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Alternative Approaches to
Changing Incentives for Medical
Technology Adoption and Use

When society requires to be rebuilt, there is no use in attempting to rebuild
it on the old plan.
—John Stuart Mill
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8.

Alternative Approaches to
Changing Incentives for Medical
Technology Adoption and Use

INTRODUCTION

The strategies in previous chapters have focused
on changes in Medicare payment methods—
changes in coverage policy for individual technol-
ogies and changes in hospital and physician pay-
ment. This chapter explores policy mechanisms
other than payment that could be instituted by
Medicare in order to foster the appropriate adop-
tion and use of medical technologies and ultimate-
ly save costs. Such mechanisms include changes
that must involve the general health care system
but that Medicare could encourage or embrace
and changes in the structure of the Medicare pro-
gram itself. For discussion in this chapter, the
mechanisms are divided into two broad catego-
ries: 1 ) methods to foster competitive behavior
by providers, and 2) administrative changes in
Medicare.

It is generally believed that costs to the Medi-
care program and to the health care system in gen-
eral can be contained by the rational adoption and
use of medical technologies, which includes using
them in appropriate settings. An important meth-
od of stimulating the rational adoption and use
of technology is to foster competitive behavior
by health care providers. In most cases, it is
through policies encouraging the use of the alter-
native sites and organizations for health care de-
livery that competitive behavior is expected to
occur.

This chapter presents an overview of some of
the most prominent mechanisms to increase com-
petitive behavior by providers. Alternatives to
traditional fee-for-service, solo physician office
practices and traditional inpatient hospital care
include site alternatives such as freestanding am-
bulatory surgery centers, emergency care centers,
hospices, hospital outpatient departments, home

health care, and nursing homes. They also include
organizational alternatives such as health main-
tenance organizations (HMOs), the use of primary
care gatekeepers, and preferred provider organiza-
tions (PPOs). Organizational and site alternatives
are not precisely distinct entities, but they are
separated here for the purpose of discussion. This
chapter defines several alternatives, discusses
available evidence on their cost and quality of
care, and discusses Medicare’s past experience or
possible future involvement with them. The chap-
ter does not provide an exhaustive list of alter-
natives. More descriptive information on the
selected alternatives is presented in appendix D.

Alternatives to traditional modes and sites of
care have been initiated and developed in response
to a variety of factors. In many instances, such
as the development of freestanding ambulatory
surgery centers and HMOs, factors for change
have included technological advances, perceived
patient need, and potential financial reward for
the entrepreneurs, Changes in the health care de-
livery system have been influenced by, and had
an effect on, the development and use of technol-
ogies. As noted in chapter 2, some changes in tech-
nology and in the health care delivery system have
also been influenced by Medicare. It is the optimal
blend of Medicare’s adoption of pre-established
health care system innovations and of Medicare’s
fostering innovations with which much of the dis-
cussion in this chapter is concerned.

Changes in the structure of the Medicare pro-
gram itself are also examined in this chapter.
These changes (vouchers, in particular) overlap
with mechanisms to increase competition among
providers but are presented separately for ease of
discussion.
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MECHANISMS TO FOSTER COMPETITIVE BEHAVIOR BY PROVIDERS

In an October 1982 report (355), OTA noted
that strategies to increase competition in health
care generally fall into three major categories:
1) increased cost-sharing by patients when they
use medical care; 2) greater competition among
comprehensive care organizations (i. e., organiza-
tions that provide health insurance and deliver
medical care); and 3) increased antitrust activi-
ties by the Federal Government, The first strategy,
increasing cost-sharing when patients use medi-
cal care, relies on the cost consciousness of pa-
tients to deter their initiation of care and to temper
their own use of technologies as well as use gen-
erated by providers (355). Beneficiary cost-sharing
proposals were discussed in chapters 6 and 7. The
focus here is on the development of alternatives
to traditional organizations and sites of health care
delivery. Antitrust activities are excluded, because
they are beyond the scope of this report.

Proponents of greater competition in health
care believe that the changes they propose have
the best chance of moderating medical care use
and costs in the near future. Proponents of com-
petition among health care plans emphasize the
importance of creating incentives for providers
to perform efficiently. They point to the largely
untapped potential to use medical technologies
more judiciously and to hospitalize less fre-
guently, and would rely on alternative delivery
systems to rationalize technology use and to
achieve lower medical expenditures (355).

Under competition thec}ry, providers’ behavior
is expected to change as patients become more
conscious of cost in deciding whether or not to
use services and shop for services on the basis of
cost and quality. Physicians are expected to con-
tinue to guide patients as they do under traditional
fee-for-service payment incentives, but their ad-
vice is expected to reflect to a greater extent con-
cerns about the effect on their patients’ finances.
And hospital administrators are expected to be-
come more conscious of costs in the management
of their institutions (116).

