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 taat no
justification in fact exists. (Exhibit "C"). In essence, HHS
is proposing to give hosbitals a $5 per treatment subsidy

for performing the treatments at a time when private industry
will perfofm 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.




Without competition from private sector,

independent dial?sis 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 tnat tne
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.



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 lignt
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").



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, (Exaibit 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 mecnanism 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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3 EXHIBIT "A"

o WETS

LS, DEPZHRTIHOGT QF HNALTH AND WUMMAN SERVICES
FOR IFMEDIATE RELEASE - Laura Genero (202) 245-6343
Wednesday, hoveamber 25, 1981 (703) 750-0953

Secretary of Health and Human Services Riﬁhard S. Schweiker
announced today that he would propose regulations establishing new rates
of payments to facilities providing kidney dialysis services under
‘Hedicare. Secretary Schweiker stated that "The new rates will significantly
reduce Federal expenditures and encourége 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
receive $128 for each servicg. The same péyment Qou}d be made whether
the dialysis is provided in a facility or at fhe patient's home, thereby
creating an incentive for increased use of less costly home dialysis.

The new regulations will implement provisions in the Omnibus Budget
Reconciliation Act of 1981. lAs 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 dia1y$is services at a facility
or at home and the relative costs of providing services in each settigé.
The proposal also contemplates an exceptions process that would permit
thevpayﬁent of higher rates in unusual circumstances, and includes changes
in methods of physician reimbursement desiéned to increase the use of

home dialysis.

(more)
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M lyeds et s dp e srevided vndor Dodicare to individoals
o Prve ond stege reral disease. In 1530, the program
shovnd approxivately 57,000 patients at a cost to Medicare of about $1.2
billion.

The Department anticipates that the proposed regulations will be

published in Decernber for public coiwnent.
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RE:

EXHIBIT "D"
Sept. 15, 1981

The effect upon ESRD costs of changing the ration of patients
dialyzed in higher cost non-taxpaying institutions to lower

cost taxpaying freestanding units.

The overall cost will be a simple functon of the fraction of treatments
performed in each class of facility and the net price of treatment in
each, so that:
Annual Cost = Rx ((Fh X Ph) + (Fn X Pn) + Fp X (Pp = Tp))
Where: Rx = Treatments per year delivered to ESRD patients
= Price of each treatment
= Fraction of treatments

p
F
T = Tax paid per treatment
h

Subscripts: = hospital

n = non profit free standing

p = for profit free standing
Assume:
a. - Rx = Patients x 1506 treatments per year

47,000 center dialysis patients
Rx = 47,000 x 156 = 7,332,000 center treatments per year

b. Ph = $174/treatment originally but may or may not decrease

C Pn = PD = 3138 originally but increases to $148/treatment

d Tp =1/2 (Pp = Cp) where C = Cost = $130/treatment

e. Fh = .5 initially and changes by: Fh =1 - (Fp + Fﬂ)

f. Fn = .24 x .50 = .12 and is constant (24% of free standing units
are non-profit)

g Fp = .76 x .50 = .38 originally and fluctuates in this model

The current diaiysis costs are estimated to be:
Cost = 7;332,000 (0.50 x $174 + 0.12 x 3138 + 0.38 (8133 - $4)
= $1132.65 million
and the cost table which results from patient movement between hospitals

and for profit free standing units is:




Total Cost (millions)

fﬁ fp Hospital Rate Hospital Rate Savings (millions)

~ % $174 _ $ 160

85 3 1235.3 (87.35)

80 8 1220.63 (73.32)

75 13 1205. 99 (58.66)

70 18 1191. 30 (43.99) Ee
65 23  1176.64 (29.33) e
60 28 1161.98 | (14.67) $138
55 33 1147. 31 (16.15) |

