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The Impact of RAC Audits
on US Hospitals

Jeffrey P. Harrison and Rachel M. Barksdale

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (MMA) authorized a
three-year demonstration program using recovery audit contractors (RACs) to identify and correct im-
proper payments in the Medicare Fee-For-Service program. More recently, Section 6411 of the Afford-
able Care Act (ACA) expanded the RAC program to include the Medicaid program. This shows the Cent-
ers for Medicare & Medicaid Services (CMS) believe RAC audits are a cost-effective method to ensure
health care providers are paid correctly and thereby protect the Medicare Trust Fund.

RAC audits are highly complex and require significant manpower to handle the large volume of requests
received during a short period of time. Additionally, the RAC audit appeal process is complicated and
requires a high level of technical expertise. The demonstration project found that RAC audits resulted in
sizeable amounts of overpayments collected (“take-backs”) from many providers.

This research study assesses the potential impact of the RAC audit program on US acute care hospitals. Data
obtained from CMS show that RAC overpayments collected for FY 2010 were $75.4 million, increased to
$797.4 million in FY 2011, and increased to $986.2 million in the first six months of FY 2012. According to
the American Hospital Association (AHA) RAC Trac audit survey, the vast majority of these collections repre-
sent complex denials where hospitals are required to provide medical record documents in support of their
billed claims. This study found that the RAC audit program collections are increasing significantly over time.
As a result, these collections are having a significant negative impact on the profitability of US hospitals.
Key words: recovery audit contractors, RAC audits in health care organizations, Medicare Audit Program.

Introduction The demonstration project which ended
on March 27, 2008, took place in New York,
The Medicare Fee-for-Service (FFS) Massachusetts, Florida, South Carolina,

program consists of a number of payment
systems, with a network of contractors that
process more than 1 billion claims each year,
submitted by more than 1 million providers,
such as hospitals, physicians, skilled nursing
facilities (SNF), labs, and durable medical
equipment suppliers.! Congress directed the
Department of Health and Human Services
(DHHS), in Section 306 of the Medicare
Prescription Drug, Improvement, and Mod-
ernization Act of 2003 (MMA), to conduct
a three-year demonstration program using
recovery audit contractors (RACs) to identify
and correct improper payments in the Medi-
care FFS program.? The Centers for Medicare
& Medicaid Services (CMS) implemented
the RAC demonstration program to establish
whether the use of RACs would be a cost
effective way of ensuring correct payments
are being made to health care providers and
as a result protect the Medicare Trust Fund.

and California. Due to the success of the
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recovery audit demonstration project, Con-
gress passed the Tax Relief and Health
Care Act of 2006, which authorized the
expansion of the recovery audit program
nationwide by January 2010.> The pro-
gram became permanent in 2010, and the
RAC audit processes and timelines were
established in the program guidelines
and were expanded nationwide. More
recently, Section 6411(b) of the Afford-
able Care Act (ACA) expanded the use of
RAC:s to all of Medicare, including Medi-
care Part A, Part B, Part C, and Part D.*
A contract for Medicare Part D RAC audit-
ing was awarded on January 13, 2011.°
RAC audits are expensive for providers
and require a substantial commitment of
staff to handle the large volume of requests
received in a short period of time. Addition-
ally, the RAC audit response and appeal
processes are complicated and require a
high level of technical expertise. The dem-
onstration proved that RAC audits resulted
in sizeable amounts of payment reductions
or take-backs for the Medicare program. As
aresult, the RAC audit program had a nega-
tive effect on the cash flow of many health
care providers.

The RAC audit program also raised new
accounting questions on how to report the
loss of current revenue on past admissions.
Because all types of medical providers that
bill Medicare may be audited under the
new program, it has significant negative
potential on health care providers. Accord-
ing to a study by Harrison and Sexton, they
found that over 50 percent of US hospitals
had negative profitability.® From a process
perspective, RAC audits provide increas-
ing pressure on those health care provid-
ers who are struggling for organizational
survival.

Federal Regulation

According to CMS, inadvertent errors as
well as health care fraud can account for
billions of dollars in improper payments
annually.” Such improper payments include
both underpayments and overpayments of
Medicare funds. As the US population ages,
the services of Medicare will increase and
the importance of safeguarding the Medicare
program will be critical.

In 2003, CMS implemented the Com-
prehensive Error Rate Testing Program and
began calculating error rates and estimates
of improper payments. Since the incep-
tion of this program, CMS has reduced the
improper payment error rate from 9.8 per-
cent in 2003 to 3.9 percent in 2007.8

After the first year of the RAC demonstra-
tion project, CMS began getting inquiries from
congressional staff regarding the program’s
impact on health care providers. As discussed
in a CMS report titled RAC Status Document
2006, the RAC program collected $68.6 mil-
lion in overpayments from health care provid-
ers in the first year.” Because the early RAC
collections were processed manually, Medi-
care payment processors had a difficult time
processing the take-backs in a timely manner.

RACs

To avoid a conflict of interest, Medi-
care claims processing contractors were
ineligible to bid on the RAC contracts, and
Medicare approved a new group of RACs
to identify improper Medicare payments.
These RAC auditors use their proprietary
techniques to recognize claims that may
contain errors resulting in improper pay-
ments. The RAC auditors then send lists of
claims being audited to the billing provider



to get more claims detail. The provider has
45 days to respond to the RAC notice. Fol-
lowing a thorough review of all the medical
record claims data provided, the RAC audi-
tors identify improper payments and recover
improper payments from the provider. The
contingency fee paid to the RAC auditor is
a percentage of the amount of the improper
payment. In FY 2009 and FY 2010 the
contingency fees ranged from 9.0 percent—
12.5 percent. The fee is paid once the money is
recouped or refunded, not when the improper
payment is first identified. The RAC auditor
must return the fee if an overpayment/under-
payment is overturned at any level of appeal.'”

There are two types of RAC audits, auto-
mated reviews and complex reviews. An auto-
mated review is a computerized analysis of
a provider’s Medicare claims using decision
algorithms that look for improper payment
patterns within the claims data. In contrast,
a complex audit allows the RAC auditor to
request up to 300 medical records from a hos-
pital every 45 days. These medical records
are then reviewed by clinicians and coding
experts to identify improper payments.'!

Research shows that RAC audits rou-
tinely look for “up coding” by providers
within the Medicare program. Up coding is
where a provider bills for a higher level of
service than actually provided. Up coding is
a focus of the permanent RAC program and
has led RAC auditors to conduct more com-
plex reviews on DRG coding and medical
necessity. Complex reviews are significantly
more taxing on the providers who must com-
mit additional staff to provide more detailed
information to support the claims.'?

In a study by Brocato, Hirschl, & Padfield,
they discuss how to staff for RAC audits to
meet the flood of record requests, comply
with paperwork deadlines, and mitigate the
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financial loss."® During the three-year demon-
stration period, a small percentage of claims
were taken back due to missed deadlines.
The financial impact of the RAC audit is felt
in the dollars paid back to Medicare and in
the additional resources needed to manage
the process. Because RAC auditors could go
back as far as October 1, 2007, this means
that some medical records could be in paper
form and others electronic. Making cop-
ies and entering them in a provider’s RAC
database is manpower intensive. In the study,
they found that creating a RAC response
team was beneficial and should include rep-
resentatives from case management, finance,
information technology, coding, compliance,
and the medical director.'"* By augmenting
existing staff, some providers were capable
of filling the RAC requests in-house while
others were forced to outsource the duties.

Compliance

While all claims submitted to Medicare
are screened by thousands of system edits
prior to payment, claims are generally paid
without requesting the supporting medi-
cal records. Approximately 0.002 percent
of claims are reviewed against the support-
ing medical records prior to payment. As a
result, improper payments are sometimes
made to health care providers by Medicare.
Due to the volume of claims received and
limited resources CMS must rely on the
post-payment review of claims to identify
erroneous payments. Because the RAC audi-
tors are paid a percentage of the dollars they
correct, their activities are self-funded unlike
traditional claims processing activities."

RAC audits are claims focused and fre-
quently use statistical methods to extrapo-
late overpayments. In some cases, the RAC
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auditors are allowed to extrapolate from
their review sample to the population of
similar claims. According to an article by
C. Dorfschmid, automated reviews do not
use statistical sampling.'® However, com-
plex reviews for inpatient claims usually use
statistical sampling which allow for extrapo-
lation of overpayments. Now that the per-
manent RAC audits have started, health care
providers need to proactively implement
an effective compliance program as well as
increase their internal auditing efforts.

Dorfschmid encourages the use of RAT-
STATS, a statistical package developed
by the DHHS Office of Inspector General,
which is available free of charge from the
OIG Web site."” RAT-STATS provide ana-
Iytical tools that could be used to develop a
hospital internal audit program.

Health care providers need statistical
experts to prepare for RAC audits and
maximize the likelihood of cost-effective
outcomes. The successful incorporation
of statistics into the health care provider’s
proactive RAC strategy requires an expert
to develop statistical samples for in-house
audits and to check the RAC auditor’s sam-
pling technique to confirm the statistical cal-
culation for any extrapolated overpayments.'8
The provider should verify the statistical por-
tion of the RAC audit and communicate with
the RAC auditors formally through the health
care provider’s legal counsel.

The provider should also consider using
an independent auditor to reanalyze audited
claims. As part of the internal auditing pro-
cess, an organization should start with statis-
tically valid random samples to maximize the
power of the results. According to C. Young
in an article, health care providers should
incorporate research and statistical analysis
as a way to maximize the efficiency of the

compliance plan." These issues should be
integrated into the compliance department’s
risk assessment so that they are included in
the annual compliance work plan.

Defending Appeals

RAC audits can have a significant impact
on a health care organization’s revenue cycle.
To minimize the negative impact, an organi-
zation needs to optimize their use of elec-
tronic medical records, enhance their billing
system through the acquisition of electronic
software, and involve trained clinicians to
validate the accuracy of the billing process.

Organizations should identify cases under
RAC review and flag those with negative
results. This data can provide the foundation
for proactive internal audits on future billing
practices. The preferred approach is to use
evidence-based practice protocols to ensure
accurate coding and incorporate physician
review. The consistent application of these
processes ensures the integrity of the rev-
enue cycle.””

Health care providers should imple-
ment automated processes to ensure timely
response to denial, rebuttal, and RAC appeal
letters. Since record requests can occur
every 45 days, concurrent appeals are likely
as RAC auditors begin targeting specific
providers. According to Brocato, Hirschl, &
Padfield, staff involved in the appeals man-
agement should have strong project manage-
ment skills and include revenue cycle experts
who can monitor the real-time impact on
cash flow associated with RAC appeals.?!

For example, if medical records are not
supplied by the provider within 45 days of
a RAC request, the RAC auditors may clas-
sify the claim as an overpayment by default.
According to Orsini, health care providers



were only able to meet the demand for medical
record chart requests 75 percent of the time,
resulting in automatic payment denials for
the remaining 25 percent.”> Because of this,
many health care providers have centralized
RAC processes in their health care informa-
tion management (HIM) department or have
outsourced RAC medical record requests to
ensure they are done on a timely basis.
During the demonstration period, CMS
disagreed with the RAC audit results and
supported the health care provider in 40 per-
cent of the cases appealed to the fiscal inter-
mediary (FI). Filing an appeal is just one of
the provider options; the other option is to
file a rebuttal to the RAC audit directly. If a
RAC audit has denied a claim based on the
diagnosis related group (DRG) ICD-9-CM
coding, then the hospital would need to sub-
mit additional documentation supporting the
original DRG. For unsuccessful rebuttals,
providers can use standard letters approved
by their legal counsel to appeal denials based
on medical necessity. The appeal process is
expensive to the health care provider and is
estimated to cost $2,000 per case.?

Accounting Ramifications

RAC audits have resulted in substantial
overpayment collections or take-backs for
many health care providers. These RAC audit
take-backs have created a number of ques-
tions on how to accurately reflect the out-
comes of these audits in the financial records
of health care providers. When a provider
receives notification from CMS regarding a
RAC audit take-back, at that point there is an
identifiable risk of disallowance to the pre-
viously recorded revenue stream. As a result,
an accrual for a RAC audit take-back should
be recorded on the income statement as a
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contractual discount expense and a liability
on the balance sheet in the period in which
notification is received. This process is simi-
lar to the accounting methods used for esti-
mated and final reimbursement settlements
with third-party payers.**

Typically, payments made to CMS for
the RAC audit adjustments have been made
through the process of withholdings from
subsequent Medicare claims reimbursements.
Since there is usually a delay in the actual
take-back, the provider should record the
liability upon receipt of the RAC audit adjust-
ment notification and should release the lia-
bility when the amount is paid or withheld.”

Some providers participate in the periodic
interim payment (PIP) program and receive
biweekly payments from Medicare for ser-
vices based on a prescheduled reimburse-
ment. Typically, take-backs of claims for PIP
providers are accomplished through the cost
report settlement process. Steps should be
taken to ensure that RAC audit adjustments
and any subsequent favorable appeals are
correctly entered in the financial records.?
FY 2010 was the first year in which the RAC
auditors began actively identifying and cor-
recting improper payments under the National
Recovery Audit program. All the RAC audi-
tors began reviewing claims in October 2009.

Future RAC Developments

A request for information (RFI) was pub-
lished in the Federal Register on December 27,
2010. In this RFI, CMS solicited comments
on how best to implement the Medicare
Part C and Part D RAC audits. Based on
provider feedback, CMS requires that issues
be posted on the RAC auditors’ Web sites,
which improves transparency to the public
and the provider community. The Tax Relief
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and Health Care Act of 2006 expanded the
RAC audit program to Medicaid. In addition,
Section 1893(h) of the Social Security Act
expanded RAC audits to Medicare Parts C
and D (CMS 2010).”

On January 13, 2011, CMS awarded a
contract for Medicare Part D recovery audit-
ing to ACLR Strategic Business Solutions.
In addition on June 1, 2012, CMS allowed
RAC auditors to begin reviewing claims
before they are paid, focusing on types of
claims that historically have been associated
with high rates of improper payments.” RAC
audits have also been expanded to include
physician medical groups. The number of
records that can be requested every 45 days
from physicians, for a complex review, is
based on medical group size. The maximum
medical records request is 50 records for the
largest medical groups.”

Health Reform

The American Recovery and Reinvestment
Act of 2009 (ARRA) signed on February 17,
2009, included funding for the Health Infor-
mation Technology for Economic and Clini-
cal Health (HITECH) Act to promote the
adoption and meaningful use of health infor-
mation technology (HIT). Future RAC audits
could penalize the providers if they fail to use
electronic health record (EHR) systems and
as a result have incorrect billings.*® Fortu-
nately, the use of EHRs will improve clinical
documentation, which should allow process
improvement in hospital billing systems.*!

Outpatient Exposure
According to Kelley, Herdman, &

Abramowitz, they believe that many hos-
pitals face significant outpatient RAC

exposure and that these hospitals have not
given adequate attention to outpatient issues
to alleviate their future risks.** Most RAC
audits in the demonstration period focused
on inpatient care and durable medical equip-
ment claims. One-day stays or observation
stays are now being closely scrutinized, as
well as medical necessity cases. Most hos-
pitals consider observation stays as an out-
patient service because the patient does not
stay in the bed for more than 24 hours.

National coverage determination (NCD)
and local coverage determination (LCD)
policies address the appropriate utiliza-
tion of outpatient services while ensuring
medical necessity. These policies determine
whether certain diagnostic tests and outpa-
tient procedures are necessary, based on the
diagnosis code listed on the claim. It is criti-
cal that billing systems validate the correct
diagnosis code prior to claim submission to
ensure the service is reimbursable.

LCDs are established by each FI and
provide local or regional policy guidance.
The NCDs are established by CMS and
provide national policy guidance. Within
this policy guidance, the Healthcare Com-
mon Procedure Coding System (HCPCS)
codes for each procedure and are linked to
the International Classification of Diseases
ICD-9-CM codes to ensure correct Medicare
claims payment.

Many providers have software systems
in place to evaluate each line item before a
bill is generated. Where exceptions exist, the
software flags the account for review prior
to claims submission. The use of electronic
billing software by health care providers
may help mitigate the risk of RAC audits.*

Health care organizations are increasingly
purchasing software specifically designed
for the RAC audit program. The software



is embedded with rules and alerts designed
to manage RAC audits. It also will gener-
ate supporting documentation for use dur-
ing the appeals process. The long-term goal
of RAC audit software is to analyze, report,
and respond to RAC audits. The use of such
software provides a fact-based data ware-
house designed to make future changes in
the organization’s internal audit program.*

Laboratory Services

Independent laboratory providers are
potential candidates for RAC audits. There
are documented instances where laborato-
ries have performed services for patients
staying in a skilled nursing facility (SNF)
but did not determine the patient’s Medicare
Part A eligibility before billing the Medicare
Part B claims. This creates the possibility of
double billing under Medicare because the
laboratory services are billed under Part B
while the SNF billed for the same service
under Part A. According to Young, it is
important that laboratory compliance offic-
ers ensure their billing director is aware of
RAC policies that are relevant to laboratory
services.¥ Tt is also important that the labo-
ratory make certain it has a system in place
to educate their employees who receive the
mail to recognize letters pertaining to RAC
audits so they can be handled promptly.
Unfortunately, the laboratory may find itself
responsible for RAC recoveries related to
errors over which it has no control.

It is incumbent on clinical laboratories to
play a role in achieving cost-effective care
by balancing the quality of health care with
the reality of limited health care resources.
As aresult, clinical laboratories should work
with physicians to develop and implement
effective internal control programs.
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Theoretical Foundation

Resource dependence theory maintains
that organizations manage their environ-
ment in ways to acquire and maintain essen-
tial resources. Resource dependence theory
suggests that a company’s survival relies on
the leadership’s ability to elicit necessary
resource contributions and manage rela-
tionships between interdependent organiza-
tions. Thus, resource dependence focuses
on strategic reasons for organizational
restructuring in order to support improved
organizational efficiency. With this in mind,
health system integration can be seen as
a method to gain access to highly skilled
audit personnel as well as implement pro-
cesses that enable an organization to main-
tain its resource base when faced with RAC
audits.*

The implementation of the RAC audit
program forces an organization’s leaders
to implement billing processes designed to
maximize organizational performance while
minimizing environmental constraints. It
is becoming increasingly clear health care
leaders are implementing processes and
organizational structures designed to reduce
the negative impact of the RAC program on
organizational resources.

Research Questions

This study evaluates the impact of RAC
audits on US hospitals. The following
research questions were proposed:

* What is the anticipated impact of the
RAC audit program on hospital inpa-
tient revenue?

* What is the potential impact of RAC
audits on US hospital profitability?
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Data and Methods

We evaluated data reported by CMS asso-
ciated with the RAC audit program for fiscal
years 2010, 2011, and 6 months of 2012.¥
In addition, we examined data collected by
AHA on RAC audits in US hospitals for
the year 2012.% Data was obtained and ana-
lyzed from the AHA RAC Trac audit report-
ing data set. The RAC Trac data provides
extensive organizational data on RAC audit
results and its impact on US hospitals. The
RAC Trac database provided RAC data from
2,220 US hospitals.

Results

Figure 1 provides information on the
impact of RAC audits on US hospitals. For
example, CMS RAC audits collected over-
payments of $75.4 million in FY 2010,
$797.4 million in FY 2011, and $986.2
million in the first six months of FY 2012.
During the same period, the RAC audits
returned underpayments of only $16.9 mil-
lion in FY 2010, $141.9 million in FY 2010,
and $86.4 million in the first six months of
FY 2012. This represents total corrections of
$92.3 million in FY 2010, $939.3 million in

FY 2011, and $1,072.6 million in the first six
months of FY 2012.

As noted in Figure 2, RAC audit collec-
tions during the first six months of FY 2012
varied significantly by geographic region.
Specifically, Region A composed of the
Northeast had RAC corrections of $201.7
million, Region B composed of the Midwest
had corrections of only $137.7 million, while
Region C composed of the Southeast had
corrections of $343.0 million, and Region D
representing the West had the highest correc-
tions at $390.2 million.

According to the AHA Trac survey data
in Figure 3, automated claim denials rep-
resent only 4 percent of RAC collections
with 96 percent of overpayment collections
coming from complex denials. In addition,
the average dollar value of an automated
denial was only $521 per claim in contrast
to $5,839 for a complex claim denial. It is
significant to note that by the middle of FY
2012, 78.5 percent of US hospitals reported
that they have had claims denied as part of
the RAC audit process.

