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The Medicare Payment Advisory Commission (MedPAC) is an independent congressional
agency established by the Balanced Budget Act of 1997 (P.L. 105-33) to advise the U.S.
Congress on issues affecting the Medicare program. In addition to advising the Congress on
payments to health plans participating in the Medicare Advantage program and providers in
Medicare’s traditional fee-for-service program, MedPAC is also tasked with analyzing access

to care, quality of care, and other issues affecting Medicare.

The Commission’s 17 members bring diverse expertise in the financing and delivery of health
care services. Commissioners are appointed to three-year terms (subject to renewal) by the
Comptroller General and serve part time. Appointments are staggered; the terms of five or six
Commissioners expire each year. The Commission is supported by an executive director and
a staff of analysts, who typically have backgrounds in economics, health policy, and public
health.

MedPAC meets publicly to discuss policy issues and formulate its recommendations to

the Congress. In the course of these meetings, Commissioners consider the results of staff
research, presentations by policy experts, and comments from interested parties. (Meeting
transcripts are available at www.medpac.gov.) Commission members and staff also seek input
on Medicare issues through frequent meetings with individuals interested in the program,
including staff from congressional committees and the Centers for Medicare & Medicaid

Services (CMS), health care researchers, health care providers, and beneficiary advocates.

Two reports—issued in March and June each year—are the primary outlets for Commission
recommendations. In addition to annual reports and occasional reports on subjects requested
by the Congress, MedPAC advises the Congress through other avenues, including comments
on reports and proposed regulations issued by the Secretary of the Department of Health and

Human Services, testimony, and briefings for congressional staff.
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The Honorable Joseph R. Biden
President of the Senate

U.S. Capitol

Washington, DC 20510

The Honorable Nancy Pelosi
Speaker of the House

U.S. House of Representatives
U.S. Capitol

Room H-232

Washington, DC 20515

Dear Mr. Vice President and Madam Speaker:

I am pleased to submit the Medicare Payment Advisory Commission’s March 2009 Report to the Congress:
Medicare Payment Policy. This report fulfills the Commission’s legislative mandate to evaluate Medicare
payment issues and to make recommendations to the Congress.

The report contains six chapters:

a chapter that provides context for those that follow by documenting the rise in Medicare and total health
care spending,

a chapter with seven sections that describes the Commission’s recommendations on rate updates for the
payment systems used by traditional Medicare,

a chapter that provides updated statistics on enrollment in Medicare Advantage (MA) plans and our previous
recommendations on the MA program,

a chapter with updated statistics on enrollment and plan offerings for plans that provide prescription drug
coverage,

a chapter laying out the need for public reporting of physician financial relationships with pharmaceutical
and device manufacturers, with the Commission’s recommendations, and

a chapter offering recommendations for reforming Medicare’s hospice benefit.

I have been privileged to work on behalf of the Medicare program, and its beneficiaries, during my service in the
Health Care Financing Administration (now known as CMS) in the 1980s and most recently during my tenure



Page 2

at MedPAC. With my experience as chairman of the Commission, I would like to offer my perspective on the
Medicare program, the issues it faces, and possible directions for reform.

Medicare is an indispensable part of American health care. Not only has Medicare financed essential care for
many millions of America’s disabled and senior citizens, it has helped finance investments in our health care
delivery system that have benefited all Americans. Medicare has also pioneered payment methods that are
credited with improving health care delivery and that have been adopted by many private insurers.

Medicare, as it currently operates, is unsustainable over the long term. As the baby-boom generation enters
Medicare, the already wide gap between growth in program costs and growth in the tax base will widen further.
Medicare spending per beneficiary has been increasing over 2 percent a year faster than gross domestic product
for the last 30 years. At this rate of increase, there is the risk that Medicare will effectively crowd out spending
on many important public programs, including those vital to preserving and enhancing the nation’s health (e.g.,
spending on public health, biomedical research, and health professions training).

The nation’s current economic straits, and the resulting increase in federal financial obligations, add a new
dimension to the budgetary challenge. Medicare’s soaring cost is no longer a future concern; it is part and parcel
of a much more immediate, and dire, fiscal crisis. Given the huge increase in federal debt projected for the next
several years, the fiscal reckoning long predicted for the future may become immediate.

Action is required soon; otherwise, the only ways to address the fiscal imbalance resulting from Medicare

may be to increase taxes, increase beneficiary premiums, delay eligibility, and reduce benefits. These steps
produce immediate savings for the federal budget but would be undesirable for both taxpayers and Medicare
beneficiaries. We should make every effort to reduce the need for them. In addition, they do not address the harsh
fact that we are squandering Medicare resources on care that is inefficiently delivered, of poor quality, or of
limited value in improving the health of patients.