50 38 1132.65

45 43 T&2.55 |  1096.35 50.96
40 48 1129.7 ~1088.65 58.66
35 53 1116.88 1080. 96 66.35

30 58 1104.05 1073.26 . 74.05 Screer.
25 63 1081.22 1065. 55 81.76 ,

20 68 1078.39 1057.86 89.45 e
15 73 1065. 56 1050.16 - 97.15 o
10 78 1052.73 ©1082.46 104.85 $148
5 83 1039. 90 1034.70 112.61 |

0 88 1027.06 1027.67 120.24

Box in Fh and Fp columns shows existing ratios and current cost estimates

If only 25% (down from 50%) remain in high cost hospitais with a rate
of $174/treatment, $41.4 million would be saved. If the effective
hospital rate falls to $160, $81.76 mi]]ionvfou1d be saved. Eighty

percent of this value is 565.4‘mi11ion.

If the screen remains 3138 per treatment, there will be a 2. % increase

in ESRD dialysis costs for each 10% movement of patients to hospitals.
If the screen is increased to $148 per treatment while hospital costs
remain unchanged, the break even point will occur after approximately
a 7% shift and a savings of approximately 2.3% will te reaiized for

each 10% patient shift thereafter. 1If hospital cost falls to $1£0




there is an immediate savings of $28.6 million when the screen is set

at 3148.

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

of $72.6 million.




L TEnG EXHIBIT "E"

Notional Medical Care, Ine,
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GI7-/02-1200

Loz Dr. C. L. liampers
From: Adurvay dathews
Date: December 1, 19381

Re: Implications of $128 Base Rate Structure

As you have requestoed, we have reviewed the implications to
our continucd opcrations of the implementation of a $123
basc rate roimburscment structure. We nave ospanaed
analyses previously furnished to you to include the oficct
of the 1980 arca wage index, carnings derived {rom acute and
ancillary revenues, and the profits carnced by owur Llfoecnem
labovratory subsidiary and Urika supply subsidiarvy. ‘The
results of tnat analysis arce as follows:

1. Attached is a listing of 51 [acilities sorvicing
approximately 2,200 patients whose continued
operation would be scriously threatened by the
implementation ol such a rate stiructurce as tne
listed faclilitics would fail to return to us
the cost, including a financing charge at 15%,
of owning them.

2. The 2,200 patients treated at these facilities
would in all probability be transicerred in an
ordoerly fasnion, coordinatced with HCFPA, to a
hospltal setting. We belicve that the estimated
incrcmental cost to the progrvanm of providing
those 311,000 treatments in a haospital sotting

would be apwvroximately $12i1 at the commonly accepted

$17+ cost per treatment in hospital.
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- EXHIBIT "p"

The Effect of Corporate Tax Payments on the ESRD Program

Efforts 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 hospitals and non-hospitals the same
rate per treatment, thus maximizing efficiency and promoting
savings through competition. This approach hasvworked
successfully in this program previously. ‘The projected

savings from this proposal would be $90 million annually.

If this apprdach 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 ﬁheir treatments at a high cost ($174.

per treatment hospital) faéility who will shift to a lower
cost facility. It is anticipgted that a fate of approximately

$141 per treatment will be set for all treatments.

The point which has been heretofore disregarded, but wiich
is a real budgetary consideration in this program is the effect

of taxes paid by proprietary institutions. Most (75%)




of the low cost facilities are tax paying institutions. The

transfer of patients will
non-profit facilities who
budgetary projections are

25% of patients from high

Proprietary institutions currently pay approximately $6-—

either be to those facilities or to
chose to accept the lower rate. The
based upon a transfer of approximately

cost to low cost facilities.

e

per treatment in federal income taxes. This means that

approximately $22,000,000

government from treatment

in revenue is returned to the federal

payments made to proprietary

facilities. If the budget projections for the Single payment

proposal are correct and there is a 25% snift 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

has not been adopted in the past,

certainly the converse has. If the proprietary facilities

were removed from the program, this would unguestionably

ircrease program costs in

real dollars‘from the tax dollars

*NOTE: At a rate of $141 per trecatment, proprietary institutions
would likely pay approximately $7 per treatment in income taxes,
thus returning between $10,000,300 and $12,000,000 in revenue,

as opposed to between $8.25 and $11 million.



lost. This fact has been recognized in other arcas. In
the ESRD program, since the revenue comes almost exclusively
from the federal government, it seems prudent to include the

tax revenuc returned as an acceptable budgel saving item.

