proprietary institutions currently pay approximately $6:/ 

per treatment in federal income taxes . This means that 

approximately $22,000,000 iri revenu~ is returned to the federal 

government from treatment payments made to proprietary 

facilities . If the budget projections f6r the single payment 

proposal are correct and there is a 25% shift in patients, 

and that shift occurs in the same 75/25 ratio as presently 

exists between proprietary and non- proprietary institutions 

there will be an additional $8,250 , 000 returned in taxes . 

If all shifted treatments were done at taxpaying facilities, 

the returned revenue would be $11,000,000 . 

While it is recognized that this approach of including tax 

revenue as budget savings ~1as not been adopted in the past, 

certainly the converse has . If the ~~6prietary facilities 

were removed from the program, this would unquestionably 

il'~·n2.:tst ~ µro<Ji·am cost s in rccil dollcirs from the tax dollars 

*NOTE : At a rate of $141 per treatment, proprietary institutions 
would likely pay aµpr oximately $7 per treutme nt in income taxes, 
thus returning between $10,000,000 und $12 ,000,000 i11 revenue, 
as opposed to between $8 . 25 and $11 million . 
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lost. This foct has been recognized in other areas . In 

the ESHD program, since the revenue comes almost exclusively 

from the federal government, it seems prudent to include the 

tu.x revenue returned u.s u.n acceptuble budget savin~J item. 

Indeed, this is consistent with the µhilosophy of the Administru.tion 

to generu.te increased revenue for the budget without increasing 

taxes. In this program, that goal can be achieved u.nd will 

be achieved by e ncouru.ging treatme nts at tax paying fac ilities, 

which is accomplished by paying all ty~es of facilities the 

same rate. There is no reasoi1 not to recogniz e that fact when 

calculating budget savings. 
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Carolyne K. Davis, Ph.D., 
Administrator 

Health Care Financing Administration 
200 Independence Avenu e , S.W. 
Washington, D.C. 20201 

Dear Dr. Davis: 

We writ e on behalf of Community Psyc hi at ric Cc 11ters which 
operat e s 37 freestanding facilities ac ross the Unit ed State s 
that provide hemodialysis services for patients with -e nd st age 
renal diseas e (ESRD). We und e rstand th a t th e Department of 
Health and Buman Services (HIIS) is currently considering op tion s 
for im p leme ntati o n of the provisio n s on reimbursement of dia ly s is 
services under the Om nibu s Budget Reconc ili a tion Act of 1 98 1 
(Pub. L. No. 97-35, § 2145 ( 1 981 )). We submit th e fo ll ow ing 
comme nts in support of our leg al conclu s ion that, under th e 
amended statute, th e Secretary of HllS may establi s h formulae 
th a t l i.n i t th e d i f f e r en t i a l be twee n hosp i ta 1 and i n depend e n t 
facility rat es to variations in costs that ex i s t for reasons 
other than r e l ative eff i c i ency , i.e., varia tion s th a t cannot be 
eliminated t hr ough more e fficient ope rations . To acc ompl i sh 
thi s result , th e Se cr e t a ry ma y afford different we ight to 
compa rable kinds of costs incurr e d by hosp itals and i ndepe nd e nt 
fa ci lities s o a s to exc lude from reimbursement costs fou nd to be 
unnecessary in the effici e nt de livery of di ~ lysi s se rvices. In 
f act, s ince the Se cretary must establish rates that e ncour a ge 
effici e ncy , ~e be lieve this approach i s mandated. 

!31\C KGROUN D OF Ti! E ES JW FfWG l\.1\~l 

Se ction 2991 of th e Soc ial Se curity Amendment s of 1972 
(Pub. L. No . 92-603) am e nd e d titl e II of th e Soci al Se curity 
Act to provi d e t ha t f ully or c u rr e ntly ins ur ed indivi dual s 
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under Social Security (and their dependents) with chronic renal 
disease would be considered disabled for purposes of coverage 
under parts A and 13 of Medicare. 42 U.S.C. § 42G( e) ( 1972). */ 
This change in th e law ha s resulted in nearly universal cover~ge 
for chronic maintenance dialysis services under the ~l edicare 
program. 