The fact that Medicare resources are going to waste leads us to consider a more difficult but better way to
address Medicare’s challenges: change how Medicare pays for care so as to encourage greater efficiency and
value. Having spent many years working on Medicare issues, I believe there are directions we must go; during
my tenure, the Commission made many recommendations that illuminate the way.

In broad terms, we must:

e Redesign and rebuild our deteriorating system of primary care. Rather than pay primary care clinicians fees
based solely on the estimated value of the time and intensity of effort, we should also base payment on the
value of primary care to a well-functioning health care system. We should also make lump sum per patient
payments to reward primary care clinicians who build the necessary infrastructure for a patient-centered
practice and achieve good outcomes.

*  Move beyond the largely fee-for-service payment system used by Medicare, which rewards more care and
more expensive care, without regard to its value. Not only should we reward the efficient use of scarce
resources, we must reward health care providers for effectively integrating and coordinating care throughout
an episode of illness, instead of operating autonomously in their respective silos.

e Revamp MA so that private plans offered to Medicare beneficiaries are rewarded for excellent performance,
not just because they are private. The fact that private fee-for-service has been the most rapidly growing type
of MA plan is evidence that the payment benchmarks are flawed and do not promote efficiency. Private
fee-for-service plans largely mimic traditional Medicare, except at a much higher cost. Many, but not all,
coordinated care plans have potential to provide unique value because they apply tools not readily available
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to traditional Medicare, including greater flexibility in payment methods, the ability to encourage patients
to use providers selected for their efficiency and effectiveness, and information systems that can improve
the quality of care. Given the financial burdens descending on the federal government, it is unwise to pay
all private plans more than traditional Medicare would have spent for the same patients, as has been the
recent practice. It is also unwise to address perceived inequity in traditional Medicare through the MA rate
structure. If payments in traditional Medicare are deemed too high in some parts of the country and too low
in others, the proper solution is to alter traditional Medicare, not attempt to compensate through MA.

* Recognize that the growth in provider costs is not immutable—it is a product of how we pay. To protect
taxpayers and beneficiaries, Medicare’s payment systems must constantly apply fiscal pressure on providers
to constrain their costs. After all, the companies and employees who pay the taxes that finance the Medicare
program are under fiscal pressure from their competitors, both domestic and foreign.

e Invest in better information on the effectiveness of treatment options so it might guide the decisions of patients,
health care providers, and public and private insurers. Our nation spends over $2 trillion on health care, yet we
know far too little about the comparative effectiveness of alternative treatments. Such information is a public
good, which has not—and will not—be spontaneously produced by the private market.

These are the directions that I believe Medicare must go, but plotting the exact route is admittedly a more
challenging task. Having spent 15 years in government service as well as 10 years in private health plan and
medical group management, I know that altering how providers are paid is complex, and it takes time and
resources to develop, test, implement, and refine new payment methods. Moreover, the process is controversial
because it inevitably entails a redistribution of income.

This complexity, and difficulty, must not deter us. If we do not take action soon, the only alternatives will be
higher taxes and premiums and fewer benefits. Indeed, the difficulty and complexity of reform place a premium on
moving ahead with “all deliberate haste.” To see tangible benefits 5 or 10 years from now, we must accelerate the
pace of innovation and invest adequate resources in the task, especially more resources for CMS.

The dedicated professionals who work within our health care system can sometimes perform wonders for
patients in need, but the system itself is taking an enormous toll. The cost is counted not just in wasted dollars
but in lost lives, increased illness, and unnecessary pain and suffering. Unfortunately, the health care system’s
capacity for healing itself is limited without payment reform. Medicare can lead the way to payment reform but
only if the Congress acts quickly and decisively. The recommendations in this report and in previous MedPAC
reports over the last five years provide the Congress with a path to payment reform. And, as always, MedPAC
stands ready to assist you along that path.

Sincerely,

Glenn M. Hackbarth, J.D.
Chairman

Enclosure
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Executive summary

As required by the Congress, each March the Medicare
Payment Advisory Commission reviews and makes
recommendations for Medicare fee-for-service (FFS)
payment systems and the Medicare Advantage (MA)
program. In this report, we:

* consider the context of the Medicare program in terms
of its spending and the federal budget and national
gross domestic product;

* consider Medicare FFS payment policy in 2010 for:
hospital inpatient and outpatient services, physician
services and ambulatory surgical centers (ASCs),
outpatient dialysis services, skilled nursing facility
services, home health services, inpatient rehabilitation
facility services, and long-term care hospital services;

e discuss the status of the MA plans beneficiaries can
join in lieu of traditional FFS Medicare and review our
MA recommendations;

* review the status of the plans that provide prescription
drug coverage;

* make recommendations on public reporting
of physicians’ financial relationships with
pharmaceutical and device manufacturers and health
care providers; and

*  make recommendations on reforming Medicare’s
hospice payment system.

