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Executive summary

Cancer hospitalsclaim they do not fare aswell asmost other classes of hospitalsunder the new
prospective payment system (PPS) for outpatient services, even after accounting for the provisions
mandated by the Balanced Budget Refinement Act of 1999 (BBRA), such asthe permanent hold-
harmless payment statusfor cancer hospitals. We cannot determinewhether paymentsunder the new
outpatient PPS adequately cover the costs of cancer hospitals because claimsdatafor the post-PPS
period arenot available. However, some evidence rai ses questions about the appropriateness of the
payment system for cancer hospital sbecause of the narrower mix of servicesthey deliver compared
with non-specialty hospitals. Inaddition, cancer hospitalscannot offset outpatient |osseswith inpatient
revenuesaseasily asnon-speciaty hospitalscan. Beneficiaries accesstothesefacilitiescould
ultimately be affected if outpatient paymentsare not appropriate; consequently, the Commission
recommendsthat the hol d-harmless provision mandated by the BBRA continue until datafrom the
outpatient PPS period can be analyzed.
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RECOMMENDATI ON

Until better dataare avail able, the Congress should maintain the current hol d-
harmlessprovisonfor payment for outpatient servicesin cancer hospitals.

* YES: 13 * NO: 0 - NOT VOTING: 0 - ABSENT: 4

*COMMISSIONERS’ VOTING RESULTS




In August 2000, the Health Care Financing Administration (HCFA, now renamed the Centersfor
Medicareand Medicaid Services(CM S)) began using aprospective payment system (PPS) for
outpatient services. Theintroduction of the outpatient PPS (OPPS) generated considerable concern
among the 11 freestanding cancer hospitalsand their advocates.! Their concern stemsfrom the OPPS
paying predetermined rates (based on median costs) for servicesprovided by all hospitals (seetext box
| for additional description of the OPPS design). The cancer hospital s sought specia treatment under
the OPPS, arguing that they have adifferent cost structure because:

* they provideauniqueset of servicesthat ismoreintensiveand costly than smilar servicesprovidedin
most other hospitals;

* they provideamorelimited mix of services, which decreasestheir ability to balance costs and
paymentsacrossservicelines,

* they serveaunique population that issicker than average (including referred patientswho havefailed
treatment elsewhere); and

» they incur additional costsin devel oping and disseminating new cancer trestments.

The Congressrequested that the M edicare Payment Advisory Commission report onthe
appropriateness of the OPPSfor cancer hospitals. Currently, cancer hospitalsare protected from
losses under the OPPS through ahol d-harmless provision, which pays cancer hospitalsthe greater of
the OPPS amount or what they would have been paid under the pre-OPPS system. Thisprovisionis
permanent for cancer hospitalsand isnot required to be budget neutral.

Thispaper examinesthe appropriateness of the OPPSfor cancer hospitals. First, wereview evidence
onthetypesof servicesthese hospital s provide and the patientsthey treat and find some evidencethat
payments under the PPS may not be accurate for some services offered by cancer hospitals. Second,
wereview evidence on thefinancia performance of cancer hospitalsand find that cancer hospitalsdo
not havethe same ability to offset lossesfrom outpatient serviceswith profitsfrom inpatient services
becausethey are exempt from theinpatient PPS.

Paying for outpatient hospital services in cancer hospitals

The BBRA required that total outpatient paymentsto cancer hospitalsfor covered servicesmust be at
least 100 percent of what they would have been paid under previous payment policy (seetext box on
page 5 for additional description of the methods used to cal cul ate hol d-harmless payments).? |f
outpatient PPS paymentsarelower than they would have been, then additional paymentswill bemade.
No adjustmentswill bemadeif payments derived based on the outpatient PPS are above the pre-PPS
amount.

T Under the Omnibus Reconciliation Act of 1989, the Congress defined cancer hospitals with these criteria: (1) recognized by the National Cancer
Institute as a comprehensive cancer center or clinical cancer research center as of April 1983, (2) organized primarily for cancer research or
treatment, and (3) at least 50 percent of total discharges must have a principal diagnosis of neoplastic disease. Hospitals not meeting these
criteria in 1991 can become cancer hospitals through legislative action.

2 Children’s hospitals are the only other class of hospitals benefiting from a permanent hold-harmless provision.
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Design of the outpatient prospective payment system

hospitalsin providing outpatient careto beneficiariesand is centered on afeeschedule.

Thisapproach letshospitasknow their reimbursement in advance, giving them anincentive
to keep costs bel ow thefee scheduleamount. Servicesdelivered by physiciansand other
professonasarereimbursed separately.