Since 1974, the Medicare program has used a national 
"screen" of $138 to limit payment f o r dialysis services . 
Hospitals are paid the lower of their costs or the screen. 
Independent facilities receive th e lower of th e ir charges or 
the scr een. Hospitals and jnd ependent faciliti es may also 
request exceptions to the scree n as a r esu lt of higher costs. 
However, while near l y half of the hospitals that provide 
dialysis se r vices operate under an exception, exceptions for 
independ e nt facilities are ex tremely rare. According t o data 
recently compiled by t he Health Care Financing Administration 
{HCFA), the average payment for dialysis setvices in h osp itals 
is $159, and the average payment in independent facilities i s 
$138. 

Following several years of rapid growth in th e ESRD pro­
gram, Cong r ess enac t ed leg i sla tion in 1978 which, among other 
things, directed the Se cr eta ry of HHS to develop incentive 
reimburs eme nt methods for dialysis se rvices . ( Pub . L. No. 
95-292, § 2 (1978) .) The 1978 legislatio n added a new section 
188l(b)(2)(B)(ii) to the Social Security Act requiring the 
Secretary to develop reg ulati ons for determining payment for 
dialysis se rvices "on a cost-related basis or other eco ncimic al 
and equitable basis .... " 4 2 U.S.C. § 1395rr(b)( 2) (13)(iiJ 
( 1978). The statute further provided that "[ s ] uch regulations 
shall provide for implementation of appropriate incentives for 
encouraging more efficient and effect ive delivery of se rvic es 
(consistent with quality of care) .... " 42 U.S.C. § 1395rr(b)(2) 
(B) (197 8 ). 

On September 26, 1980, HHS published a n'otice of proposed 
rulemaking to i mpleme nt the in~entive reimbursement prov i sions . 
45 Fed. Res:: . 64008-1-i. Ho'.,' C?ve r, the Secretary of H!I S never 
promulgated finu.l regulations fo llo;dng this propos.:il. 

~/ The provisions o n Medicare cove r age for individuals with 
ESRD wer e subsequently transferred to 42 U.S.C. § 42GA 
by Pub. L. No. 95-292, § l ( 1978). 
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DISCUSSION OF SECTION 2145 

Section 2145 of Pub. L. !~o. 97-35 establishes a new 
paragraph (7) under section 188l(b) of the Medicare :otutute. 
42 U.S.C. § 1395rr(b)(7). This provision governs payment 
for renal dialysis services. Paragraph (7) requires the 
establishment of a method (or methods) for prospective deter­
mination of a rate (or rates) for dialysis services furnished 
by hospitals and independent facilities based upon (1) a 
single composite formula for hospital-based facilities and a 
single composite formula for other renal dialysis facilities, 
or (2) such other method (or methods) determined by the 
Secretary to more effectively encourage the efficient delivery 
of dialysis services than the composite rate (or rates). 

The legislative history of this amendment does not provide 
specific directions to the Secretary on the implementation of 
section 188l(b)(7) other than an explanation of how the "com­
posite'' feature of the formulae is to be weighted in favor of 
home dialysis. (The issue of weighting the composite formulae 
is not addressed in this letter.) However, the language of 
section 188l(b), read in its entirety, makes it clear that the 
Secretary of HHS is required to develop rates that encourage 
effective, economical, and efficient delivery of dialysis 
services to eligible Medicare beneficiaries. 

In developing the new payment requirements, Congress 
retained section 188l(b)(2)(B)(ii) which requires the 
Secretary to 

prescribe in regulations any methods and 
procedures to ... (ii) determine, on a cost 
related or other economical and equitable 
basis (including any basis authorized under 
section l86l(v)) and consistent with any 
regulations promulgated under paragraph (7), 
the amounts of payments to be made for 
part B services furnished by such providers 
and facilities to such individuals.~/ 

1his section directs the Secretary to utilize econor.iic.Jl bases 
for establishing pa;ment rates and specifically incorporates 
the principles in section 186l(v) as additional authority for 
3etting payment rates. Under section l86l(v)(l)(A), the 

~/ Section 2145 added the language "and consistent with any 
regulations promulgated under paragraph (7) ." 
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Secretary of HHS has broad discretion to define the p.:ir.:imeters 
of reasonable cost. The Secretary is specifically required to 
exclude from a provider's actual costs "any part of incurred 
cost found to be unnecessary in the e[f icient delivery of needed 
health services." 42 U.S.C. § 1395x(v) ( l) (A). In order to 
implement this mand,1te, the statute authorizes the Sccrct.Jry 
to develop regulations which limit the. recognition of costs for 
classes of providers: 

Such regulations ... may provide for the 
establishment of limits on the direct or 
indirect overall incurred costs or incurred 
costs of specif id items or services or groups 
of items or services recognized as reasonable .... 