Because “the sick or worried patient is in a poor
position to make an economic analysis of treat-
ment alternatives” (102), some proponents of

competition conclude that the appropriate point
for a rational economic choice is the annual selec-
tion of a health insurance plan, Attempts to in-
crease competition among comprehensive care
organizations, therefore, would place the critical
choices by consumers at the point of insurance
coverage rather than at the point of use of
services.

Physicians strongly influence the adoption and
use of medical technologies. For example, they
may purchase sophisticated diagnostic equipment
for their office use, or they may persuade hospi-
tal administrators and boards of trustees to pur-
chase it. In their decisions, hospital administrators
or boards may consider the importance of indi-
vidual physicians in admitting patients and the
various specialties competing for the technologies,
as well as the cost of the new equipment and its
benefits to patients. They may also consider the
extent to which the physicians use the technol-
ogies already available.

To increase competitive behavior by providers,
Medicare could be used to encourage further de-
velopment of alternative delivery methods. Alter-
natively, Medicare could be restructured to em-
brace alternative methods of delivery (instead of
providing exceptions for demonstration and eval-
uation of alternative methods), with the expec-
tation that the health system already has the
capacity to provide the preferred modes of deliv-
ery. Conclusions as to which is the preferred ap-
proach will depend on the answers to two closely
related questions: 1) what is Medicare’s leverage
in promoting or requiring that alternative deliv-
ery methods be substantially available? and 2)
what is the capacity of the health care system to
provide these alternatives? Their answers will af-
fect both the substance and pace of change in
moving Medicare to a competitive system of in-
surance.

Alternative Sites of Health Care Delivery

Patients can obtain different types of medical
care in a variety of locations. Examples of alter-
natives to inpatient hospital settings are ambula-
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tory surgery centers, home health care, nursing
homes, and hospices. Examples of alternatives to
physicians’ offices for the delivery of primary care
are hospital outpatient centers and emergency care
centers. Each of these alternative sites is discussed
further below.

Ambulatory Surgery Centers

Units to accommodate ambulatory surgery
were developed in the early 1970’s in response to
overcrowded operating room schedules and in-
convenience to patients and physicians (125).
These units could not have been established with-
out the technological improvement of fast-acting
anesthesia and the development of the practice of
encouraging patients to walk soon after surgery
(125). Some of the units are affiliated with hos-
pitals and are located either in the hospitals or
at other sites. Others are not associated with hos-
pitals and are known as freestanding ambulatory
surgery centers. The latter are often physician-
owned. Surgical procedures that are appropriate
to these centers are procedures using general anes-
thesia but requiring only a few hours of post-
operative monitoring of the patient. Patients are
carefully screened. In recent years, third-party
payers have accepted claims for surgery per-
formed in these centers, and some now require
that certain procedures be done on an ambulatory
basis for coverage.

In 1982, Medicare began to pay 100 percent of
a fixed fee for the facility and a surgeon’s fee (if
the physician accepts assignment ) for 100 specific
surgical procedures if they were performed in free-
standing ambulatory surgery centers (108). His-
torically, Medicare had paid 100 percent of costs
(after the deductible and copayments) for in-
patient, hospital-based tests and procedures
including surgery through Part A but only 80 per-
cent of an allowable charge for outpatient tech-
nologies through Part B. The 1982 change
represented an overt attempt by Congress to en-
courage Medicare patients and their physicians
to use the less costly ambulatory surgery centers
when the quality of care they provided was at
least as good as, if not better than, that provided
in a hospital inpatient setting, The effect the Medi-
care coverage change has had on the use of in-

patient or ambulatory surgery in the first year is
thought to be minimal (177).

Medicare’s prospective hospital payment sys-
tem based on Diagnosis Related Groups (DRGS)
provides conflicting incentives for the use of
ambulatory surgery. On the one hand, the first
criterion for categorizing patients into DRGs is
the presence or absence of a surgical procedure,
and the strongest financial incentive of DRG pay-
ment is to increase hospital admissions. On the
other hand, hospitals may try to shift some of
their patient care to their own outpatient depart-
ments, including ambulatory surgery depart-
ments, where the DRG system is not in effect.

Home Health Care

Another care setting to which Medicare patients
may be discharged from hospitals is their homes,
where home health agencies can provide care. The
specific aspects of home health care have changed
over time. Currently, the basic services include
part-time or intermittent nursing care by or under
the supervision of a registered nurse; physical, oc-
cupational, or speech therapy; medical social serv-
ices; and part-time or intermittent services from
a home health aide. Certain medical technologies
(e.g., intravenous antibiotic therapy) that used to
be administered only on an inpatient basis are
now part of home health care (248). Home health
services are usually provided by independent pub-
lic or private home health agencies but can also
be provided as an outreach service by hospitals.