T he outpatient prospective payment system (OPPS) paysfor facility costsincurred by

Classifying services. Under the OPPS, outpatient services are classified into 450 ambulatory
payment classification (APC) groups, which combine servicesthat areclinically smilar and require
comparableresources. Inresponsetothe BBRA, the Centersfor Medicareand Medicaid
Studies(CMS) limited the range of costs between the most and | east expensive servicesinagiven
APC groupto afactor of two: the median cost of the most expensive servicein the group cannot
be more than doublethe median cost of theleast expensive serviceinthegroup, with some
exceptions. Inaddition, CM Shas created aset of new technology APC groupsthat placesnew
servicesinto groups based solely on costs.

Bundleof services. The OPPS providesincentivesto control costs by incorporating payment
for incidenta ancillary servicesand itemsinto the payment amount for agiven service. For
example, payment for surgery covershospitals' costsfor the operating and recovery room,
medical and surgical suppliesusedinthe surgery, anesthesia, and other incidental costs.

Setting payment rates. Payment for aservice under the OPPSisderived from the product of a
measure of the expected resource usefor the service' sAPC group—therelativeweight—and a
factor that trand atestherelativewel ght into adollar amount—the conversonfactor. Therelative
weightsand the conversion factor are based on 1996 cost and charge data. B

By comparison, rura hospitalsare protected through 2002 from the potentially negative effects of
moving to the OPPS, receiving 100 percent of what they would have been paid under previous policy.®
For al other classes of hospitals, transitiond corridor payments partialy offset lossesthey might
experienceasaresult of the OPPSthrough 2004. Theamount of thetransitional corridor payment
varieswith the extent of the difference between OPPS payment levelsand estimates of paymentsunder
prior law, and thetime sinceimplementation of the OPPS. CM S adopted thisdesignto give hospitals
incentivesto achieve costs closer to parity with OPPS payments.*

3 MedPAC recently examined whether special circumstances, including having higher outpatient unit costs and relying more on Medicare and on
outpatient services as sources of revenue, make it difficult for rural hospitals to keep their costs below the payment rates set by the OPPS. The
Commission concluded that rural hospitals are more vulnerable to the financial risks inherent in the OPPS and may have fewer resources available
to manage those risks (MedPAC 2001). Consequently, the Commission recommended that the existing hold-harmless policy for small rural
hospitals be continued until better information on hospitals’ experience with the payment system is available.

4 For adetailed discussion of the corridors, see page 40 of MedPAC's June 2000 report to the Congress.
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Implementing hold-harmless payments for cancer hospitals

cer hospitaswill receiveadditional hold-harmless paymentsif they suffer [ossesunder
the prospective payment system (PPS) for outpatient services. Under thispolicy, all

ospitals must submit claimsand be paid the PPSrates. However, cancer hospitalsthat
would havereceived higher paymentsunder the pre-PPS payment rulesthan they actually receive
under the outpatient PPSwill receive an additiona payment from the Center for Medicareand
Medicaid Services(CMS) to make up thedifference. By making additiona paymentsonly whena
hospita suffersalossunder the PPS, efficiency incentivesaremaintained. Thosehospitalsthat
keep costsbel ow the PPSrateswill keep their gains, those suffering alossare compensated only
uptothelevel of pre-PPS payments, which were based on costs.

By dtatute, theformulafor determining hold-harmless payments (aswell asother transitional
corridor payments) iscurrent year charges reduced to costs, multiplied by apayment-to-cost ratio.
Also by statute, both the cost-to-charge and payment-to-cost ratios used to cal culate hol d-
harmless paymentsare set by CM Shased on 1996 cost reports (exceptionswere madein the
Medicare, Medicaid, and SCHIP BenefitsImprovement Act of 2000 for hospitalswithout 1996
cost reports).

Although thefinal hold-harmless payment amounts are determined when hospitals' cost reportsare
settled, CM Smakesmonthly interim payments based on submitted clams. Asnotedin
MedPAC’sJune 2001 andysisof theimpact of the outpatient PPSon rural hospitals, initia
experiencewith theinterim payments has been mixed, with CM Staking administrative stepsto
respond to providers' concerns.

Anecdotal reportsindicate that theinterim paymentshave beenimportant in protecting some
cancer hospitals' cash flow, athough othersbdievethat local fiscal intermediariesarenot
implementing theminauniformand timely manner. Inaddition, giventhat theinterim paymentsare
based on submitted claims, problemsand delaysin claimsprocessing could affect interim
payments.