From a profitability perspective, hos-
pitals are experiencing a growing rate of
claims denial. While many denials are
overturned on appeal, it is clear the RAC

Figure 1. Medicare Recovery Audit Program by Fiscal Year

FY 2012
(October 01,
2011 to March 31,
FY 2010 FY 2011 2012)
Overpayments Collected $75.4M $797.4M $986.2M
Underpayments Returned $16.9M $141.9M $86.4M
Total Corrections $92.3M $939.3M $1,072.6M
Source: CMS (2012).
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Figure 2. CMS Medicare Recovery Audit Data (January 01, 2012-March 31, 2012)

Overpayments Underpayments Total Quarter FY To Date

Collected Returned Corrections Corrections
Region A: (1) $112.6M $11.3M $123.9M $201.7M
Region B: $60.8M $4.8M $65.6M $137.7M
Region C: $202.8M $20.1M $222.9M $343.0M
Region D: $212.2M $25.3M $237.5M $390.2M
Nationwide Totals $588.4M $61.5M $649.9M $1,072.6M

(1) States By RAC Region

Region A: Connecticut, Delaware, District of Columbia, Maine, Maryland, Massachusetts, New Hampshire,
New Jersey, New York, Pennsylvania, Rhode Island, and Vermont

Region B: lllinois, Indiana, Kentucky, Michigan, Minnesota, Ohio, and Wisconsin

Region C: Alabama, Arkansas, Colorado, Florida, Georgia, Louisiana, Mississippi, New Mexico,

North Carolina, Oklahoma, South Carolina, Tennessee, Texas, Virginia, West Virginia, Puerto Rico,
and U.S. Virgin Islands

Region D: Alaska, Arizona, California, Hawaii, Idaho, lowa, Kansas, Missouri, Montana, North Dakota,
Nebraska, Nevada, Oregon, South Dakota, Utah, Washington, Wyoming, Guam, American Samoa,
and Northern Marianas

Source: CMS 2012.

Figure 3. Impact of RAC Audits on US Hospitals

Hospitals Responding (N=2,220)

Variable Automated Denials Complex Denials
Financial Impact: $26,087,927 and 4% $714,693,470 and 96%
Amount and

Percentage

Number of Denials 50,395 124,055
Number of Medical 447523

Records Requested
with Complex Denial

Percentage of Hospital 78.5% 78.5%

with RAC Audit

Average Dollar Value of $521 $5,839

RAC Claim Denial

Primary Reasons for 73% Outpatient 97% Inpatient Reasons: Short
Complex Denials Stay, Incorrect Inpatient Coding,

Medically Unnecessary Care

Source: AHA (2012) includes RAC Trac Survey data for 3rd Quarter 2011 through
1st Quarter 2012.
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audit program is reducing hospital profit-
ability. From an operating performance
perspective, hospitals are being forced to
implement new policies and procedures
designed to track and process RAC audit
claims. These procedures add to admin-
istrative cost and require the addition of
highly skilled technical staff. From an
organizational perspective, hospitals are
being forced to invest in new information
technology to respond to RAC audits. In
addition, many are using consultants or
adding staff at the hospital or health system
level in order to protect the organization’s
financial interests.

Discussion

During the course of the three-year
demonstration RAC program, health
care providers raised concerns about the
RAC program. According to O’Brien,
Wachler, & Gustafson, CMS has made
efforts to address these concerns and has
adopted numerous changes in the perma-
nent RAC program.* For example, under
the RAC demonstration program, RACs
were permitted to reopen claims up to four
years following the date of initial payment.
Under the permanent RAC program, RAC
auditors have a maximum three-year look-
back period. The permanent program will
allow a review of all Medicare claims paid
after October 1, 2007. Additionally, RAC
auditors will be prohibited from reviewing
claims more than three years past the date
of initial payment.

Under the RAC demonstration program,
the RACs were not required to employ
a physician medical director or coding
experts. However, under the permanent pro-
gram, registered nurses (RNs) or therapists

are required to make determinations regard-
ing medical necessity, and certified coders
are required to make coding determinations.
The RAC:s are not required to involve physi-
cians in the medical record review process;
however, the RACs are required to employ
one fulltime medical director (CMD), who
is a doctor of medicine or doctor of oste-
opathy. The CMD will provide guidance to
RAC staff regarding interpretation of Medi-
care policy.

CMS compensates RACs on a contin-
gency fee basis, based upon the amount paid
back by the provider. Under the demonstra-
tion program, the RACs were entitled to
keep their contingency fees if a denial was
upheld at the first stage of appeal, regardless
of whether a provider prevailed at a later
stage of the appeals process. According to
O’Brien, Wachler, & Gustafson, this fee
arrangement provided incentive to the RACs
to aggressively review and deny claims
based on the lack of medical necessity.*
This is an area containing much subjectiv-
ity and medical necessity denials resulted in
40 percent of the alleged overpayments
identified during the demonstration pro-
gram. In a significant change from the dem-
onstration program, under the permanent
RAC program, if a provider files an appeal
disputing an overpayment determination
and wins this appeal at any level, the RAC is
not entitled to keep its contingency fee and
must repay CMS the amount it received for
the recovery.

During the three-year RAC demonstration
program contractors identified a significant
amount of improper payments. The major-
ity of these were overpayments to hospitals.
As a result hospitals have been the RAC
audit program’s loudest critics. In addition,
hospitals have started maintaining accurate



documentation of all care in preparation for
future audits.*!

As demonstrated in Figure 1, RAC over-
payments collected increased tenfold from
FY 2010 to FY 2011. Further increases
were experienced in the first six months of
FY 2012. When tracking these increases
by geographic regions, the data shows that
those areas that comprised the RAC dem-
onstration project currently have the high-
est RAC overpayments collected. The data
would suggest that as the RAC auditors
working in the new geographic areas author-
ized in the national expansion become more
proficient, RAC collections in these new
geographic areas will increase.

Due to the recent expansion to a national
audit program, our research suggests that
RAC collections will continue to grow at
a significant rate. This is supported by the
fact that only 78.5 percent of US hospitals
have currently participated in RAC audits.
The intent of the RAC audit program is to
monitor the performance of all US hospi-
tals so a 100 percent involvement in RAC
audits can be anticipated. In addition, anec-
dotal evidence suggests that those hospitals
experiencing significant RAC overpayment
recoveries can anticipate a higher percent-
age of future RAC audits. Since 96 percent
of RAC recoveries involve complex deni-
als, this will remain the focus of the RAC
audit program. In addition, the data show
97 percent of the current complex inpa-
tient denials are associated with short-term
stays, incorrect coding, and lack of medical
necessity.

Conclusion

A case can be made that the RAC audit
program is important to ensuring the
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accuracy of Medicare claims payment and
also improves the overall efficiency of the
health care industry. As the US population
ages, Medicare payments on behalf of the
elderly will consume a growing percent-
age of federal budget. According to the
Medicare Chart Book,* Medicare currently
covers 47 million people. It is estimated to
almost double to 80 million by 2030. In FY
2010 Medicare spent approximately $5.24
billion dollars representing 20 percent of
national health expenditures, 15 percent
of the federal budget, and 3.6 percent of
gross domestic product. This would sug-
gest that the RAC audit program will con-
tinue to be important in reducing Medicare
expenditures.

Since Medicare payment reform is sav-
ing millions of dollars every year and
preserving the Medicare Trust Fund for
future generations, health care providers
can anticipate spending staff time and
money defending claims or filing appeals.
Because RAC auditors have the ability to
review a wide variety of claims, health care
providers could run into cash flow prob-
lems because RAC auditors have financial
incentives to challenge claims. In prepara-
tion for RAC audits, providers can imple-
ment appropriate compliance programs
and maintain an aggressive internal audit
program.

As more providers transition to electronic
medical records, it is likely that automated
billing systems will improve efficiency and
quality. As a result, new software billing and
financial expertise will be needed to suc-
cessfully meet the changing Medicare pay-
ment regulations. The RAC audit program
shows that providers must take a proactive
approach to filing, processing, auditing, and
appealing Medicare claims.
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Managerial Implications

These results have important managerial
implications, as the US hospital industry
faces a more competitive environment and
organizations struggle to remain financially
viable. Low profits combined with a grow-
ing population of Medicare patients mean
RAC audits represent a financial threat to
many hospitals. As a result, hospital finan-
cial managers are challenged to implement
meaningful internal control programs that
can protect the hospital’s revenue stream.
This study clearly demonstrates that the
RAC audit program represents a significant
threat to the profitability of US hospitals.

Braccili believes that hospital financial
managers should implement RAC reporting
systems in preparation for increased RAC
audits.” To establish helpful tracking mech-
anisms, finance managers should review
CMS’s current Statement of Work for the
Recovery Audit Contractor Program. This
document governs the actions RACs must
perform when auditing health care provid-
ers and establishes ground rules for the RAC
audits.

If a hospital has been subjected to an
unfavorable RAC audit finding, the organi-
zation’s leaders should evaluate the organi-
zation’s patient care processes and assess the
potential impact on the revenue cycle. Such
process breakdowns may occur at the point
of care, during charge entry, or be the result
of poor medical record documentation. It
is critical that hospitals identify the cause
of RAC recovery and implement changes
to prevent future inappropriate claim sub-
missions to Medicare. Potential improve-
ments to ensure new claims are error free
include improved billing processes, better
patient registration, more accurate patient

accounting, and enhanced medical record
documentation.*

The preferred way to minimize adverse
medical necessity findings is to hold all
Medicare inpatient claims until appropriate
review by a clinical professional. Unfortu-
nately, a hospital’s case managers or clinical
professionals are not always able to evalu-
ate every inpatient admission prior to billing
due to staffing and other constraints. This is
particularly true of short-stay (observation)
admissions ranging from one to three days
which should be reviewed for a medical
necessity determination. As a result, these
short-stay (observation) admissions were a
primary focus of RAC auditors during the
demonstration program. This suggests that
hospitals’ case management and physician
adviser documentation on medical necessity
review should be included within the appeal
package sent to the RAC for medical neces-
sity denials.

Effective internal control programs
involve the use of clinical protocols to
improve the quality of health care services
while improving the accuracy of billing
systems. These internal control programs
also provide a strategy for cost containment
while ensuring compliance with Medicare
payment guidelines. The development of
internal control programs has been shown
to decrease resource consumption, reduce
health care cost, and protect the financial
revenue stream. Moreover, such programs
may prevent avoidable compliance audits
resulting in significant savings and provide
a more stable revenue stream.

Since adequate reimbursement is essen-
tial, management has a responsibility to
quickly and accurately bill for all services
in order to improve the collection rate. The
development of a comprehensive internal



audit system designed to ensure accurate
billing will enhance profitability.

This study shows that it is critical that US
hospitals focus on the efficiency of provid-
ing clinical services as a method of reducing
potential RAC audit liabilities. This can be
done through the implementation of clinical
protocols, the coordination of care, and the
implementation of sound billing practices.
The remaining challenge is to continue to
implement operational processes that lower
costs, increase efficiency, improve quality,
and enhance organizational profitability.

Integrated health care delivery systems
are well positioned to coordinate services
across the continuum of outpatient and inpa-
tient health services. Successful coordina-
tion of health care services may be key to
reducing the liability associated with RAC
audits while protecting the financial viability
of US hospitals.
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Policy Implications

From a policy perspective, the financial
viability of US hospitals is critical to the
provision of local and regional health care
services. Unfortunately, the RAC audit
program is a significant threat leading to
reduced Medicare payments. This reduction
combined with the high rate of uninsured
and under insured patients has threatened the
financial solvency of US hospitals.

Further analysis of the impact of RAC
audits on the financial profitability of indi-
vidual hospitals is necessary to ensure the
integrity of the health care delivery sys-
tem. In addition, an educational program
should be implemented to assist individual
hospitals who have high levels of RAC
overpayments collected to improve their
internal processes to reduce future RAC
collections.
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The Cost Conundrum: Financing the
Business of Health Care Insurance

Annemarie Kelly

Health care spending in both the governmental and private sectors skyrocketed over the last century.
This article examines the rapid growth of health care expenditures by analyzing the extent of this
financial boom as well some of the reasons why health care financing has become so expensive. It
also explores how the market concentration of insurance companies has led to growing insurer profits,
fewer insurance providers, and less market competition. Based on economic data primarily from the
Government Accountability Office, the Kaiser Family Foundation, and the American Medical Associa-
tion, it has become clear that this country needs more competitive rates for the business of health in-
surance. Because of the unique dynamics of health insurance payments and financing, America needs
to promote affordability and innovation in the health insurance market and lower the market’s high
concentration levels. In the face of booming insurance profits, soaring premiums, many believe that
in our consolidated health insurance market, the “business of insurance” should not be exempt from
antitrust laws. All in all, it is in our nation’s best interest that Congress restore the application of antitrust
laws to health sector insurers by passing the Health Insurance Industry Antitrust Enforcement Act as an
amendment to the McCarran-Ferguson Act’s “business of insurance” provision.

Key words: insurance, health insurance, financing, health expenditures, market concentration, health insur-
ance market share, competition in health insurance, insurance premiums, antitrust law, business of insurance

exception, McCarran-Ferguson Act, Health Insurance Industry Antitrust Enforcement Act, HIIAEA.

Skyrocketing Health Care Expenditures

The rapid growth of health care costs con-
tinues to pose challenges for local, state, and
federal health programs as well as the private
sector. In light of the increasing demands on
America’s already stretched governmental
health insurance system, we must ask how
and why premiums continue to rise in the
private sector. On a national level, health
expenditures are growing at an exponential
rate and the health care market is becoming
an increasingly bigger slice of the GDP pie.
The Congressional Budget Office plainly
identifies health care spending growth as one
of the “central fiscal challenges” facing our
federal government.” Collectively, Medicare
and Medicaid spending make up 21 percent
of all federal spending.® The cost of these
programs is bigger than Social Security and
dwarfs every other domestic program.* The
federal government’s health care spending
on Veterans Affairs alone is astronomical—
the Department of Veterans Affairs runs the

largest hospital system in America.’ The US
Department of Defense’s spending on health
care is roughly 10 percent of its budget—
more than the total military budget of all but
four other nations.® Given these facts, it is
not surprising that health care expenses have
swelled social programs like Medicare.

The American government has severely
underestimated the cost of health care fund-
ing needed to implement Medicare.” Initial
cost estimates for this federal insurance pro-
gram were far from realistic. In 1967, the
House Ways and Means Committee predicted
that the new Medicare program would cost
roughly $12 billion in 1990.% Actual Medi-
care spending in 1990 was $110 billion—the
1967 assessment was off by nearly a factor
of 10.° In 2009, US Senator Sam Brownback
addressed this underestimate stating, “Health
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care appears to be an area with great room
for overly optimistic assumptions regarding
changes in the behavior of patients and pro-
viders, technological innovation, the practice
of medicine, program take-up rates, future
health cost inflation, and the likely success
of proposed cost-control mechanisms.”!
Before Medicare was enacted, government
spending on health care was miniscule.'
The US government spent only 1 percent of
its budget on health, with states and locali-
ties spending less than 6 percent of their
budgets.'? Because of the complicated nature
of health care science, it follows costs in this
sector are high.

The reasons why the health care sector
has boomed are extensive and multifaceted.
Changes in population demographics are
one of many key factors."* Without a doubt,
America will require significant health
financing changes in the next few years.
The aging of millions of baby boomers—
individuals who were born immediately after
World War II—is contributing to increased
demands on America’s health system.'
According to the US Census Bureau, the
population aged 65 and over is projected to
grow 17 percent between 2015 and 2020,
far outpacing the overall population growth
rate of 3.9 percent.”> Government records
indicate that Medicare beneficiaries make
up 16 percent of the total population.'® In
all, the government expects 76 million baby
boomers will age on to Medicare in the next
few years.'” Even factoring in deaths over
that period, the program will grow from
47 million today to 80 million in 2030."®
In spite of this growth, Medicare spending
continues to grow by about 8 percent each
year."

Additionally, health care costs have been
driven upwards because a significant part of

the population consists of uninsured indi-
viduals. When an uninsured person cannot
pay his health care bills, that burden falls on
the insured population, hospitals, doctors,
and the government, leaving billions of
dollars outstanding for ‘“‘uncompensated
care.” 2 It follows that these uncompensated
care costs must be absorbed somewhere
and, in the end, the unpaid costs often result
in higher insurance premiums.?! The gov-
ernment defines “uninsured” individuals
as persons not covered by the following:
private insurance, Medicaid, the Children’s
Health Insurance Program (CHIP), state-
sponsored or other government-sponsored
health plans, Medicare, or military plans.*
In 2011, 15.7 percent of the population
(roughly 48.6 million individuals) were
without health insurance.” While approxi-
mately 63 percent (197.3 million) of
Americans were covered by private health
insurance in 2011, the percentage and num-
ber of people covered by government health
insurance was 32.2 percent (99.5 million).*
About 9.4 percent of children under age 18
(7.0 million) did not have health insurance
in 2011.> Though millions of Americans
are left uninsured, insurance premiums
have grown over 130 percent over the last
14 years.”® The costs of treating the un-
insured is usually absorbed by providers as
charity care, passed on to the insured via
cost-shifting and higher health insurance
premiums, or paid by taxpayers through
higher taxes.*’

Dynamics of Health Insurance

Health insurance is the fundamental pay-
ment mechanism for health care.”® In tradi-
tional forms of insurance like, for example,
automobile or home insurance, we pay a
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small premium and a little extra expense to
avoid the possibility of a major loss.?” What
makes health insurance different is the fact
everyone needs health care to some degree
throughout their lifetime.*® For example,
upon close inspection there are stark differ-
ences between the automotive and health
insurance industries. As economist William
Baumol noted, the cost of automobile insur-
ance has risen significantly faster than the
economy’s overall rate of inflation, yet, the
cost of automobile repairs has not.3! Accord-
ing to Mr. Baumol, this occurred because
automobile insurance entails “not only the
cost of automobile repair, but also the medi-
cal costs of accident victims, which are
neither standardized or homogeneous.”*
Interestingly, health insurance cannot pool
risk as efficiently because using the health
care system is not a risk—it is an inevitability
for all of us.*

Commenting on the unique dynamics of
health insurance, businessman David Gol-
dhill poses the following challenge: try to
imagine what the market for homeowners’
insurance would look like if it is certain
that all of the people in the risk pool will
eventually have their homes burn down.**
Mr. Goldhill explains, “In our current
health insurance model, we all pay a large
premium and bear a lot of extra expense to
fund the certainty of some loss.”* All in all,
the most we can say about the risk-sharing
aspect of health insurance is that it shifts
resources based on timing.* Those of us not
having major health problems this year fund
care for those who are.’” Mr. Goldhill points
out that in traditional forms of insurance we
pay a small premium that provides insur-
ance against the possibility of an adverse
event, such as a house fire or automobile
accident. With health insurance, however,

it is guaranteed that we will all need health
care at some point. In sum, health insurers
are essentially giant intermediaries between
consumers and the health care system
itself, negotiating charges, checking bills,
and assuring payment—basically shifting
money around from consumers and taxpay-
ers to providers.®

Market Concentration
of Insurance Companies

It is clear health insurers function at an
almost inconceivable level of expense.*
Yet, in recent years health care costs
have surged so dramatically that they
have far outpaced the growth in Ameri-
cans’ income.* For instance, from 1999
to 2007, commercial health insurance
premiums rose four times faster than peo-
ple’s wages—the average premium growth
was 119 percent while the average US
wage growth was only 33 percent.*' (See
Figure 1.) According to a nationwide sur-
vey by the Government Accountability
Office (GAO), the median statewide mar-
ket share of the largest insurer selling cov-
erage to small employer groups increased
from 33 percent to 47 percent between
2002 and 2008.%* (See Figure 2.) Thirty-six
of the 44 states the GAO studied identified
a Blue Cross and Blue Shield (BCBS) car-
rier as their largest carrier, and in all but
1 of the remaining 8 states, a BCBS carrier
was among the five largest carriers.*

Every year for the past eight years, the
AMA has conducted the most in-depth
study of commercial health insurance mar-
kets in the country to help researchers,
policy makers, and federal and state regu-
lators identify areas of the country where
consolidation among health insurers may
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have harmful effects on consumers, on
providers of care, and on the economy.*
According to the AMA, there is a consen-
sus among health economists that most
health insurance markets are not perfectly
competitive and, as a result, large insur-
ers can exercise market power.* A large
wave of health insurance mergers has led to
such high levels of concentration in insur-
ance markets that there are now only one
or two dominant insurers in many states.*
Localized insurance company monopolies

go unchallenged because there are substan-
tial barriers to market entry and expansion
for other, smaller insurers.*’” The AMA has
pointed out that a lack of competition has
led to growing insurer profits, increased
costs, and reduced coverage for enrollees.*
Regarding combined HMO and PPO prod-
uct markets, the AMA has revealed that
70 percent of statewide health insurance
markets (HMO, PPO, and POS) are “highly
concentrated.”* (See Figure 3.) Respec-
tively, 94 and 95 percent of HMO and

Figure 1. Insurance Premium vs. Income Increases, Nationally (1999-2007)
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Sources: Kaiser Family Foundation, “Employee Health Benefits: 2008 Annual Survey,” (2008)
and US SSA, “Average Wage Index: 1999-2007,” (2013).
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Figure 2. Median Market Share of the Nation’s Largest Small
Group Insurance Carriers
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Source: Government Accountability Office, “Private Health Insurance: 2008 Survey Results on
Number and Market Share of Carriers in the Small Group Health Insurance Market,” (2009).
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Figure 3. Percentage of Statewide Health
Insurance Markets Deemed “Highly
Concentrated” Per US Department

of Justice Guidelines

Highly concentrated
= Not highly concentrated

Source: American Medical Association, “Competition
in Health Insurance: A Comprehensive Study
of U.S. Markets 2012 Update,” 8 (2012).