Continued growth in the home health indus-
try is expected in response to the financial incen-
tives for shorter hospital stays provided by the
DRG payment system. The number of agencies
providing home health care services has greatly
increased since 1966 when Medicare began cover-
ing skilled nursing care and physical and speech
therapy to homebound elderly people (207). The
purposes of providing those services was to lower
the hospital length of stay for acutely ill patients,
thus cutting costs to the program.

Studies of home health care in the 1970’s seemed
to indicate that home care made early discharges
from hospitals possible. Recent studies have ex-
amined overall nursing home and hospital use and
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found no reductions in length of hospital stay,
although patient satisfaction and life expectancy
were improved. These studies did not address re-
admission rates or length of stay (333). Thus, the
long-term effect of the early discharges on the sub-
stitution of home care for hospital care is not
evident.

Nursing Homes

The Health Care Financing Administration
(HCFA) has categorized nursing homes as either
skilled nursing facilities (SNFs) or intermediate
care facilities (ICFs). More types of medical tech-
nologies for treating inpatients and more inten-
sive levels of care are available in an SNF than
in ICFs. Medicare covers 100 days of care in an
SNF following an acute episode of illness, but it
does not cover care in ICFS.

Not all SNFs accept Medicare patients and pay-
ment. This is partly because of some financial risk
posed by the possibility that Medicare intermedi-
aries (contractors who administer Part A) may
deny payment and partly because Medicare pa-
tients may require more intensive nursing care and
more use of medical technologies than other SNF
patients (106). There are shortages of SNF beds
for Medicare patients in parts of the country (106).

As an alternative to inpatient hospital care, care
in SNFs is less costly. The intensity of care dif-
fers between hospitals and SNFs, so their patient
populations also differ. SNF patients have usu-
ally spent time in a hospital before being admit-
ted to a nursing home. Under the old cost-based
hospital reimbursement system, Medicare paid as
much as four times the necessary cost of care for
patients waiting in hospitals for SNF beds (106).
Under the DRG payment system, if a patient re-
mains in the hospital because SNF-level care is
unavailable, the days are counted just like other
inpatient days, If the length of stay exceeds the
DRG average by a specified amount, Medicare
will pay the hospitals a per diem outlier rate. In
part because DRG payment provides incentives
for hospitals to discharge patients to SNFs, Medi-
care costs for SNF-level patients in hospitals may
decrease. Discharges of sicker patients to SNFS
could affect the need for more technologies in the
SNFS, It could also increase Medicare’s costs for

SNFS, which may offset the Medicare hospital
savings.

Hospices

Hospice care has been available to terminally
ill patients in this country since 1971. Treatment
consists of palliation of the patient’s symptoms
and psychosocial care from a multidisciplinary
team of physicians, nurses, social workers, clergy,
psychiatrists and psychologists, dietitians, law-
yers, and specially trained volunteers. By allow-
ing most patients to remain in their homes rather
than the hospital, hospice care saves costs. It also
is more pleasant for the patients.

Hospice care is a recently enacted Medicare
benefit. Legislation to cover hospice care was
passed in 1982, while the National Hospice Study,
which was to assess the costs and quality of care
in a national sample of existing hospices, was still
in process. At the time of the benefit addition,
preliminary results seemed to show that hospice
care would be cost effective for Medicare. The in-
centives for hospitals to encourage their patients
to use their hospice benefits depend on whether
the hospital runs its own hospice and on whether
the patient might be an outlier case for whom the
hospital might be paid some additional, marginal
costs. The effects of the new benefit for hospice
care on the quality of life for terminally ill pa-
tients are unknown. Also unknown are the costs
of the benefit to Medicare and to the beneficiaries.
Technology use in hospice care, whether home
or hospital based, was significantly lower than use
in conventional treatment of terminal cancer pa-
tients in the National Hospice Study, while quality
of life seemed to be about the same in the different
sites (146).

Hospital Outpatient Departments

Outpatient departments of hospitals maybe an
alternative site to both inpatient hospital care and
private physician office-based care. Many hos-
pitals, particularly teaching hospitals, have long
had outpatient services, including primary care.
Furthermore, in recent years, one of the ways hos-
pitals have responded to financial pressures has
been to expand hospital services, including pri-
mary care in outpatient departments (136). Other
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reasons for the increased use of hospital ambula-
tory care are low access to private physicians,
particularly for some inner-city residents (2), in-
creasing prevalence of chronic diseases (2), greater
patient expectations regarding hospitals (2), and
advances in medical technology that have allowed
movement from inpatient to outpatient settings
(136, 157,248).