Concernshave a so been raised regarding the adequacy of theinterim payment amounts. For
example, in calculating interim payments, CM Spaysonly 85 percent of ahospital’sestimated
interim hol d-harmlessamount to avoid the need to recoup overpayments upon cost report
settlement. Cancer hospitalshave proposed that interim payments be reduced by 5 percent rather
than 15 percent, claiming that thiswould be more consi stent with how they are paid under the
inpatient payment system established by the Tax Equity and Fiscal Responsibility Act of 1982. 1

Applicability of the outpatient payment system to cancer hospitals

Becausethe OPPS pays predetermined ratesfor services, hospitalshave anincentiveto keep costs
below the OPPSratesand are at financial risk if their costsare abovethe OPPSrates. Atissueis
whether the OPPSisappropriateto pay for covered servicesddivered by freestanding cancer hospitals
and whether the existing hold-harmlesspolicy for cancer hospitalsisnecessary.
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To addresstheseissues, the Commission considered whether the current design of the OPPS accounts
for the costsincurred in furnishing outpatient care by cancer hospitals. It appearsthat cancer hospitals
may be disproportionately affected by the OPPSbecause: 1) outpatient revenuesaccount for alarger
proportion of their Medicare payments compared with other hospitas, 2) they provideanarrower mix
of servicescompared with other typesof hospitals, 3) the design of the OPPS may result ininaccurate
paymentsfor adisproportionate share of servicesfurnished by cancer hospitas, 4) they incur higher per
unit coststhan most other typesof hospital's, and 5) they do not have the same ability asmost other
hospital sto offset |ossesfrom outpatient serviceswith inpatient revenues because they areexempt from
theinpatient PPS. Nonetheless, thelack of dataabout the experience of hospitalswiththe OPPSto
date substantialy limitsour ability to draw definitive conclus onsabout the gppropriateness of the OPPS
for cancer hospitals.®

Giventhesefindingsand thefact that dataare not yet available on the experience of cancer hospitalsin
the post-OPPS period:

RECOMMENDATION

Until better data are available, the Congress should maintain the current hold-harmless
provision for payment for outpatient services in cancer hospitals.

Thisrecommendation acknowledgesthe Congress'sconcern about beneficiaries accessto the services
provided by cancer hospitals. It also recognizesthat achangeinthe current policy may be appropriate
after dataare analyzed on cancer hospitals experience under the OPPS. If itisfound that the new
payment system paysappropriately for servicesfurnished by cancer hospitalsand hasnot adversely
affected beneficiary accessto high-quality care, then no adjustmentswould be needed. Onceclaims
dataon the experience of cancer hospitalsunder the OPPS become availabl e, the extent of hold-
harmlesspaymentsto facilitieswill be oneway to assessthe accuracy of outpatient paymentsto cancer
hospitals. A high proportion of hold-harmless paymentsrel ativeto other payments (paymentsfor
servicesin APCs, technology pass-through payments, and outlier payments) might suggest that cancer
hospital s cannot adapt to the OPPS aswell as other classes of hospitalscan. Conversely, alow
proportion of hold-harmless payments might suggest the provisionisnot needed.

Therest of thissection reviewsavailable evidenceregarding cancer hospitals ability to adapt to the
OPPS. Wethen discussthelimitations of the evidence and outlinefuture policy optionsfor the
treatment of cancer hospitalsunder the OPPS.

5 Because CMS found a considerable number of data anomalies in the outpatient claims data for calendar year 2001, these data will not be made
available for analysis any sooner than February 2002.
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Impact of the outpatient PPS

The permanent hold-harmless provision established by the BBRA had asubstantial and positive effect
on outpatient paymentsfor cancer hospitals. Thisconclusionisbased on estimates published by CMS
about theimpact of the OPPS on cancer hospitals before and after the BBRA mandated thisprovision.
CM S estimated that cancer hospitals could lose an average of 32 percent of their revenuesunder the
OPPS before the agency accounted for the hold-harmless provision and other changesrequired by the
BBRA, such as separate paymentsfor certain new technologies (HCFA 1999). By contrast, after
accounting for the hold-harmless provision, CM S estimated that cancer hospitalscould gain an average
of 0.8 percent of their revenues under the OPPSin calendar years 2000 and 2001(HCFA 2000).
Unfortunately, CM Sdid not estimate theimpact of the outpatient PPS on cancer hospital safter
accounting for the other changesrequired by the BBRA but without the hold-harmless provision.

CM S'srecent proposal to modify the OPPSfor servicesfurnished in calendar year 2002 resultsina
small increase (1.2 percent) in paymentsfor cancer hospital sthat iscomparableto the averageincrease
for mgjor teaching hospital s (1.3 percent) but lower than the average increasefor al hospitals (2.3
percent) (CMS2001).°

Different payer and service mix

Overdll, cancer hospita sareless dependent on Medi carethan other hospitals. On average, payments
from Medicareaccounted for 17.7 percent of total paymentsfor cancer hospitalsin 1999. By contrast,
Medicarerevenues accounted for 30.0 percent of total revenuesfor al hospitals, 26.1 percent for
major teaching hospital's, 30.5 percent for other teaching hospitals, and 32.0 percent for non-teaching
hospitalsinthesameyear.