Indeed, this 1s consistent with the philosopiny of the Administration
to generate increased revenue for the budget without increasing
taxes. In this program, that goal can be achieved and will

be acnieved by encouraging treatments at tax paying facilities,
which 1s accomplished by paying all types of facilities the

same rate. There 1s no reason not to recognize that fact when

calculating budget savings.
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Novoember 13, 1981

Constantine L. babpers, M.D.
Chalrvinan, Lostd ol Dlirectors
National Medical Cave, Inc.
50tn Floor fancock 1ower

200 Clarcnaon Strcecet

Boston, Mascachusect (02116

.
Re: Proposoa kegulations to Implesent Scocrron 2145 of
Ltne Omnibus keconciliation Act of 19381 .

Dear Dr. Hampers

You neve askea Ehndlb we aavise ;o0 wheinor , anag unaer
whnat clrcumstances, tne Medicare statute, as anendod by Section
2415 ol the CGanibus Roeconcilliation Act Of 19381, contewmprates a
diftferential in the ratcs of prospective relmburscnent tor
hospiltal &and inacpenadent ouctpatilont 01alysis.

s you know, Section 2145 SL the OCanibus Reconciliation
Act or 1%l acas sSccetion Juol (b) (7 to the Soclal Securlity Act.
P.L. 97-35, %2145 (1981) 'That now sectilon reqguires thoe
Department of Hoaluh and Liwnan Services Lo 1osue roejulatlons
establishing a method (or methoas) for the procpective
octerininaction of providger reimnburscuent nnaer Lae deaicare Part B
ESRD program. we understand that the Poepartment 1s in the
process ol preporlng proposca regulations to timplowent Section

legl(bL)y (7).

L0 ool love tnat, unucer Lhe Hedlcaere statute as amendea:

1. Althiougn prospective vreimbursoment rates Lor both
nospeitul-btasea ana incelendent ouxgaij‘“ FSRD
facilitices arce Lo be geparately doteriinea, both
Voates sl ot ltocu bt i fierent G Tiveery ot

Glalysis soaavices Lo patilonts,
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Lol 1] X .
,Lr)n,.t,uvnlun Lo it o, LD,

Noveaber L3, 19ul
Fage 2
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N

the bosic hemodialysis service

rOviIaed

by

nospital-based and independent oulpatient

Lacalities 1s 1dentical.

3, Accordingly, to Lhe extent tne
proviaoe for any diricionce in
Dursoanent for the provision of

Chiv w0 Ly ol faciliticos,

only e jJustificd to the exton

prrojpoced
Lhice tawe

Lhd saane
ETCR SRR I O
L porsuas

acdioncrrares Lthat facrLors noecosSserily o

operation of the facility by a hespital which

dlrectly 1ncrcase the cost of

v
Ol

soervice by

Lineoe

Can

cgulations
o

L et

1ve covidence
in tne

nhoere

erirclently proviaing

outpationt dlalysis services over the c

Lroviialng the same services in
facility.

an  lndoependont

ost of

4. Fvidonce that hocpirtal buascd outpaticnt dilalysis
trcatment pgreseontly i1ncur higher costs

suLtfi1cicnt to meel Lh1s puracn

z Rather

be persuacsive cvidence that the highor

incurted by hospital bascd fac

1li1tics ¢

cllninatea by ceflicient nmaenagement hoeca
foctors 1nncrent in, and unlyue vo, the

setting .

we belicve Lonls construction to be
statute ana 1ts policy. Scoction 1881(b)(7)
Secretary ol lealth ana tiuman Scervices to "