Under Medicare’s current payment system, hos-
pital outpatient departments receive payments
through Part B, based on the hospital’s costs. Be-
cause hospital overhead costs are high, Medicare
payments for outpatient department visits are usu-
ally higher than physician office charges. How-
ever, unlike physicians, hospitals must accept
assignment to participate in Medicare, so Medi-
care beneficiaries’ costs for outpatient visits may
be lower than those for physician office visits.
Costs to Medicare are generally higher for out-
patient department care than for office care. There
is evidence that increasing numbers of patients 65
and older are using outpatient visits for primary
care (210).

Emergency Care Centers

Emergency care centers are alternatives to hos-
pital outpatient departments, to some emergency
room care, and to primary care in physician of-
fices. Such centers are generally equipped with
some emergency technologies but do not treat life-
or limb-threatening situations, so the name “emer-
gency” may be misleading (325), They usually
have more diagnostic technologies on location
than a physician’s office. Emergency care special-
ists and some family practitioners have opened
emergency care centers to make medical care more
accessible to patients who have no primary care
physician or who cannot find a physician after
hours. The centers have extended hours during
evenings and weekends when physicians’ offices
are closed, and some are open 24 hours a day,
7 days a week. No appointments are necessary,
so care is more convenient for some patients, al-
though patients may not experience desired con-
tinuity of care.

Emergency care centers usually compare their
charges with those of hospital emergency rooms
rather than with fees for physician office visits.

This comparison is not necessarily a good one,
because the care provided is often more like of-
fice than hospital care. Nonetheless, the National
Association of Freestanding Emergency Centers
estimates that center charges are 30 to 50 percent
lower than hospital emergency rooms for compar-
able services (238).

If an emergency care center is hospital-
affiliated, Medicare will reimburse for visits as
though the center were a hospital department. If
the center is totally independent, Medicare will
pay as though the visit were a physician office
visit (55). As noted earlier, hospitals must accept
assignment to participate in Medicare, but phy-
sicians need not. Thus, if elderly patients were in-
formed about which centers were hospital-affili-
ated (and thus accepted assignment), they would
be more likely to choose them over the independ-
ent ones if total prices were comparable. A 1979
study showed that most of the emergency care
centers’ revenues came from private insurers or
patients who paid directly, with only a small frac-
tion coming from Medicaid and even less from
Medicare beneficiaries (55). The 1983 followup,
although limited in sample size, showed more
centers accepting Medicare funds but some centers
specifically excluding Medicare cases (248).

Alternative Organizations for
Health Care Delivery

Organizational differences among providers
allow patients choices and increase competition
in the health care market. Two examples of alter-
natives are described below, HMOs and PPOs.
Also, primary care gatekeepers are discussed.

Health Maintenance Organizations

An HMO is a defined set of physicians and
other health care providers who provide services
for a voluntarily enrolled population that pays
a prospective per capita amount. HMOs provide
both insurance benefits and comprehensive but
specified medical care, and are often cited as the
cost-effective mode on which competitive care
could be built.

In a series of laws, the Federal Government has
encouraged the development of HMOs in the be-
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lief that health care costs will be contained by this
organizational type. Even with the special gov-
ernmental treatment, however, HMOs cover only
about 5 percent of the U.S. population (392).
HMOs cover an even smaller proportion of Medi-
care beneficiaries: approximately 2 percent of the
Medicare population is enrolled in an HMO-like
organization (392). The evidence on why so few
Medicare beneficiaries are HMO members is in-
conclusive, but some possible reasons include a
lack of interest in or knowledge about HMOs on
the part of the Medicare population and a lack
of interest in enrolling an older, sicker group of
people on the part of HMOs. Another reason may
be that beneficiaries need incentives to join
HMOs, because they would probably have to
change physicians and hospitals. Finally, another
consideration is that HNfOs operate on a per
capita payment basis, and as long as Medicare re-
quired cost-based data, the HMOs incurred sig-
nificant administrative costs.

The cost effectiveness of HMOs has been
thoroughly studied. The empirical evidence on
costs and quality of care for HMOs verifies the
predicted behavior: patients are not constrained
from seeking necessary care, and, at the same
time, physicians are constrained from using un-
necessary medical technologies, including tests,
procedures, and hospitalizations (206). HM O
physicians are usually salaried, and because they
often share in the HMO’s surplus revenues, they
have financial reasons to keep general costs and,
specifically, the number of office visits low.
HMOs provide incentives to providers to use
fewer laboratory and radiological tests on an am-
bulatory basis. HMO physicians hospitalize pa-
tients less frequently than non-HMO physicians
(204). Office visits that have doubtful cost effec-
tiveness, such as annual physical examinations for
healthy individuals, might be discouraged by
HMO physicians, but in many cases, patients ini-
tiate such visits themselves. Studies have shown
that although HMOs use fewer medical technol-
ogies, they do provide care that is at least as good
guality as fee-for-service care, and their costs are
lower (204,206,429).