With each passing year, the Commission’s concern about
Medicare’s long-term sustainability intensifies. To slow
the growth in Medicare expenditures, we have concluded
that the Congress and CMS will need to make changes
across a broad front. This report focuses on policy
recommendations that would limit provider updates to
create incentives for greater efficiency, reward quality,

and modify payment rates to private plans and providers
to improve payment accuracy. Other changes, which

we discussed in our June 2008 report, include ideas for
altering Medicare’s payment systems to reward better
coordination of care and efficiency over time and investing
in information about comparative effectiveness. Changes
in Medicare are complex to develop and implement. Time,
therefore, is of the essence.

At the beginning of each chapter, we list the
recommendations it contains. Within the chapters, we
present each recommendation; its rationale; and its

implications for beneficiaries, providers, and program
spending. The spending implications are presented as
ranges over one- and five-year periods and, unlike official
budget estimates, do not take into account the complete
package of policy recommendations or the interactions
among them. In Appendix A, we list all recommendations
and the Commissioners’ votes.

Context for Medicare payment policy

Medicare and other purchasers of health care in our nation
face enormous challenges. As discussed in Chapter 1,
health care costs are increasing for individuals and private
and public payers, while quality frequently falls short

of patients’ needs. The Commission has recommended

a number of measures to increase the accountability

of providers and the value of care, such as pay for
performance, measuring resource use, and comparing the
effectiveness of medical treatments. The marked variation
in both service use and quality of care across the nation
suggests that opportunities exist for reducing waste while
improving quality for beneficiaries. But realizing those
opportunities will require addressing the myriad factors
that drive the current health care system and may well
require fundamental reform of the organization of health
care delivery.

As is true for other purchasers of health care, Medicare’s
spending has been growing much faster than the economy.
The growth in national income, the availability of newer
medical technologies, and the cost-increasing effects of
health insurance are thought to account for much of this
long-term growth, and some of those forces will likely
push future spending even higher. Medicare will have the
additional challenge of higher enrollment associated with
retiring baby boomers as will other programs that benefit
the elderly, such as Social Security and Medicaid, creating
additional competition for funds within the federal budget.

Because of these forces, the Medicare trustees and others
warn of a serious mismatch between the benefits and
payments the program currently provides and the financial
resources available for the future. If Medicare benefits and
payment systems remain as they are today, the trustees
note that over time the program will require major new
sources of financing and impose a significant financial
liability on taxpayers. Medicare beneficiaries will pay for
rising expenditures through higher premiums and cost
sharing. Analysts across the political spectrum have raised
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concerns that the current programs may become too heavy
a fiscal burden and squeeze the funding for other federal
priorities. The Congressional Budget Office finds that any
feasible set of policy solutions will require a slowdown in
the growth rate of spending on health care and may also
require a substantial increase in taxes as a share of our
nation’s economy.

Delaying action would constrain the options for
addressing Medicare’s problems. Many changes, such

as reconfiguring the delivery system to slow cost growth
and increase quality, will take time to implement. As cost
increases continue to outstrip revenue and the retirement
of the baby boom generation draws closer, the time for
phasing in major changes is growing shorter.

Assessing payment adequacy and updating
payments in fee-for-service Medicare

The Commission makes payment update
recommendations annually for FFS Medicare. An

update is the amount (usually expressed as a percentage
change) by which the base payment for all providers in

a prospective payment system is changed. In Chapter 2,
for each sector, we first assess the adequacy of Medicare
payments for efficient providers in the current year (2009),
taking into account policy changes (other than the update)
that are scheduled to take effect in the policy year (2010)
under current law. Next, we assess how those providers’
costs are likely to change in 2010, the year the update will
take effect. Finally, we make a judgment as to what, if any,
update is needed.

The Commission may adjust the update to link Medicare’s
expectations for efficiency to the gains achieved by the
firms and workers who pay taxes that fund Medicare.
Competitive markets demand continual improvements

in processes and quality from those workers and firms.
Medicare’s payment systems should exert the same
pressure on providers of health services.

Hospital inpatient and outpatient services

Most indicators of payment adequacy for hospital services
are positive. Access to hospital services continues to

be good with more hospitals opening than closing. In

fact, the overall level of hospital construction was at a
record high in 2007. Many hospitals are expanding the
services they offer their communities. Despite increasing
competition from independent diagnostic testing facilities
and ambulatory surgical centers, the volume of hospital
outpatient services furnished to Medicare beneficiaries
has grown, indicating that access is strong. Another

positive indicator is that quality-of-care measures are
generally improving.