Can) 20 11oa

roguires

for & method (or mothods) for determining propsective

payments for dlalysic scrvices.  The prospec
establishea by use of a "single coimposite we
boeth ifacrlity and howc-Laesnd carce, and must

"the mix of paticnts who roeceive dialysis oo
Or &t home ana the rolatlive coses ol provial
facility-pased and homc-based settinus.  The

rive rate
ighted fo
tare 1nto

ng ... services'

Secretar

1$ not

tnere

CouLLs

oula not

use ol
Hospl

musc

tal

by the

Lhe

Iy" (s1c)

15 to
Laula”

be
for

account
rvices in a facility

yonust

in

seratately cetaplish conposite formulas for hooltal-taesed ana
for 1oderonavnt dialysis facilities. That the basic purpose of

sSectioun 1

"‘l
himodialysia services 1s desonatratea Ly the

L6,

Secratary of bt vewor tu o establisn an aludd
reivourscs.at dL Yoot itod analysis” reveais
meetica "war b oson e cirecitvd by chegur e b

(0)(7) 15 to =@ecure tie etfilcient celivery ot

gr.ant to the
Neto wivihod ol
Vloa L oalitor
el i e e it wd el v

dialysis svrvic: s aona will provide agreatoer tneent ives tor
Bpiiasi s suppeliea)

"

Increased Use oL howe dlalysils tolvices., (v

Section 1d81(b)(7)'s provision for
of prosgpecuive reimoursonaont retes for hogspsl

Selarate

tal Lasoa

calculation

ahid

independent facilities, does not require a difiteorential In

. b
1§

ey

a4

the

¢

ne

proviae by rogulation

5
J

L
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Constantaine Lo langa 5, N.D.
Lovomber 13, 19nl
Paye 3

rates ol reimburscnent rcachea by these scparate calculatlions
Nowiiere does the statute create a presuiption that hospitals are
cnuitled Lo a hicner rate of rceimourscment than Indcpeondent
facilitics providing the saine services. Hor does thoe amendment
alter tne Heaglcare statute's comnitnent to dnnuring the most
eliiclient and ceonowical delivery or renal dialysis services
Poscible consiouent wich wne provision ol qualaity cave. Indeea,
1t strenglhoens tnatl commitment.

Sectlon 13
amcnacd by Secuion 7
1lysl, alrects tne Scec
ESRD program, to

b)(2)(B) ot the Social Cecurity act, as
5 of the Omwnibus weconciliation Act of
rctary, witn respect to the Medicare Part D

L
L4

.
"proscrioe in regulations any metinods and
procoegures to ... (11) determine, on a
cest-rolatcu or ouher cconomlcal sina
caultable bLasis (1nc‘ud1n3 uh,'ufgl
GULNUL 120G unacr Section 16l (v))“ ana
consistent with any regulations
promulyated unaer navagraph (7)), thoe
amounts ol payinents Lo be wade Lor ptart b

crvices furnishea by proviaers ona
de]IlLl““ to such individuals." 42
U.5.C. §1355rr(b)(2)(b) (crphasis
suppliea).

Suction louvl(v), which is specifically relevrenced in
Section 1¢81(b) (2) above, directs the Scecretary to exclude from
reasoneble cost "eny part of incurrea cost found to be unneces-
sary in the cificicent delivery of nceded health services." 42
U.5.C. §1395x(v)(Ll)(A). rna as nutcd above, Section 1681 (b)(7)
ltenll encourages the Secrotary to ndopt an alternate wmethod or

methoas of der Clinlndig prospective relmburscoment for dialysis
services if he finds an approach whlcn will:

"mure wiloetively wncuurng_;@vv'urv
IllLILHE HL[]VE[)UGE‘a{31YSiS SOLVICeS
Gna Wil loprovide groater dnccntzv‘s for
Inereds a g0 of boeae dialysis o tvices
A THL BB ane sl b wor ot
Ljhtea Couvmulaz.” (omphasis sap: Licd)
his conitiius toe aroiters' dncent that Lhe Sectr bary »oteblich a

methoa of prosgoective relimbursoment which will cifectively assure
the cconomical aelivery of scrvices