Primary Care Gatekeepers

One of the methods HMOs use to save costs
is to have each patient choose a primary care pro-
vider who acts as a gatekeeper to specialists and
other types of care (316). These primary care gate-
keepers not only have the responsibility for re-
ferring patients to others, but they also coordi-
nate all facets of a patient’s medical care. The
gatekeeper’s coordinator role is especially impor-
tant for elderly patients, who often have multi-
ple diseases and must take a variety of drugs that
may interact dangerously.

The gatekeeper is neither a new concept nor
confined to a particular payment method (316).
The “traditional” family physician who took care
of most medical problems and referred patients
to specialists when necessary was an informal
gatekeeper. Several years ago, the SAFECO In-
surance Co. experimented with a primary care
network in Seattle that used physicians as gate-
keepers. The experiment showed that the gate-
keepers must have financial risks for referring too
many patients to specialists, or there are no cost
savings to the insurers (277). Great Britain’s Na-
tional Health Service uses general practitioners as
gatekeepers. Their effectiveness is questionable,
however, because there is a growing private med-
ical care sector for people who do not want to
wait for specialists’ care and can afford to pay for
it privately.

The evidence on technology use by physicians
as gatekeepers comes from the literature on HMOs
and Great Britain’s National Health Service.
Physicians in HMOs hospitalize patients less often
and use fewer medical technologies in their roles
as gatekeepers (204). Evidence of constraints on
technology use in Great Britain include long wait-
ing periods for elective surgery and an age cutoff
for new hemodialysis patients (316). The evidence
from Great Britain must be viewed with caution,
because there are substantial differences between
the health system of Great Britain and that of the
United States.

Clearly, the gatekeeper performs a rationing
function. How this rationing of health care serv-
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ices would be interpreted in light of the freedom
of choice enjoyed by Americans in the health care
system is unknown. Could the concept be intro-
duced in the Medicare program, thereby limiting
choice for elderly and disabled patients only? A
demonstration project of case management (i.e.,
gatekeeper) for Medicaid patients in Massa-
chusetts was ready for implementation but was
canceled by the new governor for political rea-
sons. Patient groups could be appropriate targets
for experiments with gatekeeper approaches, but
such special treatment might result in two-class
medicine.

Preferred Provider Organizations

PPOs are new entities that are designated to
combine some of the features of HMOs with those
of fee-for-service medicine. A PPO is an agree-
ment among providers (usually hospitals and phy -

sicians), patients, and insurers that medical care
will be delivered at a discounted price as long as
the patients use the “preferred providers” (i. e.,
providers who are among the contractors). Dis-
counted prices and utilization review agreements
should result in the use of fewer medical technol-
ogies by PPOs. Since payment is on a fee-for-
service basis in PPOs, however, providers’ finan-
cial incentives to use more ancillary services may
be as great as in the traditional mode of care. The
effect of PPOs on the use of medical technology
will depend in part on the effectiveness of the
organizations’ utilization review programs. The
PPO concept is relatively new, and there are no
reliable data on which to base predictions about
how PPOs will interact with Medicare or the over-
all health care delivery system. Currently, Blue
Cross and Blue Shield of Michigan is developing
a PPO for Medicare recipients in Detroit under
a grant from HCFA (59).

ADMINISTRATIVE CHANGES IN MEDICARE

The alternatives addressed in this section focus
on Medicare’s structure. There are definite over-
laps between the administrative changes discussed
here and the competitive mechanisms presented
above. Vouchers, for example, would encourage
competition among providers and change Medi-
care’s makeup. The separation is to facilitate dis-
cussion.

Merging Parts A and B

I't iswell known that separate income and pay-
ment mechanisms for Parts A and B of Medicare
have led to inefficiencies. Some medical technol-
ogies have been covered under both Parts A and
B, but because of differences in which part paid
for their use at which time, there has been unnec-
essary duplication of equipment in adjacent fa-
cilities. This effect could be avoided if there were
one type of coverage and one payment source.
Thus, merging Part A and Part B would thwart
efforts to shift costs from one part to the other
and should decrease the supply of some of the ex-
cess technologies. The incentives to open a new
freestanding facility for diagnostic tests across the

street from a hospital equipped to do those tests
would be reduced by the elimination of the cost-
shifting possibility.

There is no sound fiscal reason for separating
Part A—the Hospital Insurance (HI) program—
from Part B—the Supplementary Medical Insur-
ance (SMI) program—which covers physician
services. There is also no sound health reason for
the separation. Merging the two parts could allevi-
ate the financial problems of the Medicare pro-
gram and improve quality of care for patients.