Within Medicare, cancer hospitalstend to provide agreater share of outpatient servicesthan other
hospitals. 1n 1999, Medi care outpatient revenuesfor eight of the cancer hospitals(with fully processed
cost reports) was $80.8 million, accounting for 31.9 percent of their total Medicarerevenues (Table1).
By comparison, Medicare outpatient revenues accounted for 13.8 percent of Medicarerevenuesfor al
hospitals, 11.9 percent for major teaching hospitals, and 12.4 percent for other teaching hospitals.
However, the extent to which cancer hospitalsrely on outpatient serviceswithin Medicare substantially
varied in 1997-1999, ranging from lessthan 20 percent to more than 60 percent.

Asexpected, cancer hospitalstend to provide adifferent mix of outpatient servicesthan do other
classesof hospitals. Categorizing outpatient servicesbased on CM S’ s Berenson-Eggers Type of
Serviceclassification system showsthe different mix of servicesfurnished by cancer hospitalscompared
with other hospitals (Table 2). Not surprisingly, cancer hospital stend to provide more servicesrelated
to chemotherapy and radiation therapy and more clinic and office visitsthan do other classes of
hospitals. Representativesfrom cancer hospital sreport that about 90 percent of their patientstreated
on an outpatient basishave aprimary or secondary diagnosisof cancer (Freestanding Cancer Centers
2001). Conversdly, cancer hospitals outpatient departments have asubstantially smaller proportion of
procedures, particularly major procedures such as coronary angioplasty and orthopedic surgery.

6 This proposed rule includes how CMS will determine a wage adjustment factor to adjust for geographic wage differences, modify the APC groups
and relative weights, and modify the outlier policy for the payment system in calendar year 2002.
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E Medicare outpatient revenue as percentage
of overall Medicare revenue, 1997-1999

Ovutpatient share

Hospital type 1997 1998 1999
Overall 13.6% 13.5% 13.8%
Cancer hospitals 30.4 35.0 31.9
Maijor teaching hospitals 11.4 11.5 11.9
Other teaching hospitals 12.4 12.4 12.4
Non-teaching hospitals 15.5 15.4 15.9

Note:  The 1997 and 1998 values for cancer hospitals are based on the 10 cancer hospitals in operation at that time. The 1999 value is based on only eight
hospitals because two have not had their 1999 cost reports processed, and one was not yet a cancer hospital in 1999. Major teaching hospitals
include facilities in which the ratio of interns and residents to beds exceeds 0.25.

Source: MedPAC analysis of 1997-1999 Medicare cost reports.

Theimpact of differencesin servicemix on cancer hospital s depends on the adequacy of the payment
ratesby typeof service. If paymentsare adequateto cover costsfor all services, therewill beno
differential impact by hospitd type dueto service mix differences. If, however, the

payment-to-cost ratio variesamong the services provided, different typesof hospitalsmay do

better or worse under the OPPS dueto underlying differencesin the services provided.

Certain aspectsof the design of the OPPS may result ininaccurate payment for servicesfrequently
delivered by cancer hospitals. It appearsthat the method CM Sused to establish therelativeweights,
which measurethe expected costliness of aunit in each classification category (APC) compared with
theoverall average costlinessof al units, may result in paymentsnot being accuratefor certain services,
including chemotherapy and radiation therapy, which aremorefrequently provided by cancer hospitals
than by other hospitals(Table2). Specifically, CM Sused only single-procedure claimsto calculatethe
median cost for serviceswithinan APC, which resulted in 55 percent of the outpatient claimsbeing
excluded (HCFA 1998).” CM Sexcluded multiple-procedure claimsto minimizetherisk of improperly
assigning coststo thewrong service. Because of how information wasreported on the pre-OPPS
outpatient claims, itisdifficult to alocate chargesor costsfor packaged itemsand services, such as
anesthesiaand supplies, to aparticul ar servicewhen morethan one significant servicewashilledona
claim. CM Snoted that using single proceduresto compute therelativeweight for servicesthat are not
typicaly billed asasingle procedure (including chemotherapy and radiation therapy) could resultin
payment ratesthat are not accurate for these services (HCFA 1999). Providersaremorelikely to
submit chemotherapy and radiation therapy on multiple procedure billsbecause CM Srequiresthat
providershill for repetitive serviceson amonthly basisor at the conclusion of treatment.