PPO markets are highly concentrated. In
89 percent of the medical savings accounts
(MSAs) studies, one or more insurers had
a market share of 30 percent or greater.>
In more than 38 percent of the reviewed
MSAs, at least one insurer had a market
share of 50 percent or greater.’’ In 9 per-
cent of the MSAs, one insurer had a market
share of 70 percent or greater.>>

The AMA’s research shows that one carrier
controls more than half the market in at least
15 states.”® Two carriers control at least half
the market in 46 states.* In the end, insurer
consolidation of market share creates a lower
number of insurance providers for consumers
to utilize. Unfortunately, serious market con-
centration problems impact both rural and
more populous states. For instance, in Indi-
ana, WellPoint Insurance controls 56 percent
of the total market.> (See Figure 4.) In Towa,
the two largest insurers control 76 percent
of the state’s market.*® (See Figure 5.) South
Carolina’s largest health insurer controls a
60 percent share of the statewide market.”’
(See Figure 6.) In Alabama, the market is
even more consolidated, with one insurer

usurping 88 percent of the state health insur-
ance market. (See Figure 7.) In summary,
while premiums rates continue to increase,

Figure 4. Indiana State Health Insurance
Market Concentration

32%
56%
12%
= WellPoint
® United Healthcare
Others

Source: American Medical Association, “Competition
in Health Insurance: A Comprehensive Study
of U.S. Markets 2012 Update,” 13 (2012).

Figure 5. lowa State Health Insurance
Market Concentration
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in Health Insurance: A Comprehensive Study
of U.S. Markets 2012 Update,” 13 (2012).

Figure 6. South Carolina State Health
Insurance Market Concentration

15%

P
25% ‘ 60%

= BCBS
= Others
Cigna
Source: American Medical Association, “Competition
in Health Insurance: A Comprehensive Study
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Figure 7. Alabama State Health
Insurance Market Concentration
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Source: American Medical Association, “Competition
in Health Insurance: A Comprehensive Study of U.S.
Markets 2012 Update,” 10 (2012).

health insurers have grown to such an extent
that they have largely consolidated the
market.

The McCarran-Ferguson and the
Business of Health Insurance Exception

The AMA has commended the Obama
administration “for recognizing the threats
that health insurer consolidations pose to the
delivery of health care across the country.”®
President Obama has been speaking out
against rising insurance premiums and anti-
competitive behavior since he was an Illinois
Senator. In 2006 he stated: “There have
been over 400 health care mergers in the
last 10 years ... [We must] reinvigorate anti-
trust enforcement.”> He proclaimed a goal
to seek “review of merger activity and take
effective action to stop or restructure those
mergers that are likely to harm consumer
welfare, while quickly clearing those that
do not.”® Before exploring the details of
antitrust enforcement and its exception for
health insurers, we will first discuss the place
of antitrust in the body of health care law
and policy. Because federal and state anti-
trust laws (and coverage exemptions) impact

much of the health care sector, a basic under-
standing of these principles is crucial to any
health law insurance analysis.*'

Generally, the purpose of antitrust laws
is to protect and promote competition in
the economic marketplace.®* Antitrust is an
integral part of health law today. The types
of antitrust issues arising are almost end-
less, including, but by no means limited
to, hospital and physician-practice mergers,
hospital acquisitions of individual physi-
cians, certificate-of-need disputes, pharmacy
boycotts of networks, and the use of bun-
dled discounts in contracts between hos-
pitals and payers.®> America’s major antitrust
statutes include the Sherman Act, Clayton
Act, Federal Trade Commission Act, and
McCarran-Ferguson Act.* The Sherman
Act attempts to restrain corporate attempts
to monopolize.®> The Clayton Act prohib-
its price discrimination, tying, or exclusive
dealings that either substantially lessen com-
petition or create a monopoly.® The Clayton
Act also prohibits mergers or other combi-
nations that could reasonably be expected to
reduce competition or create a monopoly.®’
The Federal Trade Commission Act cre-
ated the Federal Trade Commission (FTC)
and prohibits unfair methods of competition
that affect interstate commerce.®® Lastly, the
McCarran-Ferguson Act exempts the “busi-
ness of insurance” from the antitrust laws if
regulated by the state.*

Under the McCarran-Ferguson Act of
1945, a law passed at the end of World War I,
health insurance companies are exempt
from the federal antitrust legislation that
applies to most businesses.”” For the Act’s
exemption to apply, a defendant must
prove three elements: (1) the challenged
conduct constitutes the “business of insur-
ance”’; (2) the state regulates the business
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of insurance; and (3) the challenged con-
duct does not constitute “boycott, coercion,
or intimidation.””" In determining whether
certain conduct constitutes the “business of
insurance,” courts have traditionally exam-
ined whether the conduct: (1) transfers or
spreads policyholder risk; (2) is an integral
part of the relationship between the insurer
and its insured; and (3) is limited to those
within the insurance industry.””> Interest-
ingly, based on these standards, provider
agreements between health insurers and
their participating providers do not con-
stitute the business of insurance, although
contracts between insurers and their
insureds do.” The law provides that a state
must regulate the business of insurance for
the Act’s protection to apply.” The courts
have interpreted this provision liberally to
mean that only the most general type of
state insurance regulation is required.” The
Act also provides, however, that the exemp-
tion does not apply “to any agreement to
boycott, coerce, or intimidate or [to any]
act of boycott, coercion or intimidation.”
For purposes of the Act, “boycott” refers to
refusals to deal in collateral transactions as
a means to coerce terms in a primary trans-
action.”” The “business of insurance” excep-
tion does not refer to all business aspects
of an insurance company, only those that
involve spreading the risk that the insured
will suffer a financial loss arising from the
need for health care products or services.”
The Supreme Court has clarified that “the
statutory language in question here does not
exempt the business of insurance compa-
nies from the scope of the antitrust laws...
[t]he exemption is for the ‘business of
insurance,” not the ‘business of insurers.”” 7’
Therefore, contracts between an insurer, as
a third-party payor, and a service provider

are merely agreements the insurer uses to
reduce its costs in fulfilling its underwriting
obligations.?

Though not all states statutorily define
the “business of insurance,” state court deci-
sions have produced a fairly consistent com-
mon law definition as the “shifting of risk,
for the payment of a fee, from an insured to
an insurer who is able to assume that risk
by pooling together the payments received
from all individuals, thereby spreading the
risk among a defined population.”8' Histori-
cally, state courts have recognized the dis-
tinction between general “business risks”
and specific “insurance risks.”** Specifically,
state courts distinguish between situations
in which the key objective is the provision
of a service and situations in which the key
objective is the provision of financial reim-
bursement for the cost of a particular loss.%
This distinction is further illustrated in the
California case of Transportation Guar-
anty Co., Ltd. v. Jellins.3* The Jellins court
stated that in construing insurance contracts,
“it must be borne in mind that nearly every
business venture entails some assumption
of risk, some element of gambling...[to]
indemnify another against loss.”® It added
that a “sound jurisprudence does not sug-
gest the extension, by judicial construc-
tion, of the insurance laws to govern every
contract involving an assumption of risk or
indemnification of loss; that when the ques-
tion arises each contract must be tested by
its own terms as they are written, as they are
understood by the parties, and as they are
applied under the particular circumstances
involved.”%¢ In summary, the assumption
of the risk is not controlling, rather, one
must look at the arrangement as a whole to
determine whether the principle objective is
service or indemnity.¥’
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The FTC has explained that the McCarran-
Ferguson Act “was passed in response to
United States v. South-Eastern Underwrit-
ers Association ... which held that insurance
transactions were subject to federal regula-
tion under the Commerce clause, and that the
antitrust laws, in particular, were applicable
to such transactions.”® In order to assure that
insurance companies “would not interfere
with the traditional role of the states in regu-
lating and taxing insurance,” the McCarran
Act provided that the “business of insurance”
would fall under its exception.? As one legal
scholar explains, “Before World War 11, it was
generally assumed that insurance companies
did not do business in interstate commerce
and need not concern themselves with statutes
relating to restraints of trade.”®® This assump-
tion changed in 1944 when the Supreme Court
ruled that the sale of insurance is indeed part
of interstate commerce and is therefore sub-
ject to antitrust laws.’! It has been suggested
that a freely competitive environment is not
appropriate for the insurance industry and
that reasons for exempting the “business of
insurance” include the following concerns:

A completely free market characterized
by open competition would cause some
insurance companies to issues policies
at rates that do not cover the actual risk.
The consequences might well be the
insurance companies’ failure and ina-
bility to pay legitimate claims. Sound
public policy, therefore, requires that the
government be concerned for the finan-
cial integrity of insurance carriers.”

According to some, cooperation in fixing
actual rates for insurance is consistent with
desirable public policy. Supporters of the
“business of insurance” exception argue the

only way insurers can collect huge amounts
of information to assess risk is to work
together, as no single insurer generally has
enough information do it on its own.”® This
means sharing claims information, analyzing
that information, and predicting what that
information will mean for the likelihood of
future losses and claims.”* Under the excep-
tion, it is argued, insurance companies are
encouraged to work together to develop com-
mon insurance policy forms, create pools of
risk, and implement consistent underwriting
factors for their businesses.” Simply put,
supporters of the “business of insurance”
exception argue that America cannot sustain
its free market economy if people are unwill-
ing to take risks and buy insurance; more-
over, individuals will only take risks if they can
properly spread those risks via the selling of
insurance in multiple areas to multiple poli-
cyholders to minimize the danger that all pol-
icyholders will have losses at the same time.”
Hence, one legal scholar describes the under-
lying premise of the “business of insurance”
exception in the following terms: “[T]he
only way insurers can safely spread risk is
to collect huge amounts of information so
they can make predictions about how costly
claims will be in the future...[w]ith these
predictions, they can then price the insurance
policy.”®” Some proponents of the exception
believe that because insurance is a product
whose true cost is never known at the time it
is sold, the accuracy of these predictions can
be the difference between the solvency and
insolvency of an insurer.”

Opponents of the “business of insur-
ance” exception argue that because health
insurers and medical malpractice insurers
are not subject to the antitrust laws, they
are colluding to determine the prices that
they charge for health insurance and, as a
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result, insurance premiums continue to rise
without meaningful competition.”” One
such opponent, US Congresswoman Diana
DeGette, has declared: “As health insur-
ance premiums continue to go through the
roof, now is the time to ensure that health
insurance companies are not engaging in
anti-competitive behaviors that make it
more difficult for Americans to afford health
coverage ... [s]imply put, the bottom lines
of the big insurance companies should not
be put above the American public’s ability
to gain access to health care.” '° The AMA
has confirmed concerns about market con-
centration in multiple states.'” The AMA
noted that one insurance company alone,
Blue Cross Blue Shield (BCBS), controls
69 percent of the market in the Michigan
and 88 percent in Alabama.'” Specifically,
in Birmingham, Alabama, BCBS con-
trols 85 percent of the total market share
for all HMO, PPO and POS plans.'” (See
Figure 8.). In Ann Arbor, Michigan, BCBS
controls 73 percent of the total market.'™
(See Figure 9.) All in all, those opposed
to the blanket antitrust exemption created

Figure 8. Health Insurance Market
Concentration in the City of
Birmingham, Alabama
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Source: American Medical Association,
“Competition in Health Insurance: A
Comprehensive Study of U.S. Markets
2012 Update,” 10 (2012).

Figure 9. Health Insurance Market
Concentration in the City of
Ann Arbor, Michigan
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Source: American Medical Association,
“Competition in Health Insurance: A
Comprehensive Study of U.S. Markets
2012 Update,” 14 (2012).

by the McCarran-Ferguson Act believe it
has improperly shielded health insurance
companies from legal accountability for
decades.

Amending the McCarran-Ferguson Act

In his administration’s effort to overhaul
the nation’s health care system, President
Obama has called for the repeal of the health
insurance industry’s exemption from federal
antitrust laws.!% In light of increasing fiscal
demands and sector growth, the legislature
should back this repeal. The Health Insur-
ance Industry Antitrust Enforcement Act
(HITAEA) currently pending in the US House
of Representatives, seeks to repeal the federal
antitrust exemption for health insurance.! In
a speech to the House, Congressman John
Conyers briefly explained the bill stating,

This bill would level the playing field
between health care professionals and
insurance companies in the health care
industry and improve the quality of
patient care. [It] would eliminate the
antitrust immunity provided under the
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McCarran-Ferguson Act for price fix-
ing, bid rigging, and market allocation
by health insurance issuers or medical
malpractice insurers. The bill would also
repeal the McCarran-Ferguson exemp-
tion for the business of health insurance
and enable enforcement by the Federal
Trade Commission. The purpose of this
bill is to extend antitrust enforcement
over health insurers and medical mal-
practice insurance issuers, which cur-
rently enjoy broad antitrust immunity
under the McCarran-Ferguson Act.
This immunity can serve as a shield for
activities that might otherwise violate
federal law.'”

All in all, because our nation’s antitrust
laws exist to protect free market competi-
tion, supporters believe this bill will restore
competition to the health insurance market-
place because the economy in general would
benefit from increased competition among
private insurers. HITAEA will repeal the fed-
eral antitrust exemption for health insurance
and medical malpractice insurance compa-
nies for flagrant antitrust violations.'® More
specifically, it will further protect consum-
ers against price-fixing, bid rigging, and
market allocations, while subjecting health
insurers to the same good-competition laws
that apply to virtually every other company
doing business in the US.'” HITAEA seeks to

amend the McCarran-Ferguson Act stating:
“Nothing contained in this Act shall modify,
impair, or supersede the operation of any of
the antitrust laws with respect to the busi-
ness of health insurance ... . the [MFA] shall
apply with respect to the business of health
insurance without regard to whether such
business is carried on for profit...” "% In
total, given the surging consolidation of the
commercial market, soaring overall health
expenses, and rising premiums, it would be
prudent for Congress to pass this bill.

Conclusion

In conclusion, the private health insurance
profits are booming, though the government’s
funding mechanisms are overburdened. As
increased demands are placed on America’s
already financially stretched health care sys-
tem, restoring competition in the marketplace
for the purchase of health insurance services
will improve the consolidation problems fac-
ing the health insurance industry by increas-
ing market competition. It follows that more
competition will result in lower, more com-
petitive premiums for consumers. For these
reasons, it is in our nation’s best interest
to pass HIIAEA. Congress should amend
the McCarran-Ferguson Act to remove the
“business of insurance” exemption from
antitrust laws and to restore the application
of antitrust laws to health sector insurers.
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The Law of Unintended (Financial)
Consequences: The Expansion of
HIPAA Business Associate Liability

Jonathan P. Tomes

The recent Omnibus Rule published by the Department of Health and Human Services greatly expanded
liability for breaches of health information privacy and security under the HIPAA statute and regulations.
This expansion could have dire financial consequences for the health care industry. The Rule expanded
the definition of business associates to include subcontractors of business associates and made covered
entities and business associates liable for breaches of the entities who perform a service for them involv-
ing the use of individually identifiable health information under the federal common law of agency. Thus,
if a covered entity or its “downstream” business associate breaches security or privacy, the covered entity
or “upstream” business associate may face HIPAA's civil money penalties or a lawsuit. Financial man-
agers need to be aware of these changes both to protect against the greater liability and to plan for the
compliance costs inherent in effectively, if not legally, making business associates into covered entities.
Key words: HIPPA, Omnibus Rule, business associate, HITECH Act, unintended liability, security breach,
privacy breach, civil money penalties, federal common law of agency.

Introduction

If one listened to (and believed) the gov-
ernment, one might think that the government
was interested in controlling health care costs.
We all know that Obamacare is hardly likely
to do so. But the stealth takeover of health care
is not Obamacare: We knew that Obamacare
was coming, but we just did not know how
bad it was going to be. And we probably still
do not. The stealth takeover, however, actually
began with the so-called HITECH Act,' that
portion of the so-called Stimulus Package,’
that provided incentives for adopting an
electronic health record (EHR),® increased
the enforcement of HIPAA,* and provided
individuals new health information privacy
rights. And those of you who have tried to
qualify for the incentives for adopting an
EHR know just how simple complying with
the meaningful use standards is.

HITECH Act Effectively Made Business
Associates into Covered Entities

In the HITECH Act, Congress effectively
made HIPAA business associates—persons

28

or entities that provide a service for or on
behalf of a covered entity’ other than the pro-
vision of health care®—into covered entities,
thereby expanding government regulation
of health care to transcription services, copy
services, billing services, medical marketing
services, and the like. This expansion of gov-
ernment regulation is hardly likely to reduce
the cost of health care.

Omnibus Rule Expanded Definition
of Business Associate

Further, the so-called Omnibus Rule
expanded the definition of business associate
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to mean a person or entity that creates,
receives, maintains or transmits protected
health information to perform certain func-
tions or activities on behalf of a covered
entity. The final rule also adds a new cat-
egory of services, patient safety activities,
to the list of functions and activities a per-
son or entity may undertake on behalf of a
covered entity that give rise to a business
associate relationship. Three categories of
service providers are specifically identified
as business associates under the final rule:

* Health information organizations,
e-prescribing gateways, and other peo-
ple or entities that provide data trans-
mission services to a covered entity with
respect to protected health information
and that require access on a routine basis
to such protected health information.

* People or entities that offer personal
health records to one or more individu-
als on behalf of a covered entity.

¢ Subcontractors that create, receive, main-
tain or transmit protected health infor-
mation on behalf of business associates.’

The addition of subcontractors means that
all requirements and obligations that apply
to direct contract business associates of a
covered entity also apply to all downstream
service providers. Thus, the Omnibus Rule
makes it clear that subcontractors face the
same criminal and civil liability as do covered
entities and “upstream” business associates
and must follow those Security and Privacy
Rules applicable to business associates.

Using Business Associates vs. In-house
Employees Was Once Cost Effective

Health care entities use business associ-
ates to provide quality services at less cost

than is inherent in having employees per-
form the service. For example, hiring an
outside transcription service rather than
having employees onsite transcribe the
doctor’s dictation avoids the costs inherent
in having such employees, such as FICA,
health benefits, workers’ compensation, the
potential legal liability in discrimination or
wrongful discharge litigation, and the like.

HITECH Act and Omnibus Rule
Increase Liability for Both Covered
Entities and Business Associates

in General

The HITECH Act and the Omnibus Rule
not only expanded who are business asso-
ciates, but also expanded their liability for
breaches of health information confidential-
ity. Stated somewhat simplistically, before
the HITECH Act, covered entities were lia-
ble only for the breach of one of their busi-
ness associates if they had actual knowledge
of the breach and did not take any action
to remediate it.® The HITECH Act and the
Omnibus Rule, however, greatly expanded
both business associate and covered entity
liability for breaches by business associates.
Under Section 13410 of the HITECH Act,
a business associate is now directly liable
for uses and disclosures of protected health
information (PHI) that are not in accord
with its business associate agreements or
HIPAA’s rules itself.

Omnibus Rule Now Makes Covered
Entities Liable for Breaches by
Business Associates Under Federal
Common Law of Agency

Further, under the Omnibus Rule imple-
menting the HITECH Act, covered entities
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will now be liable for breaches by business
associates under the federal common law
of agency.’ Such liability may include civil
money penalties or the new federal lawsuit
authorized by the HITECH Act."

The discussion of the Rule set forth
guidance on when a business associate of a
covered entity or a business associate of a
business associate is an agent so as to face
this liability. The Department of Health and
Human Services (DHHS) noted that the
essential factor in determining whether an
agency relationship exists between a cov-
ered entity and its business associate (or
business associate and its subcontractor) is
the right or authority of a covered entity
to control the business associate’s conduct
in the course of performing a service on
behalf of the covered entity. The right or
authority to control the business associate’s
conduct also is the essential factor in deter-
mining whether an agency relationship
exists between a business associate and its
business associate subcontractor. Thus, if
the only authority that the covered entity
or business associate has is to specify the
associate’s duties in the business associate
agreement and to fire the business associ-
ate or sue it for breach of contract if it does
not perform, that scenario would indicate
that no agency relationship existed. If,
however, the business associate contract
required the business associate to perform
some service involving PHI “as specified
by the covered entity” (or upstream busi-
ness associate), then an agency relation-
ship would exist. DHHS noted that several
factors are important to consider in any
analysis to determine the scope of agency:

1. Time, place, and purpose of a business
associate agent’s conduct;

2. Whether a business associate agent
engaged in a course of conduct subject
to a covered entity’s control;

3. Whether a business associate agent’s
conduct is commonly done by a busi-
ness associate to accomplish the ser-
vice performed on behalf of a covered
entity;

4. Whether or not the covered entity
reasonably expected that a business
associate agent would engage in the
conduct in question.'!