Davis and Rowland (84) have proposed that a
comprehensive, integrated set of benefits be sub-
stituted for those under Parts A and B and be paid
from a single trust fund formed from the HI and
SMI funds. Everyone eligible for Part A would
be covered; no benefits would be optional.
According to Davis and Rowland, their sugges-
tions for Medicare revenues would guarantee the
future solvency of the Medicare program and the
availability of medical care for its beneficiaries.
Revenues would come from: 1) the current payroll
tax contributions to the HI trust fund; 2) general
revenues currently projected for SMI expendi-
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tures; and 3) new beneficiary premiums that
would be related to income and administered
through the personal income tax system. The pro-
posal assumes that cost-containment efforts and
incentives for providers to improve efficiency
would continue.

The merger proposed by Davis and Rowland
focuses on financial solvency through revenue
reforms for Medicare, but such a merger would
also provide incentives for new organizational in-
novations fostering competitive behavior among
providers. Medical technology adoption and use
would be more directly affected by the efforts fol-
lowing the merger to increase provider efficiency
than by the actual merger described. It might be
possible, for example, to initiate a gatekeeper ap-
proach that would penalize the primary physician
for inappropriate hospital admissions, thus put-
ting the onus on the decisionmaker. The merged
Medicare program would be better able to admin-
ister such a system than the current separate data
systems.

Vouchers

Vouchers are seen by some policymakers and
analysts as an important alternative to change
Medicare and contain costs. A voucher system
would allow each eligible person a set amount of
money with which to purchase medical care and/
or health insurance. In some voucher systems,
people who did not spend their entire amount
would be able to keep the remainder, Under most
systems, though, more benefits would be added
to basic coverage to spend up to or over the
voucher amount. Any costs of insurance benefits
over the voucher amount would be paid by the
patient.

Medicare vouchers have been proposed in Con-
gress several times as a cavitation payment meth-
od. A Medicare voucher system is attractive for
a number of reasons. First, a fixed-dollar subsidy
is a cavitation method of payment, which would
make it easier for HCFA to predetermine and con-
trol the program’s expenditures. Second, a vouch-
er system could substitute for or complement the
service-by-service (e. g., ambulatory surgical
centers, hospices) and provider-by-provider (e.g.,
HMOs, PPOs) revisions in current Medicare pol-

icy that attempt to fine tune the program in its
search for cost-effective alternatives to traditional
methods of delivering medical services. Third,
such a system would provide Medicare enrollees
with a greater choice of insurance plans, in con-
trast to the present single Medicare program with
its increasing amount of cost-sharing and perhaps
decreasing access to physicians of the enrollee’s
choice. And fourth, Medicare’s enrollees’ ability
to enter the general marketplace for medical serv-
ices could lead to significant competition for their
care and accelerate the development of cost-effec-
tive methods of providing medical care.

The entry of Medicare enrollees into the medi-
cal marketplace through a voucher system raises
three questions. First, will a voucher system gen-
erate cost savings to Medicare? Second, at what
pace and to what extent should the Medicare pro-
gram be integrated into general health insurance

plans? And third, to what extent could Medicare
patients adapt to such a new system?

The answers to the latter two questions are pri-
marily philosophical. Cost savings to Medicare
will depend on the voucher’s initial value and
future increases in value. Currently, Medicare
pays for hospital and physician services at lower
rates than the private sector does. If the value of
the voucher is set at average per capita expendi-
tures per Medicare enrollee, insurers that enroll
Medicare beneficiaries may have to reduce bene-
fits or raise premiums to cover their actual costs.
Insurers also incur costs that Medicare does not,
such as advertising, reserve requirements, pre-
mium taxes, as well as profits, all of which would
have to be built into the premiums.

Voucher proposals link future increases in the
voucher’s value to indexes that have increased at
lesser rates than medical costs, such as the Con-
sumer Price Index, If medical costs continue to
increase at a faster rate, premiums would have
to be raised above the voucher’s value or benefits
would have to be curtailed (336). Thus, in order
for Medicare enrollees to have the same level of
benefits as under the current Medicare insurance
program, initial expenditures would have to in-
crease, and if medical costs continue to outpace
general inflation, future costs would be compar-
able to increases in costs under the present pro-
gram. If the initial value of vouchers is kept at
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the level of current expenditures, and if future
values increase less than medical costs increase,
average benefits would be less or the voucher
would not be sufficient to cover premiums for
most beneficiaries.

Most legislative proposals to date would allow
voluntary participation in a voucher system, al-
though some of the proposals would allow bene-
ficiaries to reenroll in Medicare and others would
make the decision to participate permanent. A
voluntary system could initially increase per cap-
ita Medicare costs if low-cost users selected private
plans while high-cost users chose the traditional
Medicare option. If benefits for the low-cost users
decreased in their plans, they would choose to go
back to Medicare’s regular benefits. One of the
alternatives is a mandatory voucher system if and
when more than half of the beneficiaries choose
vouchers (336). Under a mandatory voucher sys-
tem, which would replace the present Medicare
program and in which Medicare beneficiaries
would be required to purchase insurance from the
marketplace, Medicare program expenditures
could be kept the same as current expenditures.
Beneficiaries, however, might have to pay more
premiums or have their benefits reduced. None
of the legislative proposals to date have included
mandatory vouchers, though the conditions vary.