Single-procedure claims are those for which the procedure code to be grouped to an APC is the only code that appears on the bill, other than
incidental services. Multiple-procedure claims included more than one procedure code that could be mapped to an APC. Multiple-procedure bills
were used in the other analyses done by CMS, including the impact analysis.
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E Outpatient service mix by type of hospital, 1999

Percent of payments by type of hospital

Major Other Non-
Service category All Cancer Non-cancer teaching teaching teaching
Evaluation and management 13.8% 17.8% 13.7% 19.0% 12.0% 13.3%
Clinic/office visits 7.3 15.8 7.2 13.5 6.2 6.0
Emergency/critical care 6.3 0.6 6.3 4.8 5.6 7.1
Consultations 0.2 1.3 0.2 0.7 0.1 0.1
Procedures 46.2 33.0 46.3 43.7 49.5 45.0
Maijor procedures 10.6 4.1 10.7 11.2 13.3 8.9
Minor and ambulatory 10.8 7.9 10.8 8.9 10.5 11.5
procedures
Eye procedures and 10.6 0.0 10.7 9.9 10.1 11.2
ophthalmology services
Endoscopy 8.6 4.6 8.6 6.9 8.4 9.2
Radiation therapy 5.6 16.4 55 6.8 7.2 4.2
Imaging 31.1 27.2 31.1 26.2 30.3 33.0
Standard imaging 11.5 6.8 11.6 9.0 10.7 12.8
Advanced imaging 11.1 17.5 111 9.5 10.7 11.8
Echography 5.9 2.6 5.9 5.4 5.4 6.3
Other imaging 2.5 0.2 2.5 2.2 3.4 2.1
Testing 4.2 1.4 4.3 4.2 4.1 4.3
Cardiology tests 1.9 0.8 1.9 1.6 1.8 2.1
(EKG, stress tests)
Other tests 2.3 0.7 2.3 2.5 2.3 2.2
Other services 4.7 20.6 4.6 6.9 4.1 4.3
Psychiatric services 1.7 0.0 1.7 2.5 1.5 1.7
Other specialty services 0.6 0.0 0.6 0.3 0.6 0.7
Chemotherapy 1.9 19.7 1.8 3.4 1.6 1.5
All other services 0.4 0.9 0.4 0.7 0.3 0.3

Note:  EKG (electrocardiogram). Payment for a service is approximated by multiplying units of care by the payment rate for the service from the outpatient
prospective payment system. Major teaching hospitals include facilities in which the ratio of interns and residents to beds exceeds 0.25. Major
procedures include services such as breast surgery, coronary angioplasty, pacemaker insertion, and orthopedic surgery. Minor and ambulatory
procedures include services such as hernia repair, lithotripsy, and skin/musculoskeletal procedures.

Source: MedPAC analysis of 5 percent standard analytic claims files, 1999.

Excluding multiple-procedure claimsto cal cul ate the median cost for serviceswithinan APC also may
skew thecd culation of the APC weightsif multiple-procedure claims are morefrequently submitted by
hospitalsincurring higher average coststhan other hospitals. Preliminary analysisby Project HOPE
supportsthisassertion, indicating that hospital sincurring higher costsare morelikely to submit multiple-
procedure claimsthan lower-cost hospitals (Project HOPE 2001). Aspresented inthe next section,
CM Sfound that cancer hospitalshave higher per unit costs, on average, than do other hospitals.
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Another potentia biasinthe OPPS concernsthere ative weightsfor clinic and emergency services.

CM Sdeveloped APC groupswith relativeweightsfor clinic and emergency visitsbased ontheintensity
of servicesprovided (low, middle, and high). Theagency did not use patient diagnosis codesto
compute payment ratesfor medical viststo clinicsand emergency departments because of concerns
about thevalidity of thelnternationa Classification of Diseases(9" revision clinica modification)
diagnosiscodes. Severa industry groups have suggested that payment ratesfor clinic visitsmay not be
accurate because of previous coding practices (at many hospitals, al visitswere coded at thelowest
level). Consequently, paymentsfor clinic and emergency visitsmay not be accuratefor hospitalsthat
treat, on average, more complex patients compared with other hospitals.

Asagroup, cancer hospitalshave moreat stake than many other non-specialty hospitalsinthemoveto
the OPPSbecause of their overal greater reliance on outpatient serviceswithin Medicare. However,
subgtantia variation existsin the extent towhichindividual cancer hospitalsdepend on Medicare
outpatient revenues. Thedifferent servicemix may result in cancer hospitalsbeing disproportionately
affected by the OPPS compared with other classes of hospitals. Given the newness of the OPPS and
thelack of any claimsdatasince CM Simplementedit, no solid evidence existsregarding servicesthat
may bemore or lessadequately reimbursed.

Higher unit costs

CM Sfound that the cancer hospitalshad unit costs (standardized for service mix) that were at |east 20
percent higher than those of other hospitals (HCFA 1998). Theagency attributed these higher coststo
under-coding, because proper coding was not required for the payment of many servicesunder the pre-
OPPS payment system. However, other reasons may a so contributeto the higher unit costsincurred
by cancer hospitals.