DHHS noted that a business associate can
be an agent of a covered entity even in the
following circumstances:

* Despite the fact that a covered entity
does not retain the right or authority
to control every aspect of its business
associate’s activities.

* Even if a covered entity does not exer-
cise the right of control but evidence
exists that it holds the authority to exer-
cise that right.

* Even if a covered entity and its busi-
ness associate are separated by physi-
cal distance, such as if a covered entity
and business associate are located in
different countries.!?

Think of the nightmare of being sued for a
breach of confidentiality by your transcrip-
tion service in New Delhi, India.

Assessing Unintended Consequences

In attempting to assess the unintended
consequences of this greatly increased reg-
ulation of and liability by and for business
associates, one might expect the following
consequences:
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* Business associates refuse to sign busi-
ness associate agreements containing the
new compliance burdens and liabilities.
Parenthetically, the first business associ-
ate has been sued under the expansion
of civil liability to business associates."
The HITECH Act authorized, for the first
time, federal lawsuits for HIPAA viola-
tions but required state attorneys general
to bring them rather than the aggrieved
patient.'* To date, no business associate
has been indicted for a criminal HIPAA
violation, nor has DHHS imposed a civil
money penalty against one, but it would
seem to be only a matter of time.
Business associates that perform ser-
vices for other entities besides covered
entities, such as a document destruc-
tion service that can also destroy bank,
savings and loan, and other businesses’
records, may simply stop serving cov-
ered entities and upstream business
associates. A transcription service, on
the other hand may have no business
other than that provided to covered
entities and may thus have to sign the
new business associate agreements and
continue their transcription services to
remain in business.

Business associates may have to raise
their fees to cover the increased compli-
ance and liability costs inherent in the
changed relationship.

Covered entities and upstream business
associates may have to bring business
associate functions back inside the facil-
ity. A hospital, for example, may choose
to open up a transcription department or
subset of the Health Information Man-
agement Department if its transcription
service either refuses to sign the new
business associate contract or demands

more compensation for its services.
The uncertainty of whether the covered
entity will be liable under the federal
law of agency may also be a factor in
deciding to bring services back within
the fold. Does existing insurance, for
example, cover a breach by a business
associate that the covered entity may be
liable for under as vague a legal concept
as the federal common law of agency?
Again, parenthetically, the last mal-
practice policy that the author reviewed
did provide coverage for HIPAA viola-
tions but only for acts or omissions by
the doctor and his employees—not his
agents, such as independent contractors.

* Increased legal fees for the review of
business associate agreements and liti-
gation involving downstream business
associate liability.

* Need for more liability insurance that
covers liability for breaches by down-
stream business associates.

DHHS Estimates of Increased
Compliance Costs Naive at Best

Even if these consequences of the expan-
sion of business associate liability do not
come to pass, the health care industry will
face significant compliance costs. In the
required cost-benefit analysis' of the Omni-
bus Rule, DHHS assumed that most busi-
ness associates currently implement security
measures that meet the Security Rule require-
ments.'® This assumption, in the author’s
view, is naive. Although some business asso-
ciates have such measures in place, such as
health care clearinghouses, billing services,
transcription services, and the like, one
doubts whether less health service specific
business associates, such as copy services,
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have security measures anything near what
the Security Rule requires. And certainly,
subcontractors are unlikely to have that level
of security compliance. DHHS noted:

[W]e recognize that some smaller or
less sophisticated business associates
may not have engaged in the formal
administrative safeguards required by
the HIPAA Security Rule, and may
not have written policies and proce-
dures for compliance. For these busi-
ness associates, we estimate that the
costs to come into compliance with the
Security Rule will be between approxi-
mately $22.6 million and $113 million.
Annualizing the midpoint estimate
($67.8 million) at 3 percent and 7 per-
cent produces costs of $7.9 million and
$9.7 million, respectively."

DHHS acknowledged that some busi-
ness associates may make such efforts for
the first time now that they and their sub-
contractors are subject to direct liability for
HIPAA breaches. For these business associ-
ates, DHHS estimated that the costs to bring
subcontracts into compliance with the busi-
ness associate agreement requirements will
be between $21 million and $42 million.
The annualized cost at 3 percent and 7 per-
cent will result in costs of $3.7 million and
$4.5 million, respectively.'®

Considering that DHHS notes that the rule
also applies to approximately 1-2 million
business associates'® and a number of subcon-
tractors that DHHS could not estimate, these
annualized costs seem to be wishful thinking.
And when has the government accurately
estimated the costs of its regulations?

To illustrate just how wishful DHHS’s
thinking is, one need only refer to its

statement that it assumes that no more than
25 percent are likely to incur some cost to
document their administrative safeguards
and their policies and procedures as now
required by statute and these regulations.?
From having presented seminars coast to
coast and having performed HIPAA con-
sulting for more than 1,000 covered entities
and business associates, the author believes
that it is unlikely than 25 percent of covered
entities have adequately documented their
administrative safeguards and policies and
procedures, much less 25 percent of busi-
ness associates.?!

Another example of how unlikely DHHS’s
estimate of the costs would be its calculation
of legal fees inherent in revising business
associate contracts and related matters at the
median hourly rate for lawyers of $56.21,
which rises to $84.32 with fringe benefits.?
Although a recent law school graduate that
has been forced to hang up his own shingle
in the very tight market or a lawyer work-
ing as a public defender or in a prosecutor’s
office today may work for $50-something an
hour, a competent health care attorney does
not. In a major market, such as New York
City, Washington, DC, San Francisco, and
the like, a $500 an hour rate is more likely.
Even a small market, like Grand Rapids,
Michigan, or Wichita, Kansas, is going to
cost the covered entity or business associ-
ate $200 an hour or more for a competent
lawyer. And because the business associate
contracts must now be structured to avoid
liability under the federal common law of
agency, the author doubts that covered enti-
ties and business associates want a fresh-out-
of-law-school lawyer reviewing the contract.

Other examples of wishful thinking in
the DHHS cost-benefit analysis include the
following:
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* The range of costs that any one busi-
ness associate would incur to comply
with the new statutory and regulatory
requirements would be between $113
and $283, as first year, one-time costs.
The author can only hope that some of
his business associate HIPAA clients do
not read the DHHS analysis.

* The changes to the business associate
relationship will not increase litigation.
Tell that theory to Accretive Health,
Inc., a business associate of hos-
pitals, which was sued by the Minnesota
Attorney General under the HITECH
Act’s expansion of civil and criminal
liability to include business associates.
The court dismissed the case after the
parties had entered into a settlement.”

* No basis to conclude that business asso-
ciates will refuse to contract with cov-
ered entities exists.* The author’s clients
and seminar attendees recount that some
of their business associates have already
refused to sign business associate agree-
ments containing the new HITECH and
Omnibus Rule changes and that very
few covered entities or upstream busi-
ness associates have yet attempted to
get such contracts in place.

Conclusion and Checklist

This expansion of government control of
and liability for violation of government laws
and regulations can only lead to increased
costs for covered entities and their business
associates. Although we cannot be certain
what the unintended consequences will be,
we can expect that they will require sophisti-
cated analysis by health care financial man-
agers to ensure that such consequences are

not even worse than they have to be. The
good news is that the Omnibus Rule relaxed
HIPAA’s fundraising rules.”® Maybe DHHS
knows that covered entities will need more
funds to deal with the new business associ-
ate rules. Use the following handy checklist
to help you get started with your efforts to
deal with these changes in HIPAA’s rules and
regulations:

QO Review all existing business associate
contracts and determine which ones
must be updated by the compliance
date. A business associate agreement
that contains language to the effect
that the business associate will comply
with all changes to HIPAA and its reg-
ulations may not need to be updated.
Because of the “downstream” liability
for breaches by subcontractors, how-
ever, the wiser approach would seem to
be to update all such agreements.

Q Consider whether it makes economic
sense to bring a particular service back
in-house rather than outsourcing it to a
business associate.

Q Consider adding indemnification clau-
ses to business associate agreements in
which the business associate agrees to
indemnify you for its breaches. Whether
you can get a business associate to
agree to such a clause is, quite simply,
a matter of relative bargaining power.
A transcription service, for example, may
have to agree to such a clause because
it must work for covered entities. Ama-
zon, on the other hand, will most proba-
bly not if you want it to host your health
records in “the cloud” because it has
plenty of other such business.

O Consider revising your insurance to
cover breaches by business associates.
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Electronic Health Records
Lifecycle Cost

Steven R. Eastaugh

We have overestimated the ability of electronic health records (EHR) systems to enhance efficiency by
eliminating transcription and the need to physically pull charts. Hospital managers typically underes-
timate the costs of upgrade fees and support. To avoid this problem, hospitals must develop a full total
cost of ownership (TCO) analysis to independently forecast total lifecycle costs for EHR information
technology. Vendor information must be checked for validity and a milestone payment schedule must
be devised to pay for results (outcomes) not promises. Vendors vary widely in their capacity to set up
a fully functional inpatient-outpatient EHR system. Documentation programming will help to control
hospital costs while enhancing service quality and staff morale. This study presents cost analysis from
62 hospitals in 16 cities during the period 2012-2013.

Key words: electronic health records, lifecycle cost, information technology.

ne previous study of electronic

health records (EHR) in this jour-

nal suggested a short-run gain in
productivity of 1.6 percent, with no net cost
savings.! Fiscal and quality enhancement
benefits of health information technology
(HIT) have been limited. Hospital boards
and managers too frequently consider only
the initial cost of acquisition plus initial
annual maintenance fees when consider-
ing EHR bids. One needs to analyze the full
lifecycle cost for each and every significant
capital information technology purchase.
Managers have often become complacent
towards EHR costs because of the huge fed-
eral investment in new systems. The Obama
administration has invested over $20 billion
in EHR through the American Recovery and
Reinvestment Act of 2009. Now is the time
for all good managers to come to the aid
of their country (and their bottom line) and
construct a total cost of ownership (TCO)
model to independently forecast total lifecy-
cle costs (upgrades and all support costs) for
their EHR systems.

A more global advanced HIT vision of
cost analysis has to look beyond the basic
interoperable system (IS) that enables many
providers in various locations to access a
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patient’s data no matter who created the
medical record. A mature EHR system
(best 10 percent) allows the integration of
evidence-based medicine profiles and lexi-
cons. The 2013 Rand study outlined two rea-
sons why EHR systems have yet to achieve
any cost savings. First, providers failed to re-
engineer care processes to reap full benefits
of HIT. Secondly, the systems are neither
interoperable nor easy to use.’

It is often cited that over one million Amer-
icans are injured each year by medical errors.
With evidenced-based medicine and lexicons
for re-engineered care processes the American
public can benefit from improvements in the
quality of care. To date the quality benefits of
her investment in EHR are insignificant. The
American public is restless for results. The
September 18,2012 Wall Street Journal (page
A16) concluded from sifting through 36,000
studies of HIT, quality benefits and promised
cost savings by vendors and government are
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little more than hype. The academic com-
munity of health services researchers agree
with this negative assessment.* Many hos-
pitals and health care providers are “behind
the curve” in HIT adoption, and simply trust
the first vendor to simply assemble a best-of-
breed hodgepodge of complexity-confusion-
software (CCS). Many taxpayer dollars have
been wasted on CSS.

Congress has created incentives to acquire
EHR systems, but the systems are often not
very useful. The crawl towards the digital
future has to emphasize results: enhanced
quality of care, plus significant cost sav-
ings. In July 2008, Congress passed a law
providing Medicare bonuses to physicians
who use electronic prescribing, and for pen-
alties beginning in 2013 to those who do
not. The United States must learn from the
experience of other nations. With a 10-year
head start on the United States, France and
Germany placed EHRs in all hospitals and
clinics. EHR adoption, along with universal
coverage has allowed France and Germany
to enhance productivity, do 80-90 percent
more patient visits per capita than the United
States, at a system wide 40 percent cost
savings per capita compared to the United
States.* The cost savings have produced
price reductions to help fuel exports. In the
decade 2000 to 2012 exports as a portion of
gross domestic product (GDP) has grown
31 percent in Germany, but only 1.9 percent
in the United States. According to the World
Health Organization, France and Germany
rank in the top five for quality of health care,
whereas the United States ranks number 31.°

Background

Productivity is the first test of a manager’s
competence. A hospital manager seeking
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the best level of productivity should get the
greatest output for the least inputs, therefore,
better balancing all factors of care delivery
to achieve the most with an optimal level of
quality. Hospital managers must be change
agents. The hidebound, tradition-based hos-
pital that does not adopt then aggressively
require all members of medical staff to
improve, will not survive in the new world
of accountable care organizations (ACO)
and value-based purchasing. The hospital
medical staff must work as a team to re-
engineer processes and follow the goals of
evidence-based medicine. This transition
has been accomplished in two dozen aca-
demic medical centers. Will HIT achieve
optimal benefits of EHR beyond the world
of academic medical centers like Harvard
and Johns Hopkins?

With time, as physicians become familiar
with their EHR system, the medical staff can
actually use the query tools and improve the
quality of patient care, as reported in a study
by Romano and Stafford.® Providers require
a screen format that is easy to navigate, with
good content and efficient clinical order sets.
Enhanced business intelligence software and
dashboards help enhance communication
across various departments. HIT has both a
strategic impact, and a potential productiv-
ity improvement impact that prove cost ben-
eficial for hospitals, physicians, and ACOs.
Cost savings will ultimately be generated
with the help of HIT decision support sys-
tems such as patient scheduling, physician
scheduling, nurse scheduling, and comput-
erized order entry.

Managers must closely evaluate the long-
run TCO rather than focusing solely on the
initial cost of acquisition and annual main-
tenance. TCO includes not only the initial
software and infrastructure costs but also
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implementation resources, training and inte-
gration fees, as well as ongoing costs such
as upgrade fees, annual maintenance, and
support costs including a dedicated staff of
FTEs. The author has written two previous
articles with the HIMSS Analytics Health-
care Information Management Systems
Society database.” The unique contribution
of this current paper is surveying the nonre-
spondants who do not report to the HIMSS
survey.

Data and Limitations

As an individual with a background in
accounting, one can happily live with the
Pareto principle of 80/20, if one knows
80 percent of the possible respondents’
information, the sample is sufficient. We
contacted 100 nonrepondants to the HIMSS
survey with two possible theories as to why
certain chief information officers (CIO) had
not responded. In this study, 62 percent of
the 100 hospitals responded to our aggres-
sive promptings. We entered the study with
two possible null hypotheses. Hypothesis
number one suggested that late adaptors or
facilities with poor experience implement-
ing their EHR system, would not respond to
the HIMSS survey. Hypothesis number two,
which was confirmed by the data, suggests
early adaptors to EHR were most likely
to not respond to the HIMSS survey. One
respondent offered a typical rationale: “as
CIO I have the scars and success stories to
teach others, so I want to sell my consulting
expertise to other hospitals just like Henry
Ford Hospital does so that I can maximize
financial benefits from knowledge acquisi-
tion.” The philosophy of this group is simple:
if we can sell it (knowledge, experience), do
not give it away.

Across our sample of 62 hospitals:
(1) EHR/HIT expenses represented 4.3-8.1
percent of the hospital’s total revenue, and
(2) 22-39 percent of the hospital’s available
capital. The hospitals underestimated the
high number of personnel required to sup-
port a EHR/HIT system by 19—44 percent in
2009-2013. Vendor selection appears to be a
major determinant of the ongoing costs of a
EHR/HIT system.

In Figure 1, we outline the EHR support
staff levels, now and in the future (10 year
FTE costs) for hospitals in the sample. In
considering the performance of EHR ven-
dors (vendors A, B, and C), we control for
organization size (beds). Many factors con-
tribute to the long-run (decade-long) cost
of implementing an EHR system, the cost
of support staff is a convenient proxy for
assessing an EHR’s ongoing support costs
minus software upgrade fees. In our sam-
ple of 16 cities, the expense per FTE for
EHR support staff ranges from $55,000 to
$75,000 to $95,000 annually (New York
City the highest).

The sample includes 15 hospitals that
utilize vendor A, the most efficient supplier
of EHR in terms of TCO. The sample has
31 hospitals that use vendor B, a vendor
that is 30 percent higher cost than vendor A.
The sample includes 16 hospitals that uti-
lize vendor C, a vendor that is 105 percent
higher cost relative to vendor A. These three
vendors, A,B,C, were on a par in terms of
system functionality and usability, and exhib-
ited leadership by 2010 in CPOE adoption
in the hospital industry. In considering the
peer hospitals by revenue and bed size, the
significant variance in total cost of variance
is obvious. If we contrast the most efficient
install by a 500-bed hospital for vendor C,
it is twice as expensive as using vendor A.
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Figure 1. Hospital Comparison of Acute EHR Support Staff Costs
for Vendors A, B, C

Features A B c
Hospital Location New York California Midwest
Annual Revenue ($M) $868 $782 $748
Staffed Beds 706 677 629
EHR Support Staff 19 25 38.5
Est. Decade FTE Costs ($M) 10-16 14-21.5 19-29
New
Hospital Location Florida Northwest England
Annual Revenue ($M) $449 $474 $553
Staffed Beds 513 404 425
EHR Support Staff 15 20 32
Est. Decade FTE Cost (M)  75-11.5 10-16 16-25.5
Hospital Location Southwest Midwest Texas
Annual Revenues ($M) $245 $219 $256
Staffed Beds 241 230 282
EHR Support Staff 7 9.5 14.5
Est. Decade FTE Cost (M)  3.5-5.5 5.5-8.5 8.5-13
Est. Decade = Estimated 10-year FTE labor costs of EHR system ($ millions)

Vendor A offers superior cost performance.
The incremental cost of selecting vendor C
over vendor A at a typical 500-bed hospital
with annual expense per FTE annually of
$75,000 annually, is $25 million versus $12
million (TYIC, Ten Year Incremental Cost).

A multiple regression analysis suggested
that for a 900-bed hospital, vendor C would
require over 10 years, 27 FTEs more sup-
port staff than vendor A. The incremental
additional FTEs required by vendor C is
15 FTEs for a 500-bed facility, 9 FTEs for
a 300-bed facility, and 3 FTEs for a 100-
bed facility. Figure 2 outlines the 10-year
incremental support costs for vendor C rela-
tive to vendor A within three labor markets

($55,000, $75,000, and $95,000 per year for
EHR support staff). In line one, last column,
the New York City marketplace suggests a
$28 million excess expense from selecting
vendor C over 10 years. In the most low
cost, rural, 100-bed marketplace, vendor C
still wastes $1.75 million compared to the
most efficient benchmark, vendor A. Vendor
A offers the superior cost performance to
hospitals of all bed size.

The choice of a EHR vendor may deter-
mine in large part the total cost of ownership
of the system. Selecting vendor A could lift
hospital operating margins 3.9-5.5 percent.
Consider a quick calculation for the median
urban teaching hospital that currently uses
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Figure 2. Ten Year Higher Incremental Cost [TYIC] for Vendor C
versus Vendor A, 2014-2024

FTE Cost —

TYIC Low (55k) Medium (75k) High (95k)
TYIC 900 beds, needs $15,741,000 $22,518,000 $28,548,000
27 more FTEs

TYIC 500 beds needs $8,745,000 $12,510,000 $15,860,000
15 more FTEs

TYIC 300 beds needs $5,248,000 $7,505,000 $9,516,000
9 more FTEs

TYIC 100 beds needs $1,749,000 $2,502,000 $3,172,000
3 more FTEs

vendor C. This facility has 591 beds and
$888 million in annual revenue. The 2012
operating margin (total operating revenue—
total operating expenses)/total operating
revenue is 3.59 percent. With vendor C, the
EHR support staff is 37, but if they convert
to vendor A, the new support staff would
be 18.5, thus lifting the operating margin
5.5 percent to 3.79 percent. This example
is for an urban setting with EHR support
staff expense of $95,000. If the expense per
FTE were $75,000, the lifting of the oper-
ating margin would be 4.7 percent. In the
rural setting, the expense per FTE were only
$55,000, the lifting of the operating margin
would be 3.9 percent.

Should hospital managers seek a 4-5.5
percent lift in their operating margin? Obvi-
ously, the answer is yes. In the next decade
hospitals must contend with a rising inabil-
ity to raise prices, a less profitable payor
mix, and technological inflation pressures to
remain state of the art (e.g., robotic surgery).
In two years the nation will have but four
health care systems: ObamaCare, Medicaid,
Medicare, and private employer-provided

insurance. We must continuously scan for
opportunities to improve operating mar-
gins while enhancing the quality of care
in the eyes of our patients, the insurance
exchanges, and other third parties.