Voucher problems for both insurance com-
panies and Medicare beneficiaries deserve consid-
eration. Individual policies would have high
administrative costs, and many insurers have in-
dicated they would not sell to the Medicare mar-
ket (156). Many of Medicare’s elderly and disabled

DISCUSSION

Medicare has fostered certain patterns of care
because of its payment policies and program struc-
ture. The program has influenced how much and
where specific medical technologies are provided.
For the most part, Medicare has fostered inpatient
hospital care and adoption and use of technol-
ogies. The End-Stage Renal Disease (ESRD) pro-
gram (see ch. 2) also illustrates the influence of
Medicare with the growth of the dialysis center

beneficiaries may not understand the differences
in insurance policies and may be excluded or dis-
advantaged by policy exclusions and preexisting
condition costs. Furthermore, beneficiaries’ mobil-
ity problems may hamper comparison shopping
for the best deal.

Technology incentives would depend on the
method of payment from the insurance companies
to the physicians. If physicians accepted capita-
tion payments for Medicare patients, they would
have financial incentives to use the fewest possi-
ble and least costly medical technologies while still
providing good quality care. If they continued to
be paid on a fee-for-service basis, their financial
incentives would remain much as they are now.
It is unlikely that insurance companies would
choose the latter path.

The choice between mandatory and voluntary
voucher systems raises several issues. A volun-
tary voucher system would present Medicare ben-
eficiaries with the choice of joining other insurance
plans on a test basis to see if there would be more
cost-effective services available to them than
under the present Medicare system. A mandatory
voucher system would take advantage of the mar-
ket power of Medicare enrollees as incentives for
providers to develop more cost-effective ap-
proaches, but would place beneficiaries at greater
risk for increased cost-sharing and reduced bene-
fits if providers failed or were slow to respond.
A voucher system might also weaken the influ-
ence of Medicare as a large payer for hospital cost
control.

industry. It is doubtful whether, without Medi-
care coverage, the market would have stimulated
the research and development for some ESRD
technologies such as continuous ambulatory peri-
toneal dialysis. Provided that the alternative sites
and modes of care are truly believed to have a
beneficial impact on costs and on technology
adoption and use, can Medicare stimulate their
development?
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The Medicare program has not been used to its
full extent to encourage or discourage alternative
sites and organizations of care, in part because
of the original political agreement that the Fed-
eral Government would not use Medicare and
Medicaid to interfere in the practice of medicine.
Despite the noninterference policy, however,
Medicare was certainly intended to influence, and
in fact has influenced, the practice of medicine
through the conditions of participation and other
qguality of care standards provided by the Profes-
sional Standards Review Organizations (see ch.
7). The key is that Medicare has influenced medi-
cine in a politically acceptable manner, because
it has traditionally included the medical profes-
sion in its decisions. The separation of Medicare
payment for inpatient hospital care (Part A) and
for physicians and other types of care (Part B) has
had an effect, though not purposeful, on the
changes in medicine.

As a large single buyer of hospital inpatient
care, Medicare has always had a significant im-
pact on the availability and use of hospital-based
technology. The DRG hospital payment system
is explicitly designed to provide incentives for
more efficient provision of care, and because of
Medicare’s size, changes in hospital behavior are
predicted to be realized, The actual effects of DRG
payment on the adoption and use of medical tech-
nologies by the hospital industry and alternative
sites and organizations of care will provide pol-
icymakers with necessary information for future
change.

Medicare’s leverage for initiating changes in
alternative sites or organizations of care is not as
great as it is for initiating changes in hospitals.
If Medicare used its purchasing power prudently,
competition and alternative delivery systems
could be either fostered or hindered. It would
probably be more appropriate for Medicare pol-
icies to be neutral for sites and organizations of
care until the evidence on cost effectiveness is
more conclusive. For example, the removal of
freedom of choice of providers from one segment
of the population by requiring case management
of Medicare patients may raise ethical questions.
Would a voucher system increase freedom of
choice of benefits, and would the insurance in-
dustry participate in such a program? Whether

it is reasonable to expect Medicare to pay for the
most expensive, optimal level of health care or
to pay less for an adequate level of care is also
at issue. If Medicare chooses the latter route, a
possible result would be a system of two-class
medicine.