Cancer hospitalsmay incur higher unit costsdueto the nature of the patientsthey treat. Representatives
from cancer hospitalsclaimthat they treat ahigh concentration of relatively complex patients, with 22to
70 percent of thelir patientsreferred to their facilitiesfrom other institutions (Freestanding Cancer
Hospitals2001). Thesefindings, however, do not necessarily mean that patientstreated at cancer
hospitalsare of greater acuity, on average, than patientstreated at other classesof hospitals, particularly
major academic teaching hospitals. MedPA C wasnot ableto find any evidenceinthemedical literature
showing that the acuity of patientstreated at cancer hospitalsdiffered from theacuity of patientstreated
at other classesof hospitals.

A cancer hospital also may incur additional costsinfulfilling therole of acomprehensive cancer center,
designated by the Nationa Cancer Ingtitute (NCI).2 The NCI requires comprehensive cancer centers
to offer servicesrelated to disease prevention, basi ¢ scientific research, and clinical research (NCI
2001). For example, cancer hospitalsclaim that they incur higher per unit coststhan other hospitals, on
average, because:
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* they actively participateinbasic, clinical, and applied research, with approximately 20 percent of their
patientsenrolledinclinicd trias.®

* they aremorelikely to devel op and use state-of -the-art proceduresto diagnosisand treat cancer
patients.

MedPAC wasnot ableto find any evidenceinthe medical literature showing that cancer hospitals
participatein research activitiesany morethan other classes of hospitals. Cumulatively, theseresearch
activitiesmay affect the unit costsof careincurred by cancer hospitals. However, these activitiesmay
also affect theunit costsof care of other hospitalsinvolvedin similar activities, including the 30 other
hospitalsthat the NCI has designated as comprehensive cancer centers. If these activitiescontributeto
higher costs, itisnot clear that financial support should comethrough Medi care relmbursement of
outpatient services.

Some have argued that asamatter of public policy, we may wish to accommodate higher costsin
cancer hospitalsbecausethey serveanimportant functionintheir roleascomprehensive caregiversfor
cancer patients, and becausethey provide accessto high-quality care. Recent evidence suggeststhat
because of the higher volume of proceduresthat cancer hospital s perform compared with many other
hospitals, the quality of carefor certaininpatient proceduresishigher (Roohan et a. 1998, Schrag et al.
2000).

Onefeature of the design of the OPPS—the use of median cost values, not means, in determining APC
payment wei ghts—may disproportionately affect hospital sthat incur high per unit costs. Before
enactment of theBBRA, CM Swasrequired to basethe cal culations of the APC weightson median
hospital cost values. Thisrequirement resulted inlower payment ratesbeing set for APC groupsthan if
theagency used meanvalues. Althoughthe BBRA permitted CM Sto use either median or mean cost
valuesinitscalculations, the agency decided to continueto use median values, fearing that re-

cal culating the APC wel ghtsusing mean va ueswoul d have del ayed theimplementation of the OPPS
(HCFA 2000).

The need for maintaining the existing hold-harmless policy issupported if cancer hospitalshave higher
coststhan other hospitalsbecausethey treat patients of higher acuity. Once dataon the experience of
cancer hospitalsunder the OPPS becomeavail able, the extent of hold-harmlesspaymentsto facilities
will be oneway to assessthe accuracy of outpatient paymentsto cancer hospitals.

Beginning in September 2000, Medicare began covering the routine costs of qualifying clinical trials, as well as reasonable and necessary items
and services used to diagnose and treat complications arising from participation in clinical trials. Notwithstanding this new policy, Medicare does
not pay for clinical trial services that are 1) statutorily excluded or for which there is a national non-coverage decision or 2) provided solely to
satisfy data collection and analysis needs and that are not used in the direct clinical management of the patient. Several studies demonstrated
that clinical trials may add up to 10 percent to the cost of cancer care (Chirikos et al. 2001, Fireman et al. 2000, Wagner et al. 2000).
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Hospital financial performance

A cancer hospital’sfinancia positionisreflected initsmargins.® Beforetheintroduction of the OPPS,
cancer hospitalshad lower Medicare outpatient marginsin 1999 (-21.8 percent) compared with all
hospitals(-17.0 percent), mg or teaching hospitals (-18.6 percent), and other teaching hospitals(-15.7
percent) (Table 3). Interpreting outpatient margins can be difficult, however, and the numbers presented
here may understate outpatient financial performance, particularly for non-specialty hospitals. For non-
speciaty hospitals, previous payment policy—which paid for most outpatient servicesbased on costs,
whileinpatient serviceswere paid for under theinpatient PPS—provided anincentiveto over-allocate
fixed coststo outpatient services. In part to counteract thistrend, previous payment system rules set
paymentsbel ow reported costs, leading to negative outpatient marginsfor al hospitals.