42 U.S.C. § 1395x(v)(l)(A). Further, the regulations "may 
provide for using different methods in different circumstances" 
to calculate reasonable cost. 42 U.S.C. § 1395x(v)(l)(A). 

Thus, under 186l(v), which is incorporated by reference 
in section 188l(b), the Secretary has broad authority to define 
cost and to exclude costs that result from ineffici e ncy. For 
example, under this authority, the Secretary has ad o pt e d limits 
on costs for various classes of providers. The methodologi e s 
utilized by the Secretary to define the scope of in e fficiency 
have varied based upon the factors present in each case. 
Therefore, to the extent not otherwise precluded under section 
188l(b), the Secretary would have authority to establish dif­
ferent r•ayment methods for hospitals and ind e pend e nt facilities 
that take into account th e ir e fficiencies in providing dialysis 
services to Medicare beneficiaries. 

The one remaining issue is whether anything in section 
188l(b)(7) would preclud e this r e sult. ~e would submit 
that, to the contrary, this section requires the Secr e tary to 
consider efficiency in setting payment rates. 

While section 188l(b)(7) requires the Secretary to e st a b­
lish separate f o rmul ae f o r ho s pitals and independ e n t fa cilities, 
there is no requir e me nt th a t the formula e d e velope d b y th e 
Secretary be uniform. Co ng ress could ea s ily have imposed s uch 
a requirem e nt upon th e Secretary but chose in s t e ad t o man dot e 
only separate formula e ba se d upon an assessme nt o f the cost s o f 
the two types of providers. The statute leaves to the Secr e ­
tary's discretion the application of the two formula e and the 
determination of how each type of provider will be reimbursed 
for dialysis services. 
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Moreover, section 188l(b)(7) itself imposes the require­
ment that payments be based upon methodologies that encourage 
efficiency. First, as noted above, puragraph (7) must be rcud 
in conjunction with sections 188l(b)(2)(!3){ii) and 1G6l(v) which 
require the Secret<HY to b.:ise the determination o[ rates [or 
dialysis services on considerations of economy and ef[iciency. 
Secondly, the alternative meth9d authorized by paragrciph (7) 
specifies that it is to be applied if the Secretary determines 
that such method "will more effectively encourage the efficient 
delivery of dialysis services" (emphasis supplied). Implicit in 
this language is the requirement that either method must encour­
age efficiency and that the alternative method is to be applied 
only if it results in greater efficiency. In both cases, rates 
that encourage efficiency are mandated. 

Thus, in establishing the formulae for hospitals and 
independent facilities, the Secretary has authority under sec­
tions 188l(b) and 186l(v) to exclude those portions of cost for 
each class of provider that are found to be unnecessa ry in 
the efficient delivery of dialysis services. For example, in 
considering supply costs, the Secretary could properly conclude 
that there is no reasonable basis for any cost differences 
between hospitals and independent facilities. If the Secretary 
concluded that supply costs of independent facilities repre­
sented efficient operations, he should not recognize that 
portion of the hospital supply costs which exceeds independent 
facility costs. 

Similarly, the Secretary s ho uld determine the appropriate 
labor costs for providing dialysis services in hospitals and 
independent facilities and exclude from r e cognition those costs 
that are unreasonable. To the extent that no probative evidence 
exists showing that the higher labor costs in ho sp ital s are 
necessary for the efficient delivery of services, it would 
be inappropriate for the Secretary to construct a hospital rate 
formula recognizing those costs. ~/ 

*/ Complianco with r egu ir cments imposed by the go vernme nt 
could j u s ti [ y higher cos ts . l n th i s r e g .:H c1 , H Cl' 1\ h .1 s 
found that, as a re s ult of the Medicare co s t cll l oca tion 
proce ss , ho sp itals incur higher overhead co s t s thcJn in­
dependent facilities. We under s tand that this difference 
in cost is between $1 and $4 per treatment. 