More targeted Medicare program changes to
stimulate the use of alternative cost-effective
modes of care may add to Medicare’s costs in the
short run, until these alternative modes are more
firmly established in the health care system.
HCFA'’s efforts to stimulate the use of cost-effec-
tive modes of care are reflected in recent changes
in the ESRD program (see ch. 2) and in Medicare
demonstrations on risk-contracting for HMOs (see

app. D).

In the ESRD program, the imposition of com-
posite reimbursement rates to stimulate home di-
alysis care makes Medicare payment rates for
home dialysis higher than the actual costs. Home
dialysis costs may rise because of the need for
home health aides for patients with little family
support. If costs do not rise significantly and the
use of home dialysis does increase greatly, Medi-
care will be paying at a rate much above costs.
Whether there will be a savings to the ESRD pro-
gram with the redistribution of dialysis patients
between home and center dialysis is not clear.
Also not clear is whether the large difference be-
tween costs and payment levels (estimated at near-
ly 50 percent (344) will continue to be justified.

HCFA’s HMO risk-contracting demonstration
programs involve the same issue—paying more
initially to establish alternative sites or modes of
care, yet leaving unresolved for future consider-
ation how these alternative modalities can be sus-
tained at payment levels lower than originally
needed to stimulate their participation in Medi-
care. Payments in HCFA'’s risk-contract demon-
strations were set at 95 percent of average adjusted
per capita costs of providing fee-for-service care
to these enrollees in the HMO'’s service area. Thus,
payments in these demonstrations were set above
the HMO’s cost levels, with the extra payment
to be used to induce Medicare beneficiaries to
enroll through extra benefits or decreased pre-
miums (97). Again, left for future consideration
is the payment level to HMOs if and when they
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gain a significant share of the medical market for
Medicare enrollees.

If the DRG payment system continues to be the
only change in Medicare, what effects are pre-
dicted for the rest of the system? Care in SNFs,
ICFs, hospices, and in the home will probably in-
crease in response to the financial incentives to
shorten hospital lengths of stay. In some cases,
therefore, sicker patients will be treated in these
alternative sites. To the extent that the alternative
sites have the facilities and staff to give appro-
priate care, such treatment might not lower the
quality of care. If the patients are so much sicker
that their treatment in alternative sites necessitates
the hiring of new staff or the purchase and use
of new technologies, however, the cost of care in
the alternative sites will increase. In addition, the
current DRG prices reflect average lengths of stay
in hospitals. If patients move to other sites for the
final convalescent days of care and the DRG prices
do not reflect the change, Medicare would essen-
tial] y be charged twice for the convalescent care.

Policyrnakers concerned with the Medicare pro-
gram have shifted their emphasis from making
mainstream medical care available to the elderly
and disabled to a search for more cost-effective
methods of providing care. Detailed, specific
changes have been made, which still preserve the
basic framework of the Medicare insurance pro-
gram and its separate hospital and physician
reimbursement parts. The development of alter-
native modes of care, and step-by-step revisions
in the original Medicare legislation in order to
adopt and nurture these alternatives, are gradually
transforming Medicare away from a cost- and
charge-based retrospective system of payment.
The direction of these changes is clearly toward
a total, prospectively determined system of pay-
ment and toward providers with both financial
and service responsibilities.

The transition to cost-effective modes of care
raises issues that can only be resolved with ex-

perience. At least for the short run, alternative
methods of care may add to costs—as when home
health care supplements instead of replaces hos-
pital and nursing home care—or they may require
payment levels similar to the fee-for-service sys-
tem to build up their presence—as in the case of
HMOs serving the elderly. In the case of vouchers,
cost-containment objectives have to be balanced
against the use of Medicare enrollees to test eco-
nomic theory in practice and the probability that
at least some of the Medicare program’s cost sav-
ings will come at the expense of increased cost-
sharing and or reduced benefits for Medicare
enrollees.

Medicare’s leverage in the health care system
is variable and depends on which segment of the
system is examined. If the Medicare program is
to be changed, is it sufficient for Medicare to try
reforms, or must the alternatives exist in the sys-
tem so that Medicare can incorporate them? Alter-
native sites and organizations for health care de-
livery are currently available for experiments or
revisions in the Medicare program. The extent to
which these alternatives could adapt quickly and
adequately to a major change in Medicare policy
is being tested by DRG hospital payment.

Clearly, Medicare policies can provide small
steps, as they have by the special coverage for am-
bulatory surgery in freestanding centers and for
hospice care. Parallel developments of alternatives
in the health care system outside of Medicare will
continue. Policy makers should watch these sys-
tem developments and modify Medicare policy
to take advantage of new cost-effective modes or
sites of care when available. Finally, the decision
must be made for the Medicare program either
to keep and strengthen its purchasin,power by
continuing to cover beneficiaries in a large pro-
gram or distribute its beneficiaries into the mar-
ketplace by means of a voucher system. Either of
these actions has implications for technology in-
novation and diffusion and for cost control.
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