By contrast, cancer hospital sare exempt from the acute care PPSfor inpatient servicesand arepaid
according to the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA).Y Under thissystem,
cancer hospitals paymentsfor inpatient operating costsare based on each facility’sMedicarealowable
inpatient operating costs, subject to alimit based on atarget in M edicare operating costs per discharge.
Cancer hospitalswith Medicare-allowabl einpatient operating costslessthan their target amount per
dischargereceivether costsplusan additiona payment (known asan incentive payment) that isthe
lesser of 15 percent of the difference between its costsand the TEFRA target amount, or 2 percent of
the TEFRA target amount. Medicare-allowablecapital costsare paid intheir entirety.*?

Asshownin Table 3, inpatient marginsfor the cancer hospital swere negative and ranged from—2.7
percent in 1997 to—6.9 percent in 1999. By contrast, theinpatient marginin 1999 was 12.1 percent
for dl hospitals, 23.3 percent for major teaching hospitals, and 11.9 percent for other teaching hospitals.

Having low inpatient marginsmeansthat cancer hospitalsdo not havethe same ability to offset potential
outpatient |osseswith inpatient revenues. Asshownin Table 3, cancer hospitals overal Medicare
margin, whichincludesall servicespaid for by Medicare, was—14.8 percentin 1999. By contrast, the
overal Medicaremargin of non-specialty hospital sranged from—0.2 percent (non-teaching hospitals) to
13.9 percent (major teaching hospitals).

Because the OPPS pays hospitalsafixed amount per service, hospitalswith costsabovethe

payment amount absorb theloss; if costs are below payments, hospitalskeep thegain. The OPPSdoes
includean outlier payment, but hospitals<till bear some of the costs associated with outliers.®® Witha
largevolumeof servicesand adiversified serviceline, ahospital can offset |osses on some servicesby
gainson others. However, thelimited scope of cancer hospital s (exhibited in Table 2) make such cost-
shiftinglessfeasible.

A margin represents the difference between providers’ Medicare payments and costs, divided by payments.

The Secretary exempted cancer hospitals from the inpatient PPS, permitting them to continue to be reimbursed under the reasonable cost system
subject to the TEFRA cost limits, primarily because the diagnosis related groups classification system used in the inpatient PPS was thought to be
a poor predictor of resource use for patients in cancer hospitals.

2 Cancer hospitals were excluded from the changes made by the BBA and BBRA in the way Medicare pays facilities exempt from inpatient PPS
(MedPAC 2000).

CMS currently assesses outliers at the claim level. Costs must exceed the payment rate by a factor of 2.5. Hospitals are then reimbursed 75
percent of costs above this threshold. The outlier provision is budget neutral (money for outlier payments comes from reducing the base payment
rate for all services), with a limit on outlier payments of 2.5 percent of total outpatient program payments through 2001 and 3.0 percent
thereafter. CMS has proposed to begin calculating outlier payments for individual services beginning in January 2002 (CMS 2001).
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E Medicare outpatient, inpatient, and overall margins
including graduate medical education, 1997-1999

Margin type 1997 1998 1999

Outpatient  margin

Overall -6.7% -16.7% -17.0%
Cancer hospitals 9.4 -17.3 -21.8
Maijor teaching hospitals -10.0 -20.4 -18.6
Other teaching hospitals 6.4 -15.3 -15.7
Non-teaching hospitals -57 -16.1 -17.1

Inpatient margin

Overall 16.9% 13.8% 12.1%
Cancer hospitals 2.7 54 -6.9
Maijor teaching hospitals 28.2 24.1 23.3
Other teaching hospitals 15.9 13.2 11.9
Non-teaching hospitals 12.0 8.9 6.3

Medicare overall margin

Overall 10.4% 5.9% 4.8%
Cancer hospitals -7.6 -11.8 -14.8
Maijor teaching hospitals 19.2 14.3 13.9
Other teaching hospitals 10.1 6.2 5.3
Non-teaching hospitals 6.6 1.6 -0.2

Note:  The margin for outpatient and inpatient care includes both operating and capital payments. The overall Medicare margin includes operating and
capital payments and costs of inpatient, outpatient, home health, skilled nursing facility, and exempt unit services, as well as graduate medical
education and Medicare bad debt. The 1997 and 1998 values for cancer hospitals are based on all 10 cancer hospitals in operation at that time. The
1999 value is based on only 8 of 11 hospitals because 2 have not had their 1999 cost reports processed, and 1 was not yet a cancer hospital
Major teaching hospitals include facilities in which the ratio of interns and residents to beds exceeds 0.25.