(Footnote continued) 
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CONCLUSION 

There is no basis in the ~mended statute or in its legisla­
tive history for the conclusion that one reirnbursemc:1 t forrnul,:i 
must be uniformly applied to hospital and independ ent facility 
costs. Indeed, uniformity would be prohibited unless uniform 
application woulcl encourage the efficient delivery of services 
in both classes of provider. In order to satisfy the statute, 
we believe the the Secretary must develop methods for payment 
of dialysis services which exclude those costs that arc 
unnecessary in the efficient delivery of services. While 
the Secretary is dir~cted t~ develop separate formulae for 
hospitals and indepe ndent facilities, he retains full discre­
tion to define those costs that will be recognized in applying 
the formulae. Thus, if all or ~ portion of the higher costs 
attributable to hospital dialysis services is the result of 
inefficiency, the Secretary is authorized to exclude those 
costs from recognition under the hospital formula. This 
approach preserves the inten t to establish separate formulae 
while retaining the Secretary's uuthority to limit a ny differ­
e ntial in the rates to variations in costs that exist for 
reasons other than relative efficiency. 

( Footnot e continued) 
It should also be noted that costs in exces s of rate s 
established by the Secretary can be recognized in excep­
tional circumstances. It was clearly the intent of the 
conferees responsible for the recent amendments to the 
ESRD program under th e Omnibus Budget Reconciliation Act 
that the except ion s process be retained. ' conferenc e 
Report, H. Rep . No. 97-208, 97th Cong ., 1st. Sess. 9 49 
( 1981). Throuc:_ih this process, th e Secretory can ,:ddre'.:,s 
5 i t U c) t i 0 n S \•,': l C r (2 h i ~i h C r C 0 S t S I S U C h a S t h 0 S C Cl ~) S 0 (_' i c1 t_ (' Q 
with providing di a lysi s se rvice s to pediatric puticnts, 
are necessary in the efficient delivery of dialy s is ser ­
vices. 
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We would be pleased to meet with you to ela bora te upon 
the points raised in this letter. 

Sincerely yours, 

PI ' !-\SON, BALL & DO\vD 

/ 

~:a~::J):tf L_____ 
/ >4 

Eugene/Tillman v 
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r.i;,·n") - cnn !>? 111[.'. d11\;;n 
ll1c c11:.t of hr.11Hl: c<nc. 

Ilr ::r ltc !lie c·:ltlc•11cc 
lirrt~ .1 nd 111 oilier cri 1111-
11 i"S ti ;;il r.ovcri1 1111:1it 1·0:1-

~-,:·;:·c<};:::~,. :-: 
r I J •. • r., .·: · .i. ,, 
. l .•.. , . . ,,.-.' ''·"]' 

t·~· ... · .. · _:_:;~; 
t·'. I 1;';'.1i \ ' ":'./, 
_, 1,; ' .; '1 "i .'j 
•I\'' ,. ' .-•\ '\ •• 1~·.:• 'f 
.~ .' ;\\. ;\~. ,~~ :~) ... 
( • I\' \_ ..... ~ J...'.5 
~::ti;;! £~ ·: .. <.-:.··,.•,,·,; l 

l ro l o[ hc:iil l1 care e11cllurnr:cs overuse, 
lirim:s 011t lhc J.ir c-:ny In :;0111c prncr illc n­
ri3 ;.i11: rll:.crrnr;1~:r.s cffici!.'ncy, s0cl;i lizd 
111ed\li11e 's ;idlicrrnt.r; s:!ck to it lll:c kcs to 
li u111'y. 

· i ·i 1; :; n l :i :,· LC' d 11 ~ l1ni.t1 :,· t .1 • { : : c f ~ct { Ii .1 l 
i .. r.1 cd sectors r,i tl 1<' fcdrr;il f!~ln1iii \ li- · 
11;r1il :l:r: idr.;i of 111:iki111: 11 prcifil -- U1t1:; 

r:i1 ·1J11r;11:inr: c0n1;'f'li:1 ,·.:1 11 11d c f:lclcr! •·:,· -­
i :. inn;;cd 011 ·.•11ii1 d\ '., 1:1:. tc . r":cn L\i:·rnr. 
Ti1i; l.c lid is 1n r.~l f;1:i:: li 1'. 111 !lie l1:1rr ;1 111:­
r:1c/ r.: tl11i lk;1.1; !111r:1 l n f I lc11\ll1, Ed tic;, . 
l i\1 ;1 .1 :1'. l \'.'elf.Hr :111d 011 C;1pilol ll i!l ·,·;l:c11 
l i , r; I~- ~ ii t~ i<; Ji C :1lll 1 !.' ;1 1 C. 