42 U.S.C. §1385x(v) .
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Conttantane Lo iianget s, D,

November 13, 199l
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Thus, the provaiscion ol reimburcoment based on efificicnt
costs 1S an overriding concern of the Roedicare statute, and of
1Ls FORD provisions.  Roth hospical-basco outpaticnt dialysis and
dialysis services provided by independent facilitics must ineet
this test.  bBocousne tne basic dialysis services provided by
Independent facilities and by hospitals on an outpaticont basis
arc identical, any diitcerential an the jrospoeculve rate can bo
Justificd only Ly persuasive evidence that diifotences in cost
inhere in whe neture ol tne two types of facilities. iwidence
that hospitals typically pay more for personnel or to procure
supplies ana cyuilpaent woula noo mecet tnls test. here hespitals
and inacpenacent facilities have the same opportunity to achieve
efficiency, and nospitals have not on wverage agone s$o, neither
tne ultimate raees cswablished, nor the calculation used to reach
trem, shoulo Incorporate a winafall penefit to hospital providers
basca solely on their ineffliciency.

i
L

we nave roeviewea the recent article whiich Lou publisned,
together witn Dr. Fdmund G. Lowric oi (he Kidney Conter, In the
Auvgust 1csue ol Tne Wow Bnoland Journal ol dMedicine and suracly.

The article aononstraces that in inflation-aajusted veal terms
the averaue onnual cosc por patient of dialysio treatment
declined nationally from $14,395 in 1974 to $12,212 in 1979, due
largely, anag porbaps entively, vo the ctficicencies achiocved by
independent dialysis [acilities. The avrticle ulso acwmonstrates
from nCHA data (see Table 2) that there are no clinically
important dilferences between the patients recelving outpatient
dlalysls services 1n hostitals and those recciving services in
independent lacilitices. il anything, the patients served by
indepenagent tacilitics zppear, bocause of thelr age, race and

\

discase chavacteristics, to be at greater medical risk.
To our knewledye, and 1n the face of this cvidonce,
there appears to be an absence of the cvidence neocessary to
Justliy hlauner co<rs and a hlgner relnroursoment rate for
hozplitals bhazed on the Characteristics or thelr gatlonts.
Inciticicncics 1in tne usce ol personncel, In pLrocurcment or 1n
cimilar greas cannot justily a rate difdferential.  Only the
lacnciticavion of @t cilic costs that aeply nntcuecly to eolftcilent
provision of cutpaticnt dialysis in o bospital selling can ao

b
50O .

Yory Lraly Laadt 8,

/7 ; )
,‘/‘/«.CQ___ Ca—yeq’ / B "W
dnLE AND DORR
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ROF D.C.oan

Carolyne K. Davis, Ph.D.,
Administrator . '

Health Care Financing Administration

200 Independence Avenue, ‘S.W. ”

Washington, D.C. 20201

Dear Dr. Davis:

We write on behalf of Community Psychiatric Centers which
operates 37 freestanding facilities across the United States
that provide hemodialysis services for patlents with "end stage
renal disease (ESRD). We understand that the Department of
Health and Human Services (HHS) is currently considering options
for 1mplementatlon of the provisions on reimbursement of dialysis
services under the Omnibus Budget Reconciliation Act of 1981
(Pub. L. No. 97-35, § 2145 (1981)). We submit the following
comments in support of our legal conclusion that, under the
amended statute, the Secretary of HHS may establish formulae
that linit the differential between hospital and independent
facility rates to variations in costs that exist for reasons
other than relative efficiency, i.e., variations that cannot be
eliminated through more efficient operations. To accomplish
this result, the Secretary may afford different wvelght to
comparable klnds of costs incurred by hospitals and independent
facilities so as to exclude from reimbursement costs found to be
unnecessary in the efficient delivery of dialysis services. 1In
fact, since the Secretary must establish rates that encourage
efficiency, we believe this approach is mandated.