Access to capital has been erratic in 2008. Bond offerings
and construction started off at a record pace in January
but froze in September 2008 due to an economy-wide
freeze of the credit markets. The difficulties in accessing
capital resulted from a sudden economy-wide breakdown
of the credit markets rather than any change in the level

of Medicare hospital payments. Recently, hospitals with
robust fundamentals have been able to issue debt, but even
financially sound hospitals face higher interest rates.

While most payment adequacy indicators are positive,
Medicare margins remain low. Average Medicare margins,
which were —5.9 percent in 2007, are projected to fall to
—6.9 percent in 2009 (after accounting for the effects of
payment policy changes scheduled for 2010 under current
law). While average margins are negative, some hospitals
are able to generate profits treating Medicare patients.

Two observations inform our assessment of negative
Medicare margins. First, unusually high hospital margins
on private-payer patients can lead to more construction,
higher hospital costs, and lower Medicare margins. The
data suggest that when non-Medicare margins are high,
hospitals face less pressure to constrain costs, costs rise,
and Medicare margins tend to be low. In 2007, hospitals’
non-Medicare profits, total (all-payer) profits, and hospital
construction were at the highest levels in a decade—and
Medicare margins were negative. Because not all hospitals
had high margins on non-Medicare patients, we were able
to investigate how hospitals reacted to differing levels

of financial pressure. We found that hospitals facing
significant financial challenges in recent years (2004
through 2006) tended to have lower costs and hence higher
Medicare margins in 2007 than hospitals with high private
payer margins and less financial pressure.

The second observation is that while Medicare margins
for hospitals may be negative in aggregate, Medicare
payments may still be adequate to cover the costs of
efficient hospitals. To explore this question, we have
examined financial outcomes for a set of hospitals

that consistently perform well on cost, mortality, and
readmission measures and have exemplary performance
on at least one of the measures. We found that Medicare
payments on average roughly equaled the costs of these
relatively efficient hospitals.
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Balancing the findings of our payment adequacy
indicators, the Commission recommends an update equal
to the projected increase in the market basket for inpatient
and outpatient services, with this update implemented
concurrently with a quality improvement program. Given
the mixed payment adequacy indicators, a hospital’s
quality performance should determine whether its
payments increase more or less than the market basket.

In 2007, indirect medical education (IME) payments to
teaching hospitals totaled $6 billion. We find that these
payments exceed the estimated indirect costs associated
with teaching residents. Therefore, we again recommend
a reduction in the IME adjustment equivalent to 1
percentage point to 4.5 percent per 10 percent increment
in the resident-to-bed ratio. The savings would be used to
help fund a quality improvement program.

Physician services and ambulatory surgical centers

We assess overall payment adequacy for physician
services in FFS Medicare, examine payments for
expensive imaging services, and assess payment adequacy
for ASCs—facilities that are typically owned all or in part
by physicians.

Physician update and primary care Our analysis of
physician services provided in FES Medicare finds

that, overall, most indicators of payment adequacy are
positive and stable, ensuring that most beneficiaries can
obtain physician care when they need it. However, the
Commission remains concerned about access to primary
care services and providers.

e Qur survey of beneficiaries in the fall of 2008
indicates that beneficiary access to physicians is
generally good and—in several measures—better than
that reported by privately insured patients age 54 to
60. The one exception is among the small share of
beneficiaries (6 percent) who reported that they looked
for a new primary care physician—28 percent reported
problems finding one.

*  Physicians continue to accept and treat Medicare
patients: 92 percent of office-based physicians who
receive 10 percent or more of their practice revenue
from Medicare were accepting new Medicare
patients in 2007, and the share of physicians signing
participation agreements with Medicare was 95
percent in 2008.

*  Medicare payment rates continue to be about 80
percent of private insurance payment rates as they
have for the past decade.

e In 2007, the volume of physician services provided
per beneficiary grew almost 3 percent.

In light of these findings, the Commission recommends
that for 2010 the Congress update payments for physician
services by 1.1 percent—the same percentage increase as
the Congress set for 2009.

The Commission remains concerned that primary care
services are undervalued and at a significant risk of
being underprovided, despite some recent increases in
payments for primary care services. To underscore the
urgency of this issue, the Commission voted to reiterate
its previous recommendation that payments for primary
care services be increased when provided by practitioners
who focus on primary care. This adjustment would be
budget neutral within the fee schedule. It would require
statutory authority.

Changing payments for expensive imaging services

The Commission recognizes that there has been rapid
technological progress in diagnostic imaging 