~'.11 r h Is 111:i •l1 ~ n f !lie .1vcr,1):c 111 cn:1 1" nf 
d11r (r1rs n1i<I tlii: p1 ofits (>[ dru1: r.c:i111 .>id1·:;._ 
Till' 1,:,~ .1 l1 1,1t 111iy llo ·l:1 1:1 hc ;d\11 ca1 c 111l1:hl 
11 .. 1kc ;;i011cy frn111 tl11~ ~.icl\llcss of o tl:t:rs is 
cr:midf'rcd by ll\:111:; in the prec inct s of 
i:•n-crn,ncnl ;-_c; i11111wrJI. 

'\. 

1. 

\'rl. ;i :.c;ilc 11 10: IC'\ fur n 11 ~ll(Jl1:1\ llr. ,1ltll 
p rn1: r:i:n :ilrr:tdy in c~:l !; l c11N'. fur f lve yr.:1rs 
:, l\\1<.·1~ ll1;1t th.~ pr('\·ld( ·rs c!111 111:il1< ! n pr11fil 
11 I Id :, ; I \' 1: ( I, C ,:~ <.I \' CI 111 11 :~ ll [ !ii I) 11 c J' J l [ }i () 
~:~t l~t(: l i1111~ . 

Tl1i '; pn";1;1rn i11 \-.>i•·r;; pc0plc \':i ll! Lid­
JH"/ p111hlc:11;, (: pr.-c ific nlly, !i1w.r. s11[fc 1 i11g 
f rn111 kld111;y L:ilurc or "c11J -o l:igc r c11.1l 
di sc .1 :. c" - J-:~;r: D) . 111cro nm l1·;0 w:iy~ lo 
11 e;il tl1~ tll~r';1 :; r.; lr:1nsp ln1:l t l:c ldd11 c y or 
1: ~1 !lit!•lll'.li di;ily'.,i:., 11 ~ l11G 11 11 n tllf\ ci:il Lid· 
r:L'Y J1l.1<'ili11 ( ~ ll 11 cc li11i..'s a w1:cl,. fl'ust pa­
t l c ri ts .1rc un ,1!.Jle to undcrr,o 
!r:1n '.· t'l.111l; 1l in11, so they i~ iu:;l rely on di;1l­
Y'.: l S 

In t\1'/:'l, Cw1 r: ress ckciucd to co\'C'l' F.SllD 
pr1tlrr.t 'i under ~. f,: :Jl rnrc, r cgr.rJ i c~s o( il .t~c. 
Til: ~:. l) ;r: y crc .1 tcd ~iic l\rst coi11p1 r. hc:islvc 
11 :ti I (1: J.1 l li c ;i: l h Cl re l' r 0 ;;r :: 111. ll J 5 i' 11 
c:-: !"" '1 ": "-1' 0 1! t'. In t!i e l:i<l fi~;:.:,11 yc:'.r :;0111n 
:i 1.1 1:);1 pl it 11ts \'.'•'re trc :itcrl at n co:.L of 
:1:; ;n 111illi1>11 ;i11d l ltr: co:; t will sou;1 r,1> over 
r.1 lJ\!litlll .'.1 yc:ir. . 

ll i;, :1l t lil:c; pili11l tl1 :1l :1 kw k~::r.r:'.; r:i;1 
lie lc:ir11vd fv r f11l :1 rc con'.· idcr:1tlo11 i11 l l'.~~ 

;: 1~:il l l 1 r-.1r1i tleli:1 !r.. ;, .1nwri nc. ei ther 011 
(';1p d1-l ;:ill ur i1 1 lJ 1,' pr' .. 'S'i, d i::·:n.,·c rcd tli~,t 
tl: crc .. ·. 1·rc ii few p1 i·;:1l1~ flr: 1 1:> ii1\·oh·c.I In 
p;·r.-:it! i11r: rl l:tl·:;.is lr r·:1 l:n1·n! ll nd 1~r lid s 
l' ro ): I :lll l i1 II'. i d "i 11 J '. I l f I.' r Jl r (' r i L. ,<;: ll i i I' s [1 p­
p 1' , l 1 r d co:i r 1 : 11 il 11 1~ dccl Cl rs 1;1;il'. li: :~ 1llll llr11 1:; 
011 l'. ld 1:~y t rc:11 t ;~c 11 ~ ;; nd a !J i 11. I run lc .. d ly 
LIIJcicd "co;.t c01 1!:1i1111 1c11L" l1~1:is l;illcn, \':.1 s 
p .1:::,ci1. IL \'.'JS .1 i1 :1·~ d :it wil11d1 ;11·:ln1: l<ltl­
llLY p.:!ic11ls fr•.\tll p1 iv:1tc L.ie!l!t ics ;111d 

~ " 
CL C'!lJ-.HU2 Pl~ L_S _?_,_ _ _j l_!..11_~ _JJ!_,. _!_tJ_7 !}_ 

' 

p :i y Inv. f :1 cl l (I i c ~• 0: 1 n "C<' •; t · r c 1:o l c· 11' ' li:1.< I 5 . 