BACKGROUND OF THE ESRD PROGRAM

Section 2991 of the Social Security Amendments of 1972
(Pub. L. No. 92-603) amended title II of the Social Security
Act to provide that fully or currently insured individuals
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Carolyne K. Davis, Ph.D.
October 15, 1981
Page Two

under Social Security (and their dependents) with chronic renal
disease would be considered disabled for purposes of coverage
under parts A and B of Medicare. 42 U.S.C. § 426(e) (1972). */
This change in the law has resulted in nearly universal coverage
for chronic maintenance dialysis services under the Medicare
program.

Since 1974, the Medicare program has used a national
"screen" of $138 to limit payment for dialysis services.
Hospitals are paid the lower of their costs or the screen.
Independent facilities receive the lower of their charges or
the screen. Hospitals and independent facilities may also
request exceptions to the screen as a result of higher costs.
However, while nearly half of the hospitals that provide
dialysis services operate under an exception, exceptions for
independent facilities are extremely rare. According to data
recently compiled by the Health Care Financing Administration
(HCFA), the average payment for dialysis services in hospitals

is $159, and the average payment in independent facilities is
$138.

Following several years of rapid growth in the ESRD pro-
gram, Congress enacted legislation in 1978 which, among other
things, directed the Secretary of HHS to develop incentive
reimbursement methods for dialysis services. (Pub. L. No.
95-292, § 2 (1978).) The 1978 legislation added a new section
1881(b)(2)(B)(ii) to the Social Security Act requiring the
Secretary to develop regulations for determining payment for
dialysis services "on a cost-related basis or other economical
and equitable basis...." 42 U.S.C. § 1395rr(b)(2)(B)(ii)
(1978). The statute further provided that " [s]uch regulations
shall provide for implementation of appropriate incentives for
encouraging more efficient and effective delivery of scrvices
{consistent with guality of care)...." 42 U.S.C. § 1395rr(b)(2)
(B) (1978).

On September 26, 1980, HHS published a notice of proposed
rulemaking to implement the incentive reimbursement provisions.
45 Fed. Rec. 64008-14. However, the Secretary of HHS never
promulgated final regulations following this proposal.

*/ The provisions on Medicare coverage for individuals with
ESRD were subsequently transferred to 42 U.S.C. § 426A
by Pub. L. No. 95-292, § 1 (1978).
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DISCUSSION OF SECTION 2145

Section 2145 of Pub., L. No. 97-35 establishes a new
paragraph (7) under section 1881(b) of the Medicare statute.
42 U.s.C. § 1395rr(b)(7). This provision governs payment
for renal dialysis scrvices. 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 1881(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 1881(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 1881(b)(2)(B)(ii) which requires the
Secretary to

prescribe in regulations any methods and
procedures to ... (1i) determine, on a cost
related or other economical and eguitable
basis (including any basis authorized under
section 1861(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.*/

’nis section directs the Secretary to utilize economical bases
for establishing payment rates and specifically inccrporates
the principles in section 1861(v) as additional authority for
setting payment rates. Under section 1861(v)(1)(A), the

b 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 parameters
of reasonable cost. The Secretary is specifically reguired to
exclude from a provider's actual costs "any part of incurred
cost found to be unnecessary in the efficient delivery of needed
health services." 42 U.S.C. § 1395x(v)(1l)(A). In order to
implement this mandate, the statute authorizes the Sccretary

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 specific items or services or groups

of items or services recognized as reasonable....

42 U.S.C. § 1395x(v)(1)(A). Further, the regulations "may
provide for using different methods in different circumstances"
to calculate reasonable cost. 42 U.S.C. § 1395x(v)(1l)(A).