Source: MedPAC analysis of 1997-1999 hospital cost report data.

Limitations of the evidence

The evidence presented above suggeststhat cancer hospitalsmay bevulnerableto thefinancia risks
inherent in prospective payment and may beless ableto offset outpatient |osseswith inpatient revenues
than other classes of hospitals. Nonethel ess, assessment of the applicability of the OPPSto cancer
hospitalsishampered by alack of experience and dataunder the new payment system. Some
guestions can only beanswered using claims, cost reports, and other evidencefrom hospitalsoperating
under the system. These questionsinclude:

»  Will adjusted unit costsfor cancer hospital s continueto be higher than for other hospitalsunder the
OPPS?

» Towhat extent do cancer hospital sreceive hold-harmless payments, indicating that their OPPS
paymentsare below the pre-OPPS|evels? Do they receive more hol d-harmless paymentsthan other
hospitalswould receiveif they were held harmless?

» How have outpatient margins changed under the new payment system? Isthereevidenceof in-
creased (or decreased) financial pressure?

» Dowehaveevidence of impaired accessto outpatient servicesin cancer hospitalsthat can be
attributed to the new payment system?
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Anaysisof datafrom experience under the new payment system may show that cancer hospitalscan
adapt tothe OPPS or it may reveal systemic problems. Inthe meantime, the current hold-harmless
provision protectsbeneficiaries accessto carein cancer hospitals.

Future policy options

If additional datashow that cancer hospitalsface specia circumstancesthat makeit moredifficult for
them to cover their costs under the OPPS, then the payment system should recognize those
circumstances and make appropriate accommodations. 1, however, cancer hospitalsarefound to have
adapted to outpatient prospective payment without compromising accessand quality, no adjustments
would be needed.

Inthe event that cancer hospital sneed assistancein covering costs, theided policy would contain
financid incentivesto control costs, beadministratively feasible, and target additiona paymentsonly to
those hospitalsthat truly need them. Itisnot clear that the hold-harmless provision providessufficient
protection to the cancer hospitalsor that it effectively satisfiesthesethreecriteria. Hence, we consider
two dternatives. Theextent to which each dternative embodiesthesethree characteristics providesone
framework for judging the most appropriate policy. Adopting either of these lternativeswould require
difficult decisionsregarding exact design specificationsandidentification of thefacilitiesto benefit.

Separate conversion factor

A separate conversion factor would pay cancer hospitalsmorefor all outpatient servicesdelivered.
Thispolicy would recognizeany structura differencesthat make delivering outpatient servicesuniformly
moreexpensvefor cancer hospitals. 1t would maintainincentivesfor efficiency by maintaining the
structure of the OPPS, but pay relatively more per service. By maintaining the structure of the OPPS, a
separate conversion factor dso allowsCM Sanditsfiscal intermediariesto maintain onebilling system.
Therewould be no need for special adjustmentsor settlements. However, aseparate conversion factor
maly not be needed for cancer hospitalsthat arelarger and/or more efficient. Inadditionto recognizing
legitimately higher costs, thisapproach also may reward i nefficiency and excess capacity.

Cost-based payment

Some proponents have argued that, dueto the unique characteristics of cancer hospital's, prospective
payment carriestoo many risksand payment should be made on acost or cost-plusbasis. One
possibility isasystemsimilar tothe TEFRA system for reimbursing cancer hospitals' inpatient services.
If ahospital’sannual costsare below apre-determined limit, it would bereimbursed itscosts plusa
bonus. If costsexceed thelimit, paymentswould equal thelimit plus someamount lessthanthe
difference between costsand thelimit. Thelimit would be specific to each provider and updated each
year to allow for changesininput prices.

Thissystem hasincentivesto control costsbecauseit rewardshospitalsbelow their l[imitsand punishes
hospitalsabovetheir limits. Atthesametime, it partialy offsetsthelossesby hospitalsabovetheir
limits, soit provides additional paymentsto hospitalsthat need them. However, thispolicy may reward
inefficiency, and it would requirethe CM Sto develop anew payment system. ll
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Commiissioners’ voting on recommendation

Inthe Medicare, Medicaid, and SCHIP BenefitsImprovement and Protection Act of 2000 (BIPA), the
Congressrequired MedPAC to call for individua Commissioner votes on each recommendation, and to
document thevoting recordinitsreport. Theinformation below satisfiesthat mandate.

Recommendation

Until better dataare available, the Congress should maintain the current hold-harmless provision
for payment for outpatient servicesin cancer hospitals.

Yes. Feezor, Hackbarth, Loop, Muller, Nelson, Newhouse, Newport, Raphael, Reischauer,
Rowe, Smith, Stowers, Wakefield
Absent: Braun, Burke, DeBusk, Rosenblatt
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