CPn ~l dr~r r~t:1f' r.1-: l s: I ii" l.ll >'. l' ~l 11 :!·: ;1 \i: 
f;1c:ility, Ti:ll \ .. 11·il :.: c• !I; :: t 1·:nrn l1:c, !11·.tl;. 
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:;. f'f !h r: k i.!110y 1 ~1.i ~ rc::l' . y et rrn· i» l' '.l 
011ly c i;:lit ;1c:(,·c11l (I[ 11 11~ 1• rn1: r :1m's r~·:·~ · 

n•1r s. \ ','b ile !lie n\'n: -. ;:·~ cr1:;l o f l'rov\t!i1! .:: 
di •ii v ;; i 1 [ ; I ',1 t; ll u \ t II t II fl (\ 11 l · i' fl ( it' l l t f.'1 1: 11 i l )' 

. ls 11 :-iO . !110 r1vcr.1~:r: · C':inq:c by ~l:1ll rJ11i:l 
r.r cd ie;1! Cn rn Ir, 01 ily 1 l :l ·l. 

N on · p 1 o fl l f; 1-. · 11 l l ! ': -; \ • 1o1· \ d I ;i !~ f lt o s :i 1 n c 
se:n-irr. ns flt.; fnr T t Urll 1•11rs cli.11 ).;0 t he 
j.:'.IWCrlllllC'lll ll'i lll l!C li fl <; ::l1JU. [11 1'.Cll" r.11 , 
!Ile rc c•.i rJ '..kll'>5, l11·) for -pr uflt L1c ill llrs 
hn\'C hr. en pc r frm11l11i: U! ,11:;:;\!; (o r ~:i-lo­
J:1% le~~ !h;111 el!i1cr 11011-profi t outfits or 
!ho bovc rrn11c11l. · · : . 1 

1 • 

Dc;,pl l o the f;:ct !:~ n: ::i c;:rc Nsl~ lrn\'c 
f: o t 10 ll p r, :i i1 ·: ; i ~ I '. c of l :1 1:-C- 3 y c ;i r, l li c J1 t l­
\' ;i l c Cl•S (S \11 !! 11 5 r 1!' )'.r :1 1'1l l1:1rn ~:one llj l :1t 
;-. JH: r rn plf ;1 1 :llt Clf (\ Jiiy ':'.':'c :J incr. It l ! q : ~. 11. 

It Is 11rr.1J;,lily I ii:! 01: ly 1_:x :'ln plc of C''Sl -cn 11-
!~ i 1::11cl\l !11 r u·;L·r111 11L· 11l -fu 1.1m:ct.1 !t t·Dllh 
C ~Ir 1:~. 

][ . E . \ '.'. I rt 1 :· c .' \ i:· 1 ;; [ .<; ;i r .~ fl r,, •; I 11 t l : r; 1 · 1 <'<: • 

~.»;o f r r "n il i11;'. f: 1'.: rr 1:11l:1l in 11:. fc,r tlir Li·l ­
llL·y p i l>J',1;>111. r~ \'C l ic11rc WOUid IC:i •l c::rc 
ll' prc:lid t l1r1t l1:.'; !1·;1d 11( dL)i 111: !It" 11l1\·i.-,11s. 
;:11d u1 i:o1 11,11•.in ;: 1:1r.r r. i11vri l·; c1n1 ·11t ~ 1 y 1:r i ­
v;:tr> c·0:n ;1 ;111 ic:•. I! !-~ \'.' \•: i!i r •>11 1·1·:ll r :'.l 1 ' nil 
)1 ,) "1· In r1 :!:i\·1: l)1<: prnfl l ( : uU:t~ ::u...-11 ;1•, i: :1· 
!1 11::;1 i 1·kdl c.:I C:1rc ni:1 l:c. 

\'.' :t:il clso c~11 y o11 C~TCcl fr u111 :!11 
:q:c; :cy t ll:i l Cl ;1 l L)~e - by i (:; O\'.'ll J1l; Iii ) . 
[.i !1 11 - S7 liilli·m a yc;ir lo f t .1ud . J11il 
\'.' ;1'.. \C? 
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