Some additional factors are needed in
selecting an EHR vendor. Indeed, the bene-
fits of vendor A might be understated. Why?
Because the pool of skilled engineers sup-
porting older languages is much smaller, and
therefore more expensive than mainstream
programming languages like Microsoft or
Oracle. Vendor C, ranked second for usage
in the hospital sector, uses MUMPS, an old
programming language ranked 91 on the
business-standard prevalence list. Vendor
A uses Microsoft. NET framework, which
supports multiple mainstream programming
languages including C#. Vendor B is built on
a mainstream Oracle database and program-
ming language.

There is one final point concerning flex-
ibility. Vendor A is not only 30 percent less
costly than vendor B over a 10-year life-
cycle, but it also allows extra applications like
enterprise scheduling, clinical analytics,



outsourced IT services, and access man-
agement. Such value-added applications
will earn substantial benefits in the long
run, enhancing productivity and the quality
of service. One California chief informa-
tion officer said his 40-month EHR system
had achieved 30 percent of what he hoped
it would achieve. Productivity gains may
emerge in two years, whereas a net cost-
saving return on investment may take five to
seven years to emerge.

Too Much Hype—Searching
for Solutions

Better HIT can reduce unnecessary activ-
ity flow, reduce unit costs, improve patient
satisfaction, and reduce waiting time for
both providers and patients. A good EHR
system can reduce costs through reducing
downtime (wasted time). Evidence-based
medicine lexicons need to be implemented
facility wide across all departments. These
systems have been outlined in the popular
press by Soumerai and Koppel.® Department
managers need to identify quality problems
and sources of waste, emphasize team build-
ing, and implement successful HIT remedies
with lexicons approved by the medical staff.
By avoiding mistakes and useless activities,
gains in productivity are followed (maybe in
two to four years) by cost savings, and qual-
ity is enhanced.

The benefits of HIT investment are often
slow to emerge. One Oregon CIO reported
EHR system implementation costs gob-
bled up 35 percent of the hospital’s capital
budget each year for four years. A California
CIO remarked that the EHR system used
5.5 percent of the systems total revenues
($111 million). Partners HealthCare in
Boston is completing an enterprise-wide
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EHR system for $615 million. Duke Uni-
versity Health System out of Durham,
North Carolina, is spending $707 million for
their system. Many players are impacted by
EHR cost escalation. In 2012 to 2013, Sutter
Health trimmed $924 million from its budget
through layoffs and suspension of raises to
finance their enterprise-wide 24-hospital
EHR system version 2.0. The question
emerges—are we getting our money’s worth?

With an appropriate clinical analyt-
ics solution package, lexicons linked to
evidence-based cost-effective medicine,
one can report to CMS the performance
outcomes for 30-plus quality measures.
The number of quality measures will soon
expand to 65, and other third-party payors
like Wellpoint and United Healthcare will
demand the same metrics. Simple applica-
tions like CPOE will reap their full poten-
tial benefits as the payment system changes,
and we pay more for quality through value-
Based purchasing.

A fully functional EHR system has been
defined as having the capability to:

1. Record patients’ clinical and demo-
graphic data.

2. View and manage results of laboratory
tests and imaging.

3. Manage order entry, including elec-
tronic prescription and the ability to
order tests and imaging.

4. Support clinical decisions, including
warnings about drug interactions or
contradictions.

A basic EHR system is one that allows
just some of the first three functions. The
fourth function of an ideal EHR is com-
puterized physician order entry (CPOE).
When a physician uses CPOE to enter a
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prescription, the system alerts him or her to
potential interactions with other drugs the
patient is taking. Common dosages, con-
tradictions such as pregnancy, and patients’
allergies are also flagged. Goals set by the
federal government call for EHRs to be
standardized and interoperable, meaning
that multiple clinics and hospitals should be
able to access and update them as patients
seek treatment at multiple locations.® The
Rand Corporation Study suggests reduc-
ing 404,000 unnecessary deaths through
EHR improvements, disease manage-
ment, and prevention would save hospitals
$51.7 billion." To reap these benefits may
take us to 2024.

Substantial efficiency gains through HIT
are visible to many managers. For example,
the medication cycle time, the time it takes
for an order to be filled and administered to
the patient has been reduced from 68 min-
utes to 7.5 minutes in one of our sample
hospitals. Physicians enjoy the productivity
gains. After physicians make hospital rounds
in the morning, they do not have to call the
nurse in the afternoon or at night to see how
their particular patient is doing. They can
look it up themselves on the computer and
see the current patient information. Physi-
cians desire an integrated delivery system
so the manner in which they enter an order
is the same as their office and at the hospital.
The EHR incentive program will expedite
the use of digital records."!

The evolving plug-and-play applications,
such as those found on the iPad or Android
devices, enable organizations to optimize
care by reducing integration and mainte-
nance cost. The 2011 Institute of Medicine
digital infrastructure study recommends
these practical smart technologies to pro-
mote a patient-centered, knowledge-based,

system-minded model of health services
delivery.”> One CFO noted the vendor
with the lowest total cost of ownership for
HIT systems was also the best at trimming
wasted units of activity. Their HIT system
reduced redundant lab tests and imaging
studies by using advanced clinical deci-
sion support (ACDS). The ACDS prevented
duplicate tests and studies when physi-
cians were notified that the test/study was
unnecessary, and offered the past results,
and verified the duplicate test/study would
not be reimbursed. Only ACDS alerts with
a just-in-time, point-of-care focus, allows
cost-effective clinical decision making.
This type of ACDS will thrive in our new
era of value-based payment, because the
old world of volume-based reimbursement
is dead. Managers that reposition the hospi-
tal to optimize HIT applications, select the
best vendors, and develop effective account-
able care organizations, will capture market
share.

The largest impact that EHR may have in
the long run is on quality. EHR allows for
the creation of virtual warehouse for health
data, as initiated by Kaiser and the state of
California. Soon we can develop commu-
nity health measures applicable not just to
a single hospital or physician, but across
an entire geographic population cohort. We
can finally ask what treatments work, and
what risk factors matter. As a young finance
professor at Cornell, I learned from a sage
physician, Lewis Thomas, the importance of
those two issues. Doctor Thomas observed
that data mining like innovation itself, is a
chaotic disturbed beehive. Then suddenly a
pattern emerges with the purity of the best
classical music, and a seminal new truth
about the system emerges, revealing new
benchmarks for quality and content.
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Estimation of Health Care Costs and
Cost Recovery: The Case of Rafidya
Hospital in Palestine

Mustafa Z. Younis, Samer F.K. Jabr, Catherine Plante,
and Dana A. Forgione

The purpose of this study is to develop an estimation model for health care costs and cost recovery, and
evaluate service sustainability under an uncertain environment. The Palestinian National Authority’s
recent focus on improving financial accountability supports the need to research health care costs in the
Palestinian territories. We examine data from Rafidya Hospital from 2005-2009 and use step-down allo-
cation to distribute overhead costs. We use an ingredient approach to estimate the costs and revenues of
health services, and logarithmic estimation to prospectively estimate the demand for 2011. Our results
indicate that while cost recovery is generally insufficient for long-term sustainability, some services can
recover their costs in the short run. Our results provide information useful for health care policy makers
in setting multiple-goal policies related to health care financing in Palestine, and provide an important

initiative in the estimation of health service costs.

Key words: costs, revenue, cost recovery, health care, hospitals.

inancing of health services is a con-

cern shared by developed and devel-

oping countries, although the features
and conditions are substantially different. In
developing countries, the process is often to
introduce key concepts and initiate system-
atic approaches to establish the foundations
for one or several systems suited to the needs
of the local environment. Such systems must
meet the satisfaction of the users regardless
of their socio-economic status, the health-
care personnel, the public health authorities,
and also must maintain the support of the
political leaders.

The overall objectives of health financing
policies, as with all health policies, are to
improve health outcomes, provide financial
stability, and ensure consumer satisfaction.
Health financing policies can help to achieve
these objectives by improving equity,
efficiency, and sustainability in the three
basic functions of (1) collecting revenues,
(2) pooling resources, and (3) purchasing
services.! Collecting revenues deals with the
sources and levels of revenues attracted to
pay for the health services. The amount of

44

revenue collected needs to be adequate to
provide individuals with a basic package of
essential services and provide financial secu-
rity against catastrophic medical expenses
from illness or injury. Revenue must be
collected equitably, efficiently, and in a sus-
tainable manner. The various revenues need
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to be pooled so individuals will have equita-
ble access to health care, and any resulting
cross-subsidies are justifiable. The available
revenues must also be allocated to purchase
services in ways that maximize improve-
ments in health outcomes and consumer
satisfaction while minimizing the related
Ccosts.

The Palestinian National Authorities’
(PNAs) recent focus on improving financial
accountability supports the need to research
health care costs in the Palestinian territo-
ries. Health care costs, in general, are con-
tinuing to increase throughout the global
community. Due to rising costs, examina-
tion of cost allocations within the hospital
setting is important for future research.?
Cost recovery is also important, and is
measured as the ratio of revenue to costs.
Cost recovery measures the capacity to gen-
erate future revenue.

In this study, we examine total revenues,
costs, and estimate the potential for cost
recovery for Rafidya Hospital. Rafidya
Hospital is one of the largest hospitals in
Palestine. It was built in 1976 and is owned
by the Ministry of Health (MOH) in Rafidya.
The hospital serves about 300,000 people
and is a referral hospital for all of the West
Bank. When the hospital was established,
there were approximately 40 beds. Over time
and with an increase in the population, hos-
pital services were expanded to include about
212 beds.? The objective of the hospital is to
provide a broad range of health care services,
including surgical services, to the regional
community.

Background

A study of cost recovery in a developing
country was conducted in Bangladesh for

primary health care facilities.* The study
was designed as a case study covering a sin-
gle facility from the provider’s perspective.
The facility was run by Building Resources
Across Community (BRAC), a large non-
governmental organization (NGO) in
Bangladesh, for the period July 2004—July
2005. Because of the provider’s perspective,
the costs estimated for the provision of inpa-
tient and outpatient services did not reflect
the costs incurred by patients when obtaining
care. The “ingredient approach” was used in
analyzing the service delivery process. Cost
recovery for the facility was also estimated
from the provider perspective. Depreciation
of capital assets was estimated in order to
calculate annual capital costs, and replace-
ment values were estimated using a 5 per-
cent discount rate. A sensitivity analysis was
also done using a 3 percent discount rate.
The study demonstrated that the total oper-
ating and capital cost recovery ratio for the
inpatient department (IPD) was 72 percent
while it was 40 percent for outpatient depart-
ment (OPD). Excluding the capital costs, the
average operating cost recovery ratio for the
IPD was 88 percent, while it was 47 percent
for OPD.

A study by Akashi et al,’ assessed
the effects of user fee programs on hospi-
tal performance and provider attitudes in
Cambodia. Before the introduction of user
fees, the revenue from patients was taken
directly by individual health care staff as
their private income. After the introduction
of user fees, however, the fees were retained
by the hospital and used to improve the
quality of hospital services. They collected
various data elements to assess the effects of
user fees from April 1997 to March 2000. For
outpatient services, their study found that
the total volume of patient services almost
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doubled within two and half years after
implementation of the user fee program.
For example, the average number of inpa-
tient baby deliveries per month significantly
increased after the introduction of user fees,
and the hospital bed occupancy rates also
increased from 50.6 percent to 69.7 percent.
As patient utilization increased, hospital
revenue also increased. In addition, the cost
recovery ratio was maintained within the
range of 49.2 percent to 79.2 percent for the
same period.

Kanha® estimated the cost, revenue, unit
cost, and potential cost recovery of Takeo
Hospital in Cambodia for the year 2003
from the provider’s perspective. The study
demonstrated that the cost recovery con-
tributions from user fees increased from a
baseline point of 30 percent (with zero price
increase) to 58 percent (with 50 percent
price increase).

Taking a different approach, Liu et al.,’
examined the association of managerial
incentives and political costs with hospital
financial distress, recovery, or closure in the
US. Some hospitals recovered from finan-
cial distress, while others failed and closed.
Hospital closure is an important measure
of access to care, especially for indigent
patients, that is considered by the Medi-
care Payment Advisory Commission. The
factors associated with hospital closures
have important implications for the distri-
bution of cost, quality, and access to health
care throughout the US. The study demon-
strated that hospital closure was associated
with low occupancy, return on investment,
asset turnover, and lack of affiliation with
a multi-hospital system. It was also sig-
nificantly associated with urban location,
teaching programs, high Medicare (for the
elderly) and Medicaid (for the poor) patient

populations, and high debt. The study pre-
sented the results of three pair-wise group
comparisons for the total sample using
binominal logistic regression analysis.
Essential-access, private nonprofit hospi-
tals were less likely to close, largely due to
political factors. However, the study did not
examine government-owned or private for-
profit hospitals, as are commonly found in
developing countries.®

Prices for health care services in China
are set under guidelines established by the
State Price Commission.” The prices are
supposed to be set high enough to protect
and develop the services provided, yet low
enough to assure affordability to the users.
At the time of the Cultural Revolution the
government tried to increase access to care
by reducing the prices of visits and hospi-
tal days to levels that a poor farmer could
afford. Because most Chinese hospitals
charge patients for each item of service
rendered and drugs given, about 85 percent
of the revenues come from these charges.
Liu et al.,'"” analyzed the distortion effects of
hospital pricing policies in China. Compar-
ing the regulated fees of selected hospital
services with their average unit costs, they
found that the average cost-recovery rate
of the fees is only 50 percent. The fees for
90 percent of the services are below their
average unit costs, while the more recently
established fees for high-tech services
exceed their costs.

Health care payment reforms in China are
perhaps some of the most radical.!" Start-
ing from the early 1980s, the government
budget for public hospitals was fixed, and
hospitals had to rely on patient charges to
fill the gap between hospital expenditures
and revenue received from the government.
Medical prices regulated by the government
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were increased and hospitals were allowed
to earn a profit from certain services and
from drugs. A bonus system is now wide-
spread and used by almost all hospitals in
China. The types of hospital bonuses can
be summarized in three forms: flat bonus,
quantity-related bonus, and revenue-related
bonus.

The objectives of the Liu and Mills'? study
were to assess the effects of the bonus sys-
tem on hospital revenue, cost recovery, and
productivity, and to explore whether bonus
pay was associated with the provision of
unnecessary care. Their study employed
both uni-dimensional ratio analysis and data
envelopment analysis (DEA). DEA is a lin-
ear programming method that measures the
relative technical efficiency of production.
Cost recovery was alternatively defined as
service revenue divided by recurring costs
and by total costs.

The Liu and Mills" study found that
transition to the bonus system over time
contributed significantly to an increase in
hospital service revenue and cost recovery,
a doubling of patient admissions, a decrease
in outpatient visits, and a tripling of opera-
tions. The average annual revenue increase
in real terms was 16.3 percent per year.
There was an increase in both the probabil-
ity of patient admission to a hospital and
in the frequency of unnecessary care when
the bonus system was changed from a weak
financial incentive to increase services to
one with a stronger incentive.

The Cost Recovery for Health Project
(CRHP) in Egypt was formed under the
MOH to convert a number of government
hospitals and polyclinics into largely self-
financing facilities." The Health Financ-
ing and Sustainability (HFS) Project
provided technical assistance to the CRHP

in financing, economics, and administration.
The HFS Project developed a cost analysis
methodology and applied it in Embaba Hos-
pital in Egypt. An analysis of patient ability
and willingness to pay for health care was
conducted among the people in the neigh-
borhood of Embaba. These two metrics were
jointly used to formulate a pricing policy for
Embaba.

The analyses to evaluate costs at Embaba
Hospital were conducted in four stages. In
the first stage, costs of supporting medi-
cal activities were estimated. In the second
stage, hospital overhead and final service
department costs were estimated. In the
third stage, costs of resources used for medi-
cal procedures and services were estimated.
At final stage, the unit of analysis was the
cost of procedures for inpatient, outpatient,
or emergency patient cases.

In the Zaman® study, all costs of operat-
ing the hospital were assigned and allocated
to departments. The departments were iden-
tified as overhead, intermediate service,
or final service departments. The overhead
departments provided support to intermedi-
ate service departments, and to final service
departments. Intermediate service depart-
ments provided procedures and services to
patients in the final service departments.
The study found that fixed salaries, fringe
benefits, and other incentive payments
to Embaba staff accounted for more than
40 percent of total expenditures. There was
substantial variation in inpatient cost across
departments. The average cost of inpatient
discharges varied from 599 LE (Egyptian
pounds) for intensive care units, to 31 LE
for ear, nose and throat (ENT) departments,
with a hospital-wide inpatient cost of 84 LE.
The average cost of an outpatient care visit at
Embaba Hospital was 8 LE.
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Methodology

In our study, we retrospectively identi-
fied and analyzed costs for Rafidya Hos-
pital in Palestine from 2005-2009, then
prospectively estimated unit costs and cost
recovery ratios for the year 2011. Similar to
prior research, the costing method we used
is from a provider perspective and does not
include the costs incurred by patients when
obtaining care. We collected information
on the infrastructure and organization of
the hospital, including an organizational
chart, the number of services or depart-
ments under IPD and OPD, and the number
of different types of health care staff in each
department. We collected data on the epide-
miological factors for unit cost estimation
in each department, including number of
OPD visits and number of IPD patient days,
the number of X-Ray tests, number of labo-
ratory tests, and average patient length of
stay. We also collected information on sali-
ent macroeconomic parameters, including

the domestic inflation rate, domestic inter-
est rate, and life time of assets in order to
estimate capital costs.

Allocating Overhead Costs

We distributed the costs of overhead
departments to the intermediate and final ser-
vice departments using the classic step-down
method, based on close approximations of
actual resources used by the departments.
We allocated personnel costs based on the
percentage of time spent for inpatient and
outpatient services. We distributed other
operational costs, including utilities, phar-
macy costs, laboratory costs supplies, and
maintenance costs among inpatient and out-
patient services according to the proportion
of users. In some cases, the existing account-
ing systems were inadequate for our analy-
sis purposes and estimates were required.
Figure 1 summarizes our allocation criteria.

Consistent with Shepard, et al,'® we
employ seven steps in calculating unit costs:
(1) define the final product, (2) define the

Figure 1. Cost Allocation for Inpatient and Outpatient Services

Category

Allocation Criteria

Capital Costs
Equipment, machinery, and furniture

Recurring Costs
Personnel

Pharmacy, Laboratory and Supplies

Transportation

Kitchen
Other Operating Costs

Use of equipment, machinery, and
furniture by IPD and OPD services

Proportion of time spent on IPD and
OPD services

Proportion of pharmacy, laboratory,
and supplies used on IPD and OPD
services

Transportation costs incurred on IPD
and OPD services

100% used on IPD services
Proportion of utilities and maintenance
used on IPD and OPD services

Note: IPD = Inpatient Department, OPD = QOutpatient Department
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cost centers, (3) identify the full cost for
each input, (4) assign inputs to cost centers,
(5) allocate all costs to final cost centers,
(6) compute total and unit costs for each final
cost center, and (7) report results. The costs
of Rafidya Hospital can be classified into two
elements—capital costs and recurring (or,
operating) costs. We define capital costs in the
traditional manner, as the costs of resources
having a useful economic life exceeding one
year and not acquired primary for resale. We
estimate the capital prices prospectively for
2011 based on the purchase prices in year “1”.
All costs are expressed in local New Israeli
Shekels (NIS). Our formula is:
C,,,, =CA+rr-

2011

where C,, s the value of the capital costs
in the year 2011. C is the market value of
capital assets for the year ¢, and r is the dis-
count rate.

We estimate the annual cost of capital

based on Younis ef al.'’

C,=C(r=DlA+i)/(A+n]'+
[1-[A+)/1+n]1

where C is the amount of money required to
purchase the assets in year n, C, is that amount
in the initial period, i is the inflation rate, n is
the useful life of the assets, and r is the inter-
est rate in the local market (Palestine).
Recurring costs are the costs of operating
the hospital, including labor and materials
costs. Labor costs are the amounts paid to
employees in return for services rendered,
material costs are the costs of resources
with less than one year life, including the
utility expenses such as water, electric-
ity, and facilities maintenance. We use an
ingredient approach to estimate the costs of
health care services for the year 2011.

To calculate the unit cost for each patient
service, we estimate the output for year
2011 using a demand estimation formula,
as follows:

D =D XxXe
t =1

where D is demand, r is the annual growth
rate, and e is the natural exponential value
(2.7183).

We use a log equation for quantity
demanded (Q), assuming the growth rate to
be constant with no change in price.

= 0 Q2011
onu e

We used the following formula to estimate
the revenue of Rafidya Hospital for 2011,
assuming no change in prices as:

Revenue = P2011 X Q2011

where P is the price for a service in the year
2011 and Q is the quantity of the service
demanded in the year 2011.

We obtained the cost recovery using the
following formula:

Cost recovery = Revenue/Cost

Results

Estimate of Total Demand for 2011

We use financial and non-financial data
for the years 2005-2009 to prospectively
estimate quantity demanded for the year
2011. First, Figure 2 presents the 2005-
2009 quantities demanded for services in
Rafidya Hospital, classified by IPD, deliv-
ery services, surgical operations, emer-
gency, and polyclinic services.