Thus, under 1861(v), which is incorporated by rcference
in section 1881(b), the Secretary has broad authority to define
cost and to exclude costs that result from inefficiency. For
example, under this authority, the Secretary has adopted limits
on costs for various classes of providers. The methodologies
utilized by the Secretary to define the scope of inefficiency
have varied based upon the factors present in each case.
Therefore, to the extent not otherwise precluded under section
1881(b), the Secretary would have authority to establish dif-
ferent payment methods for hospitals and independent facilities
that take into account their efficiencies in providing dialysis
services to Medicare beneficiaries.

The one remaining issue is whether anything in section
1881(b)(7) would preclude this result. We would submit
that, to the contrary, this section requires the Secretary to
consider efficiency in setting payment rates.

While section 1881(b)(7) requires the Secretary to estab-
lish separate formulae for hospitals and independent facilities,
there is no requirement that the formulae developed by the
Secretary be uniform. Congress could easily have imposed such
a requirement upon the Secretary but chose instead to mandate
only separate formulae based upon an assessment of the costs of
the two types of providers. The statute leaves to the Secre-
tary's discretion the application of the two formulae and the
determination cof how each type of provider will be reimbursed
for dialysis services.
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Moreover, section 1881(b)(7) itself imposes the require-
ment that payments be based upon methodologies that encouraqe
efficiency. First, as noted above, paragraph (7) must be read
in conjunction with sections 1881(b)(2)(B)(ii) and 1861(v) which
require the Secretary to base the determination of rates for
dialysis services on considerations of economy and cfficiency.
Secondly, the alternative method authorized by paragraph (7)
specifies that it is to be applied if the Sccretary 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 1881(b) and 1861(v) to exclude those portions of cost for
each class of provider that are found to be unnecessary in
the efficient delivery of dialysis services. For example, 1in
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 Sccretary should determine the appropriate
labor costs for providing dialysis services 1in hospiltals and
independent facilities and exclude from recognition those costs
that are unreasonable. To the extent that no probative evidence
exists showing that the higher labor costs in hospitals are
necessary for the efficient delivery of services, it would
be inappropriate for the Secretary to construct a hospital rate
formula recognizing those costs. */

!

*/ Compliance with requirements imposed by the government
could justify higher costs. In this regard, HCFA has
found that, as a result of the Medicare cost allocation
process, hospitals incur higher overhead costs than in-
dependent facilities. We understand that this difference
in cost is between $1 and $4 per treatment.
(Footnote continued)
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CONCLUSION

There 1s no basils in the amended statute or in its legisla-

tive history for the conclusion that one reimbursement formula
must be uniformly applied to hospital and independent facility
costs. Indeed, uniformity would be prohibited unless uniform

application would encourage the efficient delivery of services
in both classes of provider. 1In order to satisfy the statute,

we believe the the Secretary must develop methods for payment
of dialysis services which exclude those costs that are

unnecessary in the efficient delivery of services. Wwhile
the Secretary is dirkcted to, develop sceparate formulae for
hospitals and independent facilities, he retains full discre-

tion to define those costs that will be recognized in applying
the formulae. Thus, if all or a 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 intent to establish separate formulae
while retaining the Secretary's authority to limit any differ-
ential in the rates to variations in costs that exist for
reasons other than relative efficiency.

(Footnote continued)

It should also be noted that costs in excess of rates
established by the Secretary can be recognized 1in excep-
tional circumstances. It was clearly the intent of the
conferees responsible for the recent amendments to the
ESRD program under the Omnibus Budget Reconciliation Act
that the exceptions process be retained. 'Conference
Report, H. Rep. No. 97-208, 97th Cong., lst. Sess. 949
(1981). Through this process, the Secretary can address
situations where hicher costs, such as those associated
with providing dialysis services to pediatric patients,
are necessary 1in the efficient delivery of dialysis ser-
vices.
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We would be pleased to meet with you to elaborate upon
the points raised in this letter.