Then, we use the logarithmic formula,
Q,,, = e" @i, to estimate prospective
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Figure 2. Quantity Demand for Rafidya Hospital

2005-2009
Service Metric 2005 2006 2007 2008 2009
IPD Hospital days 11,375 9,311 9,566 29,658 36,717
Delivery Services Hospital days 6,468 4,944 7,786 6,249 7977
Surgical Operations Surgeries 6,390 6,035 5,677 9,057 10,929
Emergency Visits 37213 29,179 26,754 35,069 41,606
Polyclinics Visits 52,046 35,578 28,263 39,780 50,216
Note: IPD = Inpatient Department

demand for the year 2011, with a growth
rate in Palestine of about 2.9 percent. Our
results are presented in Figure 3, Panel A.
From Figure 3, Panel A, we take the inverse
of the natural logs to estimate the quantity
demanded for the year 2011 by service type,
as presented in Figure 3, Panel B.

Estimate of Total Revenue for 2011

According to the MOH financial system,
patients admitted to the hospital pay 500
NIS for each inpatient day, and 400 NIS for
delivery services, which covers all of the
services provided by the hospital. The MOH

Figure 3. Logarithmic Demand Estimates for 2011

Panel A: Log Demand Estimates

Services 2005 2006 2007 2008 2009 2010 2011

IPD 9.3392 9.1390 9.1660 10.2975 10.5110 10.8158 11.1295
Delivery Services 8.7746 8.5059 8.9601 8.7402 8.9843 9.2449 9.5130
Surgical Operations 8.7625 8.7053 8.6442 9.1113 9.2992 9.5689 9.8464
Emergency 10.5244 10.2812 10.1944 10.4651 10.6360 10.9444 11.2618
Polyclinics 10.8599 10.4795 10.2493 10.5911 10.8241 11.1380 11.4610

Panel B: Quantity Demand Estimates

Services

Est. 2011

IPD

Delivery Services
Surgical Operations
Emergency

Polyclinics

68,150
13,534
18,889
77,795
94,939

Note: IPD = Inpatient Department
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does not charge any fee for the cost of sur-
gical operations services, assuming the cost
is covered by the inpatient daily fees. An
outpatient patient pays only 20 NIS for each
visit, which covers only doctor visits. The
cost for an emergency room visit is 15 NIS.
For IPD and delivery services, we estimate
total revenue as follows:

TR=PxQ

where TR = total revenue, P = price, and
Q = quantity. Our results are presented in
Figure 4.

Outpatients who visited clinics or the
emergency room and paid 20 and 15 NIS,
respectively, for doctor visits, may recover
their payments if they subsequently pay for
intermediate services, such as drugs or labo-
ratory tests.

Cost and Unit Cost Estimation

Capital costs average 9 percent of the
total costs, where recurring costs account
for the remaining 91 percent. Figure 5 pre-
sents the total costs of Rafidya Hospital
as 21,679,643; 21,488,154; 20,236,669;

Figure 4. Estimated Total Revenue for 2011

Price Total Revenue
Services (NIS) Quantity (NIS)
IPD 500 68,150 34,075,210
Delivery Services 400 13,534 5,413,620
Surgical Operations 0 18,889 0

Note: NIS = New Israeli Shekels, IPD = Inpatient Department

Figure 5. Costs by Category (000NIS)

Cost

Categories 2005 % 2006 % 2007 % 2008 % 2009 %  Ave. %
Labor 11,520 53 12,240 57 12,465 62 12,465 60 15,761 46 12,890 54
Drugs & 2,909 13 4,443 21 2,717 13 2910 14 7367 21 4,069 17
Supplies

Water & 1,013 5 1,063 5 907 5 1,123 5 1,357 4 1,093 5
Electricity

Fuel Oil 437 2 264 1 380 2 384 2 680 2 429 2
Maintenance 1,072 5 489 2 858 4 858 4 880 3 831 3
Other Oper- 2,669 12 930 4 851 4 1,102 5 6353 18 2,381 10
ating Costs

Capital 2,069 10 2,059 10 2,059 10 2,109 10 2,119 6 2,081 9
Costs

Total Costs 21,679 100 21,488 100 20,237 100 20,950 100 34,517 100 23,774 100

Note: NIS = New Israeli Shekels
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20,949,629; and 34,517,039 NIS for the
years 2005-2009 respectively. We analyze
various components of total costs and find
that the major component of the total costs
is labor costs, with an average proportion of
54 percent, followed by drugs & supplies
17 percent, other operating costs 10 percent,
capital costs 9 percent, water & electricity
5 percent, maintenance 3 percent. and fuel
oil 2 percent. By dividing total operating
costs by output for each service, we obtain
unit costs, as presented in Figure 6.

We estimate the total costs for each ser-
vice using an ingredient approach, where
we multiply the unit costs by the demand

for 2011. We estimate capital costs using
a generally prevailing 13 percent discount
rate in 2009. Our results are presented in
Figure 7.

By excluding outpatients and emer-
gency visits, we find the cost recovery ratio
is 83 percent for IPD and 126 percent for
delivery services, including capital costs.
The average cost recovery ratio for IPD ser-
vices is 87 percent for IPD and 130 percent
for delivery services, excluding capital costs.
Our cost recovery ratios for each service,
IPD, delivery services, and surgical opera-
tions, with and without capital costs, are
presented in Figure 8, Panels A and B.

Figure 6. Total Operating Costs, Outputs, and Unit Costs (NIS)

Services Total Operating Costs Outputs Unit Costs

IPD 55,317,649 96,627 572.49

Delivery Services 10,304,268 33,424 308.29

Emergency 6,507,959 169,821 38.32

Polyclinics 9,219,608 205,883 44.78

Surgical Operations 27,116,495 38,088 711.94
Note: NIS = New Israeli Shekels, IPD = Inpatient Department

Figure 7. Total Cost Estimation for the 2011
Operating Costs Capital Costs Demand  Total Costs
Services Per Unit (NIS)  Per Unit (NIS)  for 2011 (NIS)
IPD 572.49 26.60 68,150 40,827,984
Delivery Services 308.29 8.68 13,534 4,289,872
Emergency 38.32 0.17 77,795 2,994,330
Polyclinics 44.78 2.66 94,939 4,503,906
Surgical Operations 711.94 26.73 18,889 13,952,738
Note: NIS = New Israeli Shekels, IPD = Inpatient Department
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Figure 8. Estimated Cost Recovery Ratios (NIS)

Panel A: Including Capital Costs

IPD Delivery Services Surgical Operations
Revenue 34,075,210 5,413,620 0
Total Cost 40,827,984 4,289,872 13,952,738
Cost Recovery Ratio 83% 126% 0%

Panel B: Excluding Capital Costs

Cost Recovery Ratio 87%

IPD Delivery Services Surgical Operations
Revenue 34,075,210 5,413,620 0
Total Cost 39,015,194 4,172,397 13,447,835

130% 0%

Note: NIS = New Israeli Shekels, IPD = Inpatient Department

Conclusion

The aim of our study is to gain insights
into the cost and cost recovery potential, and
thus the financial sustainability, of Rafidya
Hospital in Palestine. Our study demon-
strates that the delivery services can recover
the costs of its services, while the other inpa-
tient services have a shortfall due to current
pricing policies. To improve the cost recov-
ery or financial sustainability, the MOH may

consider policies to either contain costs or
increase the revenue structure. Our study
contributes to formulating macro level pol-
icy in light of costs, revenue, and the demand
for health services. Despite the limitations of
our analysis, this study employs established
methods in estimating costs and cost recov-
ery ratios for hospital services. Future studies
may consider extending this line of inquiry
by applying our methodology to other hos-
pitals, or to secondary health care services.
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The Fee-For-Service Shift to Bundled
Payments: Financial Considerations
for Hospitals

Keely Scamperle

Skyrocketing health care costs are forcing payers to demand delivery efficiencies that preserve and
promote quality care while reducing costs. Hospitals are challenged to meet the pressure from pay-
ers to deliver value and outcome-based health care while preserving sufficient financial margins. The
fee-for-service (FFS) model with its perverse incentives to incur high-volume services is no longer, if
ever, sufficient to ensure quality, cost-efficient health care. In response, payers have sought to force the
issue through accelerated efforts to bundle payments to providers. It is theorized that by tying together
providers throughout the continuum or episode of care for a patient, efficiencies in delivery inclusive of
cost reductions will be obtained. This article examines the bundled payment models and the financial

considerations for hospital facility providers.

Key words: bundled payment, reimbursement, BPCl, pioneer ACO.

ayment methodologies in both the

private and public sector are making

the significant shift from the volume-
driven fee-for-service (FFS) methodology to
payments for value and outcomes. Histori-
cally, FFS has been a relatively reliable, albeit
“messy,” method of obtaining reimburse-
ment. Under a FFS payment model, provid-
ers are relatively assured of reimbursement
for the services provided and reflected in an
insurance claim with little or no account-
ability for delivery efficiency or quality
of care. However, the general consensus is
that FFS is unsustainable. The Government
Accountability Office (GAO) has concurred
that Medicare’s FFS payment system may
contribute to spending growth because it
rewards volume of services regardless of the
appropriateness, cost, and quality of those
services.! Not only does FFS encourage high
volume of services, but this payment meth-
odology increases cost and invites fraud and
abuse. This failure in the health care reim-
bursement system leaves abundant room for
waste and poor quality health delivery and
outcome. Recognizing that health care costs
are partially driven by the FFS payment

mechanism, payers are turning to alternative
methods.

The leading alternative payment model to
the FFS problem is bundled payment, which
provides payment for all of the care a patient
needs over the course of a defined clini-
cal episode.? Tt has been hypothesized for
some time that by tying providers together
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via a single-bundled payment, costs can
be reduced and quality can be improved.
These types of arrangements seek to pro-
mote coordination among providers and the
integration of health care delivery.®* Bun-
dled payments may promote closer integra-
tion of health care providers and hold them
jointly responsible for the cost and quality
of services.* Bundled payment arrange-
ments effectively hold providers collectively
responsible financially for the health care
they provide to a patient. The shift from FFS
to value- and outcome-based payments with
its increased financial risk has caused hospi-
tals to question whether or not they can close
the revenue gap between the two payment
mechanisms. Bundled payment models are
extremely complex and the paltry data dem-
onstrating their effectiveness in delivering
quality and reducing costs serves to exac-
erbate the concerns of providers over the
future of their financial health. Nevertheless,
bundled payment is becoming the method of
choice for payers, making it imperative that
providers understand the associated finan-
cial challenges and implications.

What Is a Bundled Payment?

A bundled payment consists of a single
payment for an episode of care which is then
distributed to other providers, such as physi-
cians or surgeons, involved in the care. The
concept of bundling payments has been in
place for Medicare hospital inpatient services
since 1983.% These first bundled payments
were in the form of the hospital prospec-
tive payment system (PPS) and actualized
via the diagnostic related grouping (DRG)
payment. The DRG groups cases with simi-
lar resources. The facility is then paid one
DRG, or case rate set in advance, based on

the diagnoses of the patient upon discharge.
Recognizing the need to address cases with
higher complexities or comorbidities, in
2007, the Centers for Medicare & Medicaid
Services (CMS) developed MS-DRGs to
designate cases with higher severity. How-
ever, payment for physicians has remained a
FFS methodology. The discrepancy between
the PPS payment to the facility and the FFS
payment to the physician has exacerbated
the problematic lack in care coordination,
accountability, quality, and outcomes. The
PPS, focused only on hospital payment, has
done little to impact overall Medicare spend-
ing because it lacks an accountability mech-
anism between the two providers. Bundled
payment is touted as a viable option to meet
the goals of payers and providers because
of the potential improvements it promises
over the Medicare fee-for-service system of
reimbursement and the capitation model of
payment.®

Private insurers have over 20 years of expe-
rience with bundling models for services such
as organ transplant procedures. The models
of bundled payment that have been tested in
the public and private sectors have yielded
promising results.” Early bundles focused
on cardiovascular procedures (e.g., Texas
Heart Institute, Geisinger Health System’s
“ProvenCare” model) and transplant proce-
dures. The appeal of more recent models of
bundled payment is that they ensure that the
financial risks of treating a patient are shared
by both the payer and the provider and allow
for flexibility in defining the scope of the
bundled payment (e.g., timeframe, services
included, and other considerations).® Exam-
ples of recent bundling models include: the
PROMETHEUS Bundled Payment Experi-
ment; the CMS Acute Care Episode (ACE)
Demonstration Project; the Bundled Payment
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for Care Improvement pilot program; and the
Shared Savings/Pioneer Accountable Care
Organization programs.

PROMETHEUS (Provider Payment

Reform for Outcomes, Margins, Evidence,
Transparency, Hassle-Reduction, Excellence,
Understandability and Sustainability)
Payment Project

The PROMETHEUS payment project,
a collaboration between the Robert Wood
Johnson Foundation (RWIJF) and the Com-
monwealth Fund, is one of the most compre-
hensive and relatively established efforts to
create evidence-based bundles or case-rates.
Launched in 2008, the project identified 21
“bundles” of services intended to treat defined
diseases including some cardio-vascular ser-
vices and total joint replacements.” Covered
services are based on commonly accepted
clinical guidelines or expert opinions that
define the best methods for treating a given
condition.'"” Participants include facilities,
physicians, employers, and health plans.
To date, the pilot programs are still open
and in the process of yielding results. In a
November 2011 report, the RAND Corpo-
ration noted that three years after the PRO-
METHEUS payment project was launched in
three US communities to test this approach,
no bundled payments had been made and
no payment contracts for bundled payments
have been executed.!" Although all parties
involved with the effort are committed to its
success, researchers say the slow progress
underscores the challenges such complex
payment reforms must overcome.'?

Acute Care Episode (ACE)
Demonstration Project

In 2009, CMS announced the ACE dem-
onstration project to last for a period of three

years. The demonstration was intended to
“test the use of a global payment for an epi-
sode of care as an alternative approach to
payment for service delivery” and included
“specified cardiovascular and/or orthopedic
procedures.”’* CMS selected five organiza-
tions to participate in the bundled payment
project:

Baptist Health System in San Antonio,
Texas

Exempla Saint Joseph Hospital in Denver,
Colorado

The Lovelace Health System in Albuquer-
que, New Mexico

Hillcrest Medical Center in Tulsa,
Oklahoma
Oklahoma Heart Hospital, LLC in

Oklahoma City, Oklahoma

The sites had the option to provide
incentives to the providers who met cer-
tain quality and improvement markers.
The sites were also allowed to provide
monetary incentives to patient participants
and their families in the form of a share
up to 50 percent of the Medicare savings
to offset their Medicare cost-sharing obli-
gations.' The early results from the ACE
demonstration were significant enough to
propel bundling as a method of payment
for Medicare providers into the Affordable
Care Act of 2010 (ACA).

Bundled Payments for Care
Improvement (BPCI)

ACA created a new division under CMS
called the Center for Medicare & Medicaid
Innovation (CMMI). Section 3021 of
ACA granted authority to the Center to
test payment delivery models to reduce
expenditures.'® To improve the coordination,
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quality, and efficiency of services provided to
Medicare beneficiaries, in the ACA, the Sec-
retary of Health and Human Services (HHS)
is required to implement a national pilot
program by January 1, 2013, that integrates
services into payment bundles. The Initia-
tive is a kind of testing ground which will
eventually finalize the framework of the pilot
program that was announced by Secretary of
HHS Kathleen Sebelius on August 23, 2011.

Under the bundled payments initia-
tive, CMS links payments to a variety of
providers for multiple services patients
receive during an episode of care. For
example, instead of a surgical procedure
generating individual claims from mul-
tiple providers, the entire team is com-
pensated with a “bundled” payment that
provides incentives to deliver health care
services more efficiently while maintain-
ing or improving quality of care. Provid-
ers have flexibility to determine which
episodes of care and which services would
be bundled together.'® The health reform
law holds promise for the expansion of
bundled payment by authorizing the Sec-
retary to expand the program after the
pilot phase, based on performance. Expan-
sion of previous federal bundled pay-
ment demonstrations has been curtailed
by the congressional approval process,
but due to inclusion in ACA, the process
will move forward. The law also elimi-
nates the budget-neutrality requirement
for the expansion of previous demonstra-
tion programs and hints at the possibility
of aligning Medicare payment programs
with private sector initiatives.!” To partici-
pate in BPCI, the contracting organization
is required to discount the episode price
by 3 percent for 30 day episodes and by
2 percent for 90 day episodes.'®

The CMS bundling initiative presents
providers with an opportunity to participate
in, and ultimately determine, how the pilot
program will look at the point of implemen-
tation. A total of eight models will be tested.
The Initiative’s first “wave” consists of two
types of payments and four models. The
first three models are retrospective and the
fourth is prospective. (See Figures 1 and 2
for additional detail.")

Model 1—Retrospective Acute Care.
One payment for an acute episode.
Allows gain-sharing arrangements with
physicians. Physicians are paid sepa-
rately. However, facilities are allowed
to share the savings resulting from col-
laborating in the care of the patient.

Model 2—Retrospective Acute Care
Plus Post-Acute. The episode of care
expands to include 30 or 90 days post
discharge.

Model 3—Retrospective Post-Acute
Care. The initial hospital visit is
excluded, and begins at the point where
the patient is discharged and lasts for
30 days. Both Models 2 and 3 include
physician services; post-acute pro-
vider; readmissions; durable medical
equipment, prosthetics, orthotic and
supplies (DMEPOS); and Part B drugs.

Model 4—Prospective Acute Care Stay.
Expansion of the ACE demonstration.
Extends geographically beyond the
initial areas in the ACE demonstra-
tion. One single payment for the acute
care for agreed-upon conditions, which
is allocated by the facility to the other
providers. Other providers submit “no-
pay” claims.?
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Figure 1. Services Eligible for Inclusion in Bundled Payment Models

Care Related to the Initial

Hospitalization for the Episode Related Care Post-Initial Discharge

Other
Initial Hospital Post- Hospital Community  Post-
Pre- Hospitali- Physician Acute Related Read- Physician Physician Discharge

Model Hospitalization® zation® Services® Care? missions® Services® Servicesf Care?
1 X X
2 X X X X X X X X
3 X X X X X
4 X X X X X

aHospital diagnostic testing and all related therapeutic services paid under Part A and furnished by an entity
wholly owned or operated by the admitting hospital within 3 days of admission.

® All hospital facility services paid under Part A and furnished during the hospital stay.

¢ All physician and other professional services paid under Part B conducted in the hospital.

9 Services paid under either Part A or Part B for related services, including care received in long-term care
hospitals, inpatient rehabilitation facilities, skilled nursing facilities, and by home health agencies.

e All hospital facility services during readmissions that are related to the episode and paid under Part A.

f Physician and other professional services that are delivered in outpatient settings (including the emergency
department and hospital outpatient department), which are related to the episode and paid under Part B.

9 Includes related services and goods paid under Part A or Part B, such as independent outpatient therapy
services, clinical laboratory services, durable medical equipment, and Part B drugs.

Shared Savings/Pioneer Accountable
Care Organizations

* Encouraging investment in infrastruc-
ture and redesigned care processes?

The BPCI has been viewed as the stepping-

stone towards accountable care organizations
(ACOs). Again, under the authority granted
by the ACA, the CMMI is testing an alter-
native ACO model called the Pioneer ACO
Model. Through the Medicare Shared Savings
Program, providers will be rewarded through
formulating ACOs that lower their growth in
health care costs while meeting performance
standards on quality of care.?! The Program
is designed to improve beneficiary outcomes
and increase the value of care by:

* Promoting accountability for the care of
Medicare FFS beneficiaries

* Requiring coordinated care for all ser-
vices provided under Medicare FFS

Bundled Payment Challenges

There are difficulties inherent in bundled-
payment implementation. Challenges include
defining the bundles, administering the bun-
dles, deciding upon and implementing gain-
sharing schemes.”® Further consideration
should be applied to framework elements
such as determining which patients will be
included; for example, patients with signifi-
cant comorbidities should be excluded and
considered outliers. Case management func-
tions should be considered as a way to ensure
services stay within the parameters. Planning
will also entail identifying benchmarks, both
payment and quality. Additional challenges
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Figure 2. Bundled Payment for Care Improvement Initiative Models
Model 1 Model 2 Model 3 Model 4
Types of Inpatient hospital Inpatient hospital ser- Physician services Inpatient hospital
Services services vices (the initial stay) in the community, as  services
Included in Physician services in well as for follow-up ~ Readmissions
Bundle and out of the hospital ~ hospital care Physician services
Post—acute care Post—acute care related to hospital
services services care
Readmissions Readmissions
Hospital outpatient Hospital outpatient
services services
Independent outpatient  Independent
therapy services outpatient therapy
Clinical laboratory services
services Clinical laboratory
Durable medical services
equipment Durable medical
Part B drugs equipment
Part B drugs
Eligible Physician group Physician group practices Physician group
Awardees practices Acute care hospitals practices
@ Acute care hospitals  Health systems Acute care hospitals
Health systems Physician-hospital organizations Health systems
Physician-hospital Conveners of participating health care Physician-hospital
organizations providers (e.g., states) organizations
Conveners of Post—acute care providers Conveners of
participating health participating health
care providers care providers
(e.g., states) (e.g., states)
Payment of  Discounted inpatient Retrospective comparison of target price and Prospectively set
Bundle and  prospective pay- actual fee-for-service payments payment
Target Price ment system (IPPS)
payment
Clinical All Medicare Applicants to propose targeted clinical conditions based on MS-DRG
Conditions ~ Severity-Related for inpatient hospital stay
Targeted Diagnosis Groups
(MS-DRGs)
Minimum Minimum discounts 3% for 30-89 days No Minimum 3% with larger
Discount increasing from 0%  post-discharge episode; discount for MS-
Expected in first 6 months to 2% for 90 days or DRGs in ACE
2% in Year 3 longer episode Demonstration
Payment Acute care hospitals  Traditional fee-for-service payment to all Prospectively
from CMS receive IPPS pay- providers and suppliers, subject to reconciliation established
to Providers  ment minus discount with predetermined target price bundled payment to
Physicians receive admitting hospital;
traditional fee hospitals distribute
schedule payment payments from
bundled payment

Continued ...
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Figure 2. Bundled Payment for Care Improvement Initiative Models (Continued)

Model 3 Model 4

Model 1 Model 2
Quality All hospital inpatient
Measures quality reporting

measures and
additional measures
to be proposed by
applicants. CMS wiill
ultimately establish a
standardized set of
measures that will be
aligned to the great-
est extent possible
with measures in
other CMS programs

To be proposed by applicants, but CMS will ultimately establish a
standardized set of measures that will be aligned to the greatest
extent possible with measures in other CMS programs

Source: Based on chart in the Bundled Payments for Care Improvement Initiative Fact Sheet:
http:/linnovations.cms.gov/documents/pdf/Fact-Sheet-Bundled-Payment-FINAL82311.pdf.

include investing in significant technical,
legal and HIT resources in order to execute
on implementation, and each should be care-
fully identified and addressed. The following
is a detailed look at just a few of the multi-
tudes of considerations for facility providers:

Partnering with Physicians

A significant result of the shift in pay-
ment methodology is the change in the view
of the role of the physician within the hos-
pital facilities’ revenue stream. More pre-
cisely stated, the physician can no longer be
viewed as a customer, but rather as a part-
ner. In order for a bundled payment model
to be successful, it requires the buy-in of the
physician. This can be a difficult hurdle to
overcome, yet cannot be ignored. The inter-
professional relations and the overall medi-
cal culture have a recognized impact on the
quality of the health care delivery mecha-
nism and whether or not it can be success-
fully transformed.>

Anti-Trust

As networks are formulated and con-
tracts entered into, concerns regarding mar-
ket share and restriction will likely come
under increased scrutiny by the Federal
Trade Commission (FTC). Furthermore,
there are individual state law considerations
related to these arrangements. While the
FTC did issue a Final Statement of Antitrust
Enforcement Policy Regarding Account-
able Care Organizations Participating in the
Medicare Shared Savings Program,” the
only assurance it provides is that the “Rule
of Reason” will be applied when analyz-
ing for violations of the anti-trust laws. The
government’s shift toward promoting these
payment models over the traditional FFS
model may warrant a parallel shift in anti-
trust analysis.”® However, all of these issues
require legal oversight by highly qualified
health care and anti-trust council prior to
securing the structure of the arrangements
amongst providers.
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Fraud and Abuse

The financial arrangements that are
required in order to facilitate a bundled pay-
ment arrangement present a multitude of
legal questions. Facilities and physicians
should naturally be concerned with potential
violations of the Stark Law (physician self-
referral), federal anti-kickback statute, and
the civil monetary penalty (CMP) statute.
CMS has authority to waive the application
of certain Medicare and Medicaid fraud and
abuse laws “as may be necessary” to develop
and implement the Initiative.”’

As discussed, the ACA provides for incen-
tives for providers to consolidate. For the
ACE demonstration purposes, the Secretary
waived those requirements of Title XVIII
necessary to allow the payment of a bun-
dled payment for an ACE. In other words,
the provisions that would normally penalize
the participants in a shared services and/or
payment arrangement, such as anti-kickback
and the Stark Law, were waived to facilitate
the structure under the ACE demonstration.
The Secretary also waived those provi-
sions of Title XI (e.g., Sections 1128A and
1128B) and Title X VIII necessary to conduct
a shared-savings or gain-sharing program at
the demonstration sites, as well as to allow
payment to Medicare beneficiaries repre-
senting a portion of the savings achieved by
Medicare under the demonstration.?® Waivers
have also been provided for under the pio-
neer ACO project. However, no other clarifi-
cation has been issued from CMS and leaves
providers potentially vulnerable as partner-
ships are developed and contracts written.

CMS has had a long-standing prohibition
against gain-sharing arrangements, as they are
inherently problematic because such arrange-
ments may result in a reduced level of service
to the patient from the physician so that the

physician may increase the amount of mon-
etary “gain” allocated by the hospital. In other
words, gain sharing is likely to compromise
patient care so that the physician may obtain
a larger monetary incentive amount at the end
of the episode of care. However, CMS did set
out gain-sharing parameters in the request for
applications to the Initiative. This consisted,
in part, that the physicians share could not
exceed 50 percent of the savings, and nor
could the participation or nonparticipation of
the physician be penalized.”

While CMS has explained that it “will
consider exercising [its] waiver authority
with respect to the fraud and abuse laws”
and “may also consider waiving additional
provisions” of the Medicare Act, it offers no
detail as to the process it will follow in waiv-
ing application of these laws or the proposed
scope of any such waiver(s).*

Financial Costs (Operational)

The bulk of the changes that come with
bundled payment for providers are opera-
tional. When compared to FFS, bundled pay-
ments also require the provider to carry the
burden of the financial responsibility of out-
comes. However, preliminary experiments
with bundling models have demonstrated a
variety of cost savings and quality improve-
ments. The data that bundled payments
definitively result in improved quality, out-
comes, or cost-savings is not yet well estab-
lished. AHRQ concluded that there is weak
but consistent evidence that bundled pay-
ment programs have been effective in cost
containment without major effects on qual-
ity, finding that reductions in spending and
utilization relative to usual payment were
less than 10 percent in many cases.’'As the
RAND report found, implementation of the
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PROMETHEUS pilot has proven difficult
and by the end of November 2011, progress
had been slow and disappointing.** Never-
theless, this new payment methodology has
quickly spread throughout the payer sys-
tems and providers are wise to work toward
strategizing and taking the necessary steps to
accommodate the change. In this endeavor,
there are some key points to consider:

Expenses

Expenses can be significant for facili-
ties to implement bundled payment models.
Ardent Health System, a participant in the
ACE demonstration, discovered this first-
hand. Sharon Fiser, the VP of Financial
Operations, reflected in an interview with the
Advisory Board that Ardent’s bundled pay-
ment success has come at a cost. Hillcrest
incurred $570,000 in incremental expenses
its first year under ACE. A significant portion
of that—around $150,000—was for start-up
legal expenses and infrastructure invest-
ments. Annual incremental operating costs
are around $400,000.* Additional expenses
can be incurred for added staff, information
technology (IT) structure, and claims pay-
ment processes. Some facilities have also
found that assigning a case manager to direct
the continuum of care throughout the bun-
dled episode is also a necessary expense.

Information Technology

Establishing bundled payment models
requires a significant investment in IT. IT
has been cited as being critical in helping
to improve hospital system performance
and responding to market and regula-
tory demands for increased efficiency and
accountability.** Investment in IT systems is
probably the most important, and expensive,
area of capital spending. Bundled payment

models are very data intensive. There must
be mechanisms in place that can analyze and
process financial models, track outcomes,
develop gain-sharing structures, and process
claims. Every hospital is expected to meet
new standards for having and using elec-
tronic medical records for its patients or face
penalties in 2015 and meeting that require-
ment safely will cost as much as $50 mil-
lion for a midsize hospital.** This provision
is necessary, for without electronic records,
bundling payment models cannot function.

Gain-Sharing Arrangement

A gain-sharing arrangement is where the
savings incurred by the hospital facility is
shared with other providers, such as the phy-
sician. Although the gain-sharing arrange-
ment must be set out and carefully defined
at the onset, hidden fluctuations may disrupt
projections. For instance, recall that in order
to participate in the BPCI, the participating
entity must agree to a discount for the episode.
However, not all DRGs are treated the same.
For instance, there are some DRGs where the
facility incurs the bulk of the costs. In those
instances, the discount has a more significant
impact than originally planned, which could
negatively impact the amount of shared sav-
ings. In November 2012, CMS issued new
DRGs to applicants that expanded the original
list of DRGs within an episode family. The
new requirements increase the total amount
of cost covered within the episode family by
about 40 percent.*® This is a significant amount
of Medicare revenue to be moved from FFS
payment into bundled payment.” This expan-
sion of the episode DRG family also impacts
the discount rate negatively. This is mostly
because the DRGs to which the episodes are
expanded include services that are primarily
provided for by non-hospital providers.
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Financial Benefit

Bundled payment should create a finan-
cial incentive for providers to reduce the
number and cost of services contained in
the bundle.”® Ropes and Gray’s CPI Anti-
trust Chronicle notes that ACA will pose
new challenges for health care providers
because some of the reforms will place new
financial pressure on inefficient providers or
lower quality providers.* It is theorized that
increased quality of care can be achieved
by adhering to evidence-based protocols
that will reduce the variability of care and
resources. While conceptually that makes
sense, facility providers are likely to seek
more tangible ways in which to reduce the
costs within an episode of care.

Decreased Costs

Facilities in a bundled payment model
may struggle with how to retain volume and
income, let alone acquire growth. While
significant savings are gained and easily
identified through device acquisition, most
of the incremental revenue gained through
volume (although offered at a discount to
payers) is additive to the organization’s bot-
tom line.*’ For this reason, it is imperative to
determine how the prices within the facility
will be set. The GAO noted in their report
to Congress that to the extent that bundled
payment arrangements encourage providers
to become more efficient in the delivery of
care, these arrangements can also benefit
providers financially. The report went on to
note that some studies of bundled payments
in the private sector suggest that for certain
services and in certain settings, bundling
may lower costs and improve efficiency."!

A representative from one hospital in the
Medicare ACE demonstration reported a

10 percent reduction in costs for orthopedic
procedures stemming largely from the pur-
chase of lower-priced medical devices such
as orthopedic implants.** The savings found
in bundling episodes of care was reflected
upon by Ardent Health, a participant in the
ACE demonstration:

The bulk of savings from procedural
inpatient bundles results from device
cost reductions. Ardent has been
highly successful in using bundled
payment to control costs. By working
with physicians to define clinical crite-
ria for the use of high-cost devices and
cultivating physician support for con-
solidating device vendor in exchange
for price concessions, Ardent was able
to control costs where past efforts had
failed.

The vast majority of savings has con-
sisted of reductions on high-cost surgi-
cal supplies and devices ... . The greatest
savings have come from knee surgical
supplies, defibrillators, and pacemakers.
Interestingly, Hillcrest continued its cost
reduction efforts in the second year of
ACE and achieved further meaningful
savings. Ardent had hoped to achieve
additional savings in some other areas,
such as consults and pharmaceutical uti-
lization, but thus far these have largely
failed to materialize.*

Facilities can also look to safety-net hospi-
tals as examples in how to operate under nar-
row financial margins, increased efficiency,
reduction in costs, and improving quality.
Not needing to be paid for the volume of ser-
vices delivered has enabled these hospitals
to invest in new delivery practices.*
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Volume

The shift is not all about cost savings, how-
ever. Bundled payment also can be viewed as
a growth strategy. If you are selected as the
only hospital or one of the few entities in a
region, to win a bundled payment contract
with CMS and/or a commercial payer, then
you are in a position to have patients directed
to you.* Here, the volume is not measured in
the number of services per patient, but rather
the number of patients treated due to a more
efficiently run mechanism. Quality care and
outcomes delivered through a coordination
between providers is likely to increase patient
satisfaction and a commiserate desire to seek
care at facilities that are able to accomplish
this goal. As noted previously, the increase in
patient volume is an important upside to the
alternative payment models.

Conclusion

So much of the discussion amongst stake-
holder policymakers, facility executives,
and providers in general has been focused
upon cutting costs and, yes, quality and
outcomes measurement. There has been,
however, seemingly more theory and little
sound evidence of how bundled payment
directly improves patient care. What is cer-
tain is that fragmentation is detrimental to
the overall health care delivery mechanism.
“That’s not just our opinion: nearly every-
one, from the Institute of Medicine to the

Medicare Payment Advisory Commission,
has identified fragmentation as one of the
main culprits of higher cost, lower quality
health care,” remarks Rich Umbdenstock,
President and CEO of the American Hospi-
tal Association (AHA).* More importantly,
Umbdenstock also points out that “Our
fragmented health care system ... .is also an
obstacle to better patient care.” The bottom
line is that collaboration means better health
care. Bundling models forces providers to
work together in a collaborative manner to
improve the overall care of the patient.

The shift from FFS to alternative methods
such as bundled payments is not something
that can be ignored. Not only are private or
commercial payers demanding the shift, it is
a fundamental part of the health care reform
legislation. ACA is therefore at the forefront
of a larger trend of shifting away from a FFS
payment system towards alternative pay-
ment methods such as global or bundled
payments, which are expected to contain
costs and result in the efficient provision of
care.”’” There are two positions providers are
currently taking: those who have been on the
forefront of participation and implementa-
tion, and those who have taken the “wait and
see” approach. In either instance, acceptance
of the shift from FFS to alternative methods
must come in order to maintain viability;
and staying informed, calculating all risks
and preparing for change is necessary to
achieve stability.
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Fiscal Space for Health Spending
in Southeast Asia

Indrani Gupta and Swadhin Mondal

This article examines the availability of fiscal space in the context of health spending and the challenges
and constraints in raising additional resources for health given the macroeconomic situations, in the
ten countries of the South-East Asia region (SEAR) of the World Health Organization (WHO). Using a
variety of secondary data, the analysis indicates that there are differences among the SEAR countries
with respect to the various indicators of fiscal space. While the aid situation is under control, there are
concerns regarding public debt, fiscal deficit, and revenues. Based on the findings, this article proposes
ways forward for each of the countries in the coming years.

Key words: health financing, resource mobilization for health, Southeast Asia.

Introduction

In developing countries poor households
spend a significant proportion of their fam-
ily income for health care exposing them to
economic vulnerability and poverty.! Out-of-
pocket spending (OOPS) is the major health
financing mechanism in many developing
countries which imposes a major burden
particularly on the poor households.” Public
financing for health is now seen as a major
tool for protecting households from cata-
strophic medical payments and also ensur-
ing better health outcomes. The 58th World
Health Assembly in 2005 adopted a resolu-
tion on sustainable health financing, universal
coverage, and social health insurance, where
WHO’s member states were urged to ensure
that health financing systems include prepay-
ment and risk-sharing mechanisms, to avoid
catastrophic health care expenditure, and
to work towards universal coverage.” This
approach in turn raises the issue of fiscal space:
are countries able and ready to raise enough
resources to carry out these objectives?

On the positive side, a study uses Canadian
data* to show that low health care spending
was associated with high infant mortality rate
and low life expectancy. Similarly, a study
from India on rural households finds that
there is a significant effect of health expendi-
ture on infant mortality rates.’ In a study by
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Wang,® using Demographic and Health Sur-
vey (DHS) data from over 60 low-income
countries shows that public health expendi-
ture is the single most important determinant
of child mortality. Gupta er al.,” also con-
firm that the public spending on health care
matters more to the poor than the non-poor,
which is corroborated by other studies.?

In contrast, a number of other studies
show that public health spending is a rela-
tively poor predictor of cross-country differ-
entials in health indicators.” The efficiency
and effectiveness of resource use is now a
major part of the discussion on strategy of
health financing. The World Health Report
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has now clearly stated that public spending
is a necessary but not a sufficient condition
for improved health outcomes.'® While the
quality of spending is an important factor in
the context of efficiency of overall resource
use, raising sufficient resources for the health
sector remain a challenge for many develop-
ing countries. The question of fiscal space
in the context of social sectors—especially
health sector—has given rise to much dis-
cussion and debate in the recent past.

This article is organized in the following
manner: Section I gives an introduction to the
topic and some literature review. Section II
discusses the definitions of fiscal space and
lays out the indicators to be used to analyze
fiscal space, followed in Section III by an
analysis of the availability of fiscal space in
the SEAR countries. A macroeconomic per-
spective is brought in to understand the pos-
sible constraints in expanding fiscal space in
Section IV. Finally, summary and conclu-
sions are presented in Section V.

Fiscal Space and Resource
Mobilization: Indicators

The need to meet the millennium develop-
ment goals (MDGs) and concerns regarding
equity and efficiency in the health sector on
the one hand, and the impact of the recent
global economic crisis on the other, has
made the issue of fiscal space more urgent.!!
Different approaches have been used to
define and analyze fiscal space, though oper-
ationally there are no major disagreements
on the broad parameters used to judge the
lack of fiscal space. The Interim Report on
Fiscal Policy for Growth and Development
submitted to the Development Committee of
the joint World Bank—IMF Board on Fiscal
Policy and Growth (henceforth Development

Committee, 2006) defined fiscal space as
“the gap between the current level of expend-
iture and the maximum level of expenditures
a government can undertake without impair-
ing its solvency.” Another widely quoted
definition from the IMF defined fiscal space
as “the availability of budgetary room that
allows a government to provide resources
for a desired purpose without any preju-
dice to the sustainability of a government’s
financial position.”'? In contrast, Roy and
Heuty define fiscal space as “concrete pol-
icy actions for enhancing domestic resource
mobilization, and the reforms necessary to
secure the enabling governance, institutional
and economic environment for these policy
actions to be effective,” which emphasizes
domestic resource mobilization as the key
parameter in the fiscal space discourse."
While the IMF-World Bank attempted to
come out with a more suitable definition of
fiscal space aligned with the developmental
needs of less developed countries, there still
remains some concern that the adaptation of
the definition fell short of a more practical
and pro-development approach towards rais-
ing resources. The United Nations Devel-
opement Programme (UNDP) defines fiscal
space as “the financing that is available to
government as a result of concrete policy
actions for enhancing resource mobiliza-
tion, and the reforms necessary to secure the
enabling governance, institutional and eco-
nomic environment for these policy actions
to be effective, for a specified set of devel-
opment objectives.”'* This definition takes
a longer term view of developmental goals
and emphasizes human development as the
core objective of enhanced fiscal space.
Operationally, however, the most com-
monly used approach is to define fiscal space
based on values of some key parameters. For
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example, fiscal space has been decomposed
into four subcomponents, jointly referred
to as the “fiscal space diamond,” with each
subcomponent useful as a measure of the
long-term fiscal capacity of government:
fiscal balance, tax revenues, overseas devel-
opment assistance, and reprioritization and
efficiency of expenditures; each is expressed
as a percentage of GDP."

While it has been argued that that there
are no clear criteria for determining whether
deficits or tax revenues are low or high,'
threshold values have nevertheless been
used to define fiscal space.!” The following
four indicators have been used to understand
fiscal space: (1) fiscal deficits (desirable:
3 percent or less), (2) government (gross)
debt-to-GDP (desirable: 60 percent or less),
(3) revenue-to-GDP (desirable: 13 percent
or more), and (4) aid-to-GDP (desirable:
5 percent or less). While it is now acknowl-
edged that efficiency of expenditures and
quality of spending is a key component that
should not be omitted from discussions on
fiscal space,'® there are no ready measures
that might indicate efficiency of spending
and is generally not usual to include it in
this list of summary measures.

An empirical analysis of the effect of
economic growth volatility on social sec-
tor spending in 108 developing countries
for 1995-2007 (IMF & World Bank 2010)
throws up three results: (1) social spending
growth rates tended to be volatile; (2) per
capita social spending levels showed a
steady upward trend despite GDP volatil-
ity; and (3) social spending in poor countries
was subject to more pressures than in richer
countries during contractions in GDP." In
other words, the analysis confirmed that the
negative impacts of crises on health spend-
ing are much stronger in the low-income

countries, where growth in health spending
is more likely to fall in response to a decline
in GDP. The implications of these results are
that low-income countries need to pay spe-
cial attention to protect their social sector
expenditures especially after an economic
crisis. This also has implication about global
cooperation and development assistance to
buffer countries from deteriorating social
sector spending after an economic shock.

Fiscal Situation in SEAR Countries

Overall, the countries of the region
have not been hit too badly by the global
economic crisis. Moderate to strong mac-
roeconomic fundamentals and timely coun-
tercyclical fiscal policies have enabled most
countries of the SEAR to ride the crisis.?
However, since the development base is
quite low in some of the countries, vulner-
ability remains, and social sector spending
needs to be watched to ensure there is no
dip in the progress towards human develop-
ment and the MDGs.