Sincerely yours,

PIERSON, BALL & DOWD
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Lie a {ly in amber, the ldea that more
government s tiie cure, nol thae cause, of
infiation secms never to change with the
pyassaje of e, ‘The sama
scems true of the notion
ihat povernment — by way
ol soclallzed mcedicine
("national  heaith  insur-
ancn’) — can brlng down
the cost of heaitl care.
Desplte the evldence
here and in other coun-
frirs that Foverument con-
trel of heaithh care encourares averuse,
brings out the larceny In seme practitien-
ers and discourages efficiency, soclalized
medicine's adherents stick to it ke bees to
honey. x

‘ihis may Le due parlly to'the fact that
v moit sectors of the federal estaliish-
nmient the idea of making a profit -—— thus
cavonra;ing conpetition and effleleney ——
15 dnoked on wain distaste, even horror.
Tuts Lellef is mos( fanatic In the ureane-
EACY €1 Un‘ Depattment of Health, Educa-
tion and Weifare and on Capitol Hl‘l when
e zsue is health care.

Soch bs made of the averape Incomea of
dactors and the profits of drug compantes.
Tie nea that snybody tn bealth cave mipht
wake snoney from the sickness of others s
censideced by many in the precincls of
governiment as nnnoral.
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Yet, a «wale model for a pattonal health
propram already in exdstenee for flve years
shosws that the providers ean make a profit
and save thic government money at the
sarce tme,

This proceam invoives people with kid-
ney problems (cpecificaily, those suffering
f[tom klduey failure or “end-stage renal
disease” — BSHRD). Thero are Lwvo ways Lo
treal the disease; transplant the kddney or
#o throueh dialysis, using en artificial ktd-
ney machine thnee times a weel Most pa-
ticnts ar¢e unable to undergo
transphatation, so they ...m& rcly on dial-
yeis. :
C In 1073, Congress decided to cover ESRD
patients undcr Medlcare, rererdless of age.
Thus they created tiie first comprehensive
natlonal health care pregram. It is an

cxproaave one. In the lact fiseal year some
34000 patients were treated at a cost of
1540 mition and the cost will soon o over
£1 billion a year. )

It 15 at this point that a fow lessens can
be learned for future considderation in the
nealth earo debate. Someane, ceither on
Capitel TH or 1o the press, dizzoverced that
theve wore a few private firms fivolved in
praviding dlalvsis {reatinent under this
progiam and doing U for profil Stoiies ap-
peared concerntnge dectors makdng mtlllons
on kldney treatinent and a bill, fronleally
Tabeled “cost contatnment” tepislation, was
passed. IL was aimed at withdiawing idd-
ney paticnts from private facititics and

¢

30, 1978

s 115

payiny facilitics ona "cost-related’ basls,
Constder rome facts: tho Iaryest private
(acility, Malional Moedicoal Cnve T, treats
17% of the Kilney paticnts, yel reccives
only cliht percent of the propram's reve.
naes. Vhife the averaye cost of providing:
dinlysis treatinent st an out-patient factity
tho averape charpe by Matlenel
Liedical Cara fs only 134, .,
Mon-proflt factlitizs providing the same
scivice as the for-profit ones chargo the
government as miich as ¢300. In general,
the reeord shows, the for-profit faciltlies
have heen performing dlalysls {or 25-lo-
35% less than elther non-pro(it outfits or
tho government, -+ . g v
Desplte the fact boaith care cosls have
frons up an avispe of 155% a year, the put-
vile costs [n tas propram heva gone up at
a per enplla rate of only 29 sinee [t began,
It §s prebably the only exomple of cost-con-
tatnment fn governmenthnanced  health
cace,
LA hureavsrals are now In the jioc-
ossof rewriting the resnlations for the Kidl-
ney program. Dxperlence would lead cue

Lo predict that festead of doinge the abvlous,

cud cncoutaging macre invalyement by pri-
vate companies, HE W will concentrate on
how Lo reduce the proflt cutfils cuch as fia-
{ron Medleal Care muake.

Vhal else con you expect from an
epency that can lose — by ils own adaiis-
sien — 37 Lillion a year to fraud. sl
vaste?
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