In addition to the four indicators men-
tioned above, we also used three additional
indicators to get a better picture of fiscal
space of these 10 countries: (1) the ratio of tax
to non-tax revenue indicates to what extent
taxes are being used to generate revenues;
(2) domestic credit provided by the bank-
ing sector as a percentage of GDP indicates
the robustness of domestic credit markets as
a possible source of public borrowing; and
(3) a weighted moving average of last five
years’ inflation rate is looked at to understand
possible overheating of the economy.

Figure 1 presents the statistics on these
various parameters; however, it is a bit dif-
ficult to make immediate sense out of these
figures. Clearly, countries are at different
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positions with respect to each of the indica-
tors. While somewhat arbitrary, numbers in
bold indicates a somewhat adverse value of
the parameter, and it is easy to see which
countries need to worry about fiscal space
as well as other fiscal-monetary issues:
Myanmar, followed by Bhutan, India, and
Sri Lanka have the most adverse values of
these indicators among this group. Thai-
land seems to be doing the best among
these countries, followed by Indonesia and
Nepal.

For fiscal space specifically, Figure 2
shows fiscal deficit and government debt as
a percentage of GDP with the two threshold
figures for these parameters. The lower the
values of these parameters, better is the fis-
cal position of the country. In Figure 3, rev-
enue to GDP (its inverse is plotted) and aid

to GDP ratios are plotted, with the threshold
values indicated with solid lines.

In Figure 2, the best position to be in is
in the top left quadrant. Apart from Timor-
Leste—which is the outlier because of its
petroleum revenues and income—Indonesia
is the only other country that is in this quad-
rant. Nepal, Bangladesh, Myanmar, and
Thailand are also doing rather well, though
there is scope to tighten their fiscal deficit
situation. India, Sri Lanka, and Maldives
seem to be performing relatively poorly on
both the indicators, with high fiscal deficit
as well as debt ratio. Bhutan also has very
high public debt ratio though its fiscal bal-
ance situation is quite comfortable.

As for the aid and revenue situation
(Figure 3), the best quadrant to be in is
the lower left one. Maldives is in the most

Figure 2. Relative Position of the Country in Terms of Public Debt
to GDP & Fiscal Deficit to GDP
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Figure 3. Relative Position of the Countries in Terms of Revenue
to GDP & Aid to GDP
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favorable situation with respect to both
these parameters. Timor-Leste, Bhutan,
Thailand, Indonesia, and Sri Lanka also are
within limits in these two variables, though
there are differences among this group. For
example, Sri Lanka and Indonesia, and to
some extent Thailand, should watch their
revenue situation because they are on the
border. Nepal can improve its revenue situ-
ation with less effort too, because it is close
to the optimal value of this parameter. The
countries that need to focus on their revenue
situations seriously are Bangladesh, India,
and Myanmar. Overall, most of the South
Asian countries have manageable aid to
GDP ratios, but not very favorable revenue
to GDP ratios.

This analysis indicates that there are dif-
ferences among the SEAR countries, but
generally the aid situation is not worrying.

Of concern, however, are most countries’ sit-
uation with respect to public debt, fiscal defi-
cit, and revenues. For many of these countries,
raising additional resources through further
borrowing is definitely not an option.

The one thing that most of the SEAR
countries have been struggling with is high
rates of inflation; except for Thailand, all
the countries have fairly high rates (Col-
umn 10, Figure 1) with Bhutan, Nepal,
Myanmar, and India leading the group in
very high inflation rates. This constrains the
options of raising additional resources by
deficit financing. The good news for some of
these countries is their ability to raise credit
domestically (Column 9, Figure 1). Thai-
land and Maldives have very high levels of
credit from banking sector. However, coun-
tries such as Myanmar, Bhutan, Indonesia,
and Sri Lanka need to focus on monetary
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reforms to strengthen their domestic credit
markets.

Fiscal Space and the Economy
in SEAR Countries

Evidence indicates that while low health
spending is common in Bangladesh, India,
Indonesia, Myanmar, Nepal, and Sri Lanka,
only India, Myanmar, and Nepal are lagging
behind in their MDG targets, and not doing
very well on other indicators like poverty.!
While some countries have met their MDGs,
there should be continued efforts to raise
additional revenues. is no scope to slacken
the efforts to raise additional revenues.
Increasing prevalence of non-communicable
diseases (NCD) is a major reason why the
current levels of spending, even in countries
such as Thailand, might need to be aug-
mented. The discussion on raising health
spending has to be compared to the overall
macroeconomic situation of these countries
in the recent past.

Bangladesh has been performing mod-
erately well on the economic front until
recently, when it began to be plagued with
falling reserves due to strong pressures of
rising oil and capital goods imports, volatile
commodity prices, and weak aid inflows.*
Fiscal pressures have also emerged due to
increasing subsidy costs, mainly on account
of fuel consumption, despite tax revenues
having exceeded 10 percent of GDP in
FY11. Inflation reached a multi-year high
in August 2011, with aggregate demand and
food prices being the major drivers. The IMF
board has recommended that the extended
credit facility (ECF) for Bangladesh be
resumed to help stabilize its current account
and take reforms forward. The country con-
tinues to struggle with inflationary pressure.

It is contended that Bangladesh is cur-
rently going through a difficult phase due to a
multiplicity of factors: global growth issues,
financing and balance of payment gaps, insti-
tutional factors, and political concerns.? Its
fiscal space, therefore, does not seem very
much at this point, and borrowing—external
and internal—to finance development does
not seem a prudent option. While external
debt has come down, public debt’s share in
GDP has been increasing. One recommen-
dation is for it to be able to mobilize and
channel committed foreign aid, particularly
for on-going projects. Also, it will have to
try for developmental assistance to be able
to continue its growth path, especially for the
social sectors. However, while improving
efficiency of spending, improving absorp-
tive capacity is important which will in turn
ensure greater utilization of allocated funds
in the health sector.”* At the same time, there
is considerable scope for garnering addi-
tional tax revenues through tax reforms in
many of these countries.

Since its transition into a parliamentary
democracy in 2008, Bhutan’s growth has
been strong. Social development indica-
tors are progressing steadily, and Bhutan
is on track as far as MDGs are concerned.
The IMF predicts that Bhutan’s near-term
outlook is favorable, with growth continu-
ing to be around 8 percent. While the cur-
rent account deficit is likely to remain high
due to imports, financing from development
partners, especially India, is predicted to
be adequate, with the resultant balance of
payments remaining in surplus.”® Inflation
is expected to decline somewhat, though
it has to be watched, because for Bhutan
(and also Nepal) its inflation depends to a
large extent on inflationary trends in India,
which has recently experienced significant
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inflation. The change in Bhutan’s eco-
nomic classification also means, however,
that it might get less aid than before. Thus,
increased domestic revenues will have to be
an important priority for Bhutan for garner-
ing additional fiscal space; slow growth in
revenues has been partly responsible for
large fiscal deficit in Bhutan.?® The fact that
Bhutan has been able to make good progress
on its MDGs, however, does give it some
breathing space.

Among SEAR countries, India’s story
seems the most disappointing. Though cur-
rently there has been a deceleration in its
growth rate,” India’s growth record has
been quite impressive in recent years despite
turbulent global situation. Despite this India
has not been able to either raise sufficient
resources for health or improve the effi-
ciency of spending in the health sector.

India is the most integrated with global
financial markets in the region, and its short-
term external debt was 6.8 percent of GDP
in the second quarter of 2011, with total
external financing needs projected to reach
9.8 percent of GDP in 2012.% India’s fis-
cal deficit and short-term external debt has
given it less maneuvering space and tight-
ened fiscal space. With falling growth rate
due to “the weakening in activity reflects a
significant moderation in domestic demand,
led by a deceleration in investment activity
that has faced headwinds of rising borrow-
ing costs, high input prices, slowing global
growth and heightened uncertainty,”* India
needs to be careful that social sector spend-
ing does not get affected. The recent reports
of alleged financial corruption with National
Rural Health Mission (NRHM) funds are an
indication of India’s inability to stem cor-
ruption in its public spending.*® Despite its
current economic conditions and given its

past impressive growth record, India can
still increase health spending by broaden-
ing its tax base. This might be a necessity
given its weak performance on the MDGs.

Indonesia, on the other hand, gives rise
to cautious optimism. It has been grow-
ing steadily, despite global turbulence. The
IMF projects that Indonesia will grow above
6 percent in 2012 as well.* It has low fis-
cal deficit and its debt levels are moderate.
However, health has a relatively low prior-
ity in the budget and earlier suggestions to
increase health spending include reduction
of subsidies, targeted increases in health
spending, cross-subsidization within a uni-
versal health insurance system, earmarking
taxes, or specific levies in income.*> While
its progress towards poverty elimination has
been good, its progress in the health sector
is less evident. Infrastructure constraints and
labor market issues are seen as areas that
have hampered better health sector perfor-
mance.” Indonesia, like India, has consid-
erable scope to improve its allocation to the
health sector as well as improve efficiency
of its health spending. Its fiscal space will
primarily come from reprioritization and
increased efficiency in current spending, as
well as improved revenue collection efforts
with a focus on tax reforms and broadening
tax base.*

As for Maldives, it has been able to
reverse the post-tsunami decline with rapid
growth, which enabled it to make the tran-
sition to the category of a middle-income
country. There have been improvements in
poverty levels and also in social indicators
like health. Maldives has been struggling
with reforms in public governance and pub-
lic financial management for better policy-
making. In particular, budget planning has
been somewhat unstructured and reforms are
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now high on the government’s agenda.* The
economy continues to face unsustainable
fiscal and external positions, limiting its fis-
cal space.*® The IMF has recommended that
Maldives continue to make urgent adjust-
ment efforts, including through a “combi-
nation of additional revenue-enhancing,
expenditure-reducing, and expenditure-
targeting measures.”*” Some of the recom-
mendations for increased revenue include
introduction of excises on alcohol, tobacco,
jet fuel, gasoline, and vehicles.®

Maldives has made considerable pro-
gress on the MDGs. The major challenge
remains provision of services on an equi-
table basis to populations scattered over
many islands. The reorganization of the
health system with the introduction of
atoll hospitals and placement of doctors at
health centers has increased access to cura-
tive services for the island communities.*
However, Maldives continues to face large
uncertainties due to climate change issues,
and would always need to be prepared for
large expenditures due to such calamities.
Thus, while fiscal space for health does
not seem to be a major immediate concern,
given it already spends more than 5 percent
of GDP on health, additional resources are
always welcome. Currently, its challenge is
better health planning and prioritization in
its health spending.

The new government of Myanmar faces
significant challenges for sustainable and
inclusive improvement in living standards
of its population. One important part of this
process is fiscal and monetary reforms to
ensure macroeconomic stability. Currently,
the country owes $11 billion in foreign debt,
which clearly is impossible for it to repay
and the government is negotiating with the
international community about its options

and their assistance in this regard.** The
country still is coping with many years of
political and economic turmoil and its after-
math, so it is too soon to comment on issues
like fiscal space. Nevertheless, clearly
Myanmar needs to increase its depend-
ence on internal sources for its social sector
investment, and it has been recommended
that additional fiscal revenue be mobilized
from non-resource-based sources. IMF
recommends that increase in revenues be
brought in through improved tax policies
with an emphasis on direct taxation over
indirect taxes to protect the poor.*' In this
regard, recent efforts to simplify the struc-
ture of several taxes are welcome and should
go further, while reforms to tax administra-
tion remain essential to broaden tax bases
and reduce tax avoidance. Very recently,
the government, especially the Ministry of
Health, has began addressing the huge out-
of-pocket expenditure on health and the
need for universal health coverage.

The global crisis has had a delayed
impact on Nepal’s economy, and real GDP
growth rate has slowed down somewhat,
with decline in exports, a sharp slowdown
in remittances, and a worsening of economic
confidence. This has contributed to a large
deterioration in the current account balance
and a decline in international reserves.*

There are structural weaknesses in
Nepal’s economy that are compounded
by political instability that prevent it from
moving along a faster growth path. Nepal
remains dependent on foreign aid (7.1 per-
cent of GDP), agriculture, and trade with
neighboring countries.” Additional chal-
lenges to Nepal’s growth include its land-
locked geographic location, civil strife and
labor unrest, and its susceptibility to natural
disaster. The economic situation remains
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volatile, with uncertain government revenue
impeding sustainable and secure allocations
across different sectors.** The country has
also been facing high inflationary pressure
(around 12 percent). Low productivity,
poor infrastructure, weak governance, and
an underdeveloped financial sector remain
impediments to growth.*

Despite all these, its progress towards the
overall MDGs has been moderate on other
fronts and it is close to achieving several of
the MDGs by 2015.4 Specifically, in terms
of health outcomes, the record is not very
impressive, and mortality rates remain too
high. Public spending in health is low at
2.2 percent of GDP, and it remains a chal-
lenge to increase the level of investment in
health. Its recent fiscal policy has been pru-
dent, resulting in decline of public debt as a
percentage of GDP. This has created fiscal
space that can be used for social sector and
other essential spending.*” There can also be
some fiscal space that can be obtained by
broadening its tax base. Finally, like many
other South Asian countries, there can be
space freed up by more effective spending
at the current levels in the health sector.
However, currently, the IMF predicts ris-
ing external and financial sector risks, with
stabilization as a key priority.

Despite continued civil conflict, Sri Lanka
has been able to maintain an adequate rate
of growth. Currently the growth has been
strong at about 7.5 percent.*® However, its
fiscal situation is still weak and Sri Lanka
has one of the highest public debt-to-GDP
ratios among emerging market countries.*
The IMF predicts that this will change when
inflation and monetary conditions have
eased in the coming months.

Apart from the improvement of economic
indicators the country has considerably

improved its health indicators, and is one of
the success stories in the SEAR. While its
ambitious health MDG targets may not be
possible to meet, it still is in a far superior
position compared to its immediate neigh-
bors. This has happened despite very low
level of public spending on health. Sri Lanka
is often cited as an example of a country
that has been able to attain its impressive
health outcomes with relatively low levels
of resources, which is attributed to the effi-
ciency of its health system.”® Nevertheless, a
higher level of spending can certainly enable
the country to do even better in the health
sector.

With high fiscal deficit and public debt,
additional revenues seem safer to obtain
from taxes. Tax revenue in Sri Lanka is
about 13 percent of GDP, which leaves
some room for using this source further. In
the 2011 budget, the Sri Lankan authori-
ties proposed measures to simplify the tax
system, broaden the tax base, reduce rates,
and spread the tax burden more equitably.>!
These steps would help increase the amount
of tax collected, which are much needed for
investment in infrastructure, construction,
and social sector spending. There is also
some scope for additional external funding
since its Overseas Development Assistance
(ODA) has been quite low, though only after
it has fully ensured that all domestic sources
have been explored and used.

Thailand’s income categorization was
upgraded by the World Bank from a lower-
middle income economy to an upper-middle
income economy in July 2011. It has made
impressive progress in social and economic
development, despite facing a number
of financial/economic and political chal-
lenges.** Its strong growth over a long period
has made a significant dent in poverty as
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well. Its major challenge remains unequal
distribution of the benefits of growth, par-
ticularly in the North and Northeast.

In 2010, Thailand saw a set back to its eco-
nomic growth due to global economic con-
ditions and political uncertainty, but it has
slowly recovered, with a return to its usual
level of economic activity. More recently, the
devastating floods took a severe toll of the
economy, but thanks to a low public-debt level
(around 40 percent), Thailand had fiscal space
for investment to restore infrastructure.™

In terms of health indicators Thailand
is ahead of its South and South-Eastern
neighbors. Its progress towards the MDGs
has been impressive, though regional tar-
gets remain to be met. Fiscal space does not
seem to be the main concern in the coun-
try as far as health spending is concerned.
Current public health spending to GDP is
a modest 3.3 percent, and Thailand has one
of the most satisfying social health protec-
tion system in the region, even with this
level of health spending. While growth may
not be very high, the fundamentals in the
Thai economy are sound enough for it to
be able to generate additional resources, if
required. ODA also remains a source for
it to use, since it has not depended on this
source to any great extent in the past.

Timor-Leste is one of poorest countries
in Asia. The country’s economy is heavily
dependent on oil and natural gas exports. It
is also one of the most oil dependent coun-
tries. In 2009, petroleum income accounted
for about 95 percent of total government
revenue and almost 80 percent of GNI.>*
The country has managed to grow well in
the past few years and tackle poverty to a
significant extent. However, the domestic
infrastructure is very poor and the invest-
ment environment is significantly limited by

inadequate institutional capacity and a very
small private sector. The financial sector is
very small and underdeveloped. Inflation is
currently running into double digits.>

Reflecting increased transfer payments
and other subsidies, government spending
has increased to a level equivalent to 108.7
percent of total domestic output, which is
not strictly comparable with other countries
because the government deposits all its oil rev-
enues in a Petroleum Fund that gets counted
in the revenue but does not get reflected in the
GDP reported by the government.*® The non-
oil fiscal deficit has gone down, financed by
revenues from the Petroleum Fund. In fact,
the country has huge budget surplus and the
actual fiscal deficit to GDP is only 0.9 per-
cent.’” However, recent IMF reports indicate
that there may be a huge increase in the non-
oil fiscal deficit due to significant planned
increase in expenditure by the government,
especially capital expenditure.

The challenge in Timor-Leste is to be
able to use the surplus from oil revenues to
its advantage and manage wise and effective
spending, without jeopardizing stability. It is
also recommended that non-oil economy be
boosted, tax rates rationalized and revised,
and social sector spending be increased. In
2009 the domestic tax to non-oil GDP ratio
was only 8 percent, whereas the overall tax
revenue as a percentage of non-oil GDP was
133.9 percent,’® reflecting large tax revenues
from the petroleum sector. Tax collection in
the non-oil sector is ineffective and reforms
have been initiated to improve the tax sys-
tem. There is considerable scope to mobi-
lize additional domestic revenues by raising
tax other than petroleum product. IMF also
recommends that higher tax rates and new
taxes, including tax on land, should be con-
sidered.” Such reforms and a well-planned
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out spending using all resources, oil and
non-oil, should be sufficient to ensure that
health spending is not constrained by lack
of fiscal space in Timor-Leste.

Discussion and Conclusion

Low health spending is common in
Bangladesh, India, Indonesia, Myanmar,
Nepal, and Sri Lanka, but only India,
Myanmar, and Nepal are lagging behind in
their MDG targets, and not performing well
on other indicators like poverty.®” Thailand
and Sri Lanka have already met the MDGs
and have been able to extend health coverage
to a majority of their populations. The other
countries are only now starting to think of
universal health coverage (UHC). While the
right model for such coverage is still not a
foregone conclusion, it is clear that there is a
need for a much higher level of health spend-
ing, irrespective of the model adopted.

There seems considerable scope for bet-
ter tax administration and management on
the one hand, and increase revenues from
additional taxes on the other. Other instru-
ments of raising resources like borrowing
or external funding do not seem suitable
given the current global as well as domes-
tic macroeconomic environments. While
earmarked taxes for health funds might be
a good idea, caution must be exercised to
implement such ideas in environments of
low efficiency of spending. There may also
be a perverse incentive problem in sin taxes
with the revenue objective overriding the
aim to reduce the particular activity. It is
also not a sustainable source of revenue in
the long run if the particular activity has to
be curtailed.

Sri Lanka covers its entire population
through general revenues with low reliance

on private spending, especially for the poor,
precisely because the efficiency of spending
is fairly high. Thailand, as well as Bhutan and
Maldives, have very high government com-
mitments and strong primary health care.
Countries that need to see rapid expan-
sion in health coverage are India, Nepal, and
Myanmar. It is not clear that adding an ear-
marked tax is going to do be sufficient; UHC
is a legal and political, rather than technical,
issue. Empirical evidence shows that politi-
cal commitment, higher tax revenues, and
greater democracy are associated with a
higher share of GDP going to public health
spending.®! Other analysis stress on condi-
tions that are common among countries that
have good practices in health financing.® Tt
is argued that many countries have poorly
developed social protection infrastructure
that cannot be solved by mere increase of
spending, but calls for fundamental reform to
the institutions of social protection, includ-
ing pension systems, health care financing
and delivery, transfer programs, and unem-
ployment benefits.®* Unfortunately, this
recognition seems to be missing from dis-
cussions on UHC in countries such as India
that are planning health coverage expansion.
Additional revenue is only one among many
other preconditions that would be required
to achieve good practices in health financing.
Nevertheless, while not sufficient, addi-
tional resources would still be a necessary
ingredient of any health reform that would
move countries towards UHC. There is con-
siderable scope to garner such resources
domestically in SEAR, either through strong
tax reforms at the current levels of taxation
or introducing additional levies in a progres-
sive and innovative manner. However, cau-
tion must be exercised to ensure that such
additional resources are spent effectively.
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