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Medicare: Payments to Physicians

Summary

Medicare law specifiesaformulafor calculating the annual update in payments
for physicians services. The formula resulted in an actual negative update in
payments per service for 2002. Additional reductions were sated to go into effect
in 2003, 2004, and 2005, but were prevented by congressional action. Many
Members were concerned about the potential impact of payment reductions on
patients’ access to services.

Medicare payments for services of physicians and certain nonphysician
practitionersaremade on the basis of afee schedule. Thefeeschedule, inplacesince
1992, isintended to relate payments for a given service to the actual resources used
in providing that service. Payments under the fee schedule are estimated at $54.2
billion in FY2005 (over one-sixth of total benefit payments). The fee schedule
assignsrelativevaluesto servicesthat reflect physicianwork (i.e., thetime, skill, and
intensity it takes to provide the service), practice expenses, and malpractice costs.
The relative values are adjusted for geographic variations in costs. The adjusted
relative values are then converted into a dollar payment amount by a conversion
factor. The conversion factor for 2005 will be $37.8975, a 1.5% increase over the
2004 level, but, 0.9% less than the 2001 level ($38.2581).

The fee schedule places a limit on payment per service but not on overall
volumeof services. Theformulafor calculating the annual update to the conversion
factor respondsto changesinvolume. If theoverall volume of servicesincreases, the
update islower; if the overall volumeisreduced, the update is higher. Theintent of
the formula is to place a restraint on overall increases in Medicare spending for
physicians’ services. Several factorsenter into thecalculation. Theseinclude (1) the
Medicare economic index (MEI), which measures inflation in the inputs needed to
produce physicians services, (2) the sustainable growth rate (SGR), which is
essentially atarget for Medicare spending growth for physicians' services; and (3) an
adjustment that modifies the update, which would otherwise be allowed by the MEI,
to bring spending in line with the SGR target. The SGR target is not a limit on
expenditures. Rather, the fee schedule update reflects the success or failure in
meeting the target. If expenditures exceed the target, the update for afuture year is
reduced. Thisis what occurred for 2002. It was also slated to occur in 2003 and
2004; however, legidlation preventsthisfrom occurring through 2005. Congress has
not, however, addressed the underlying issues related to application of the formula
for the annual payment update.

On December 8, 2003, the President signed into law the Medicare Prescription
Drug, Improvement, and Modernization Act of 2003 (MMA, P.L. 108-173). In
addition to including a new prescription drug benefit, the law contains numerous
changes to the existing Medicare program. It makes a variety of modifications to
payment rules for fee-for-service providers, including physicians. The law
specifically provides that the updates for 2004 and 2005 can not be less than 1.5%.
Further, it contains other provisions designed to increase physician payments. This
report will be updated as events warrant.
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Medicare: Payments to Physicians

Introduction: Medicare Fee Schedule

Medicare is anationwide program which offers health insurance protection for
41 million aged and disabled persons. Currently, 87% of beneficiaries obtain
covered services through the “ original Medicare” program (also referred to as“fee-
for-service Medicare”). Under this program, beneficiaries obtain services through
providers of their choice, and Medicare makes payments for each service rendered
(i.e., feefor-service) or for each episode of care. Approximately 13% of
beneficiaries are enrolled in managed care organizations, under the Medicare
Advantage program (formerly known as the Medicare+Choice program). These
entities assume the risk for providing al covered services in return for a fixed
monthly per capita payment.

Medicare law and regulations contain very detailed rules governing payments
to physicians and other providers under the fee-for-service system. Payments for
physicians services under fee-for-service Medicare are made on the basis of a fee
schedule. Thefee schedule also appliesto servicesprovided by certain nonphysician
practitionerssuch asphysician assi stantsand nurse practitionersaswell asthelimited
number of Medicare-covered services provided by limited licensed practitioners
(chiropractors, podiatrists, and optometrists). Payments under the fee schedule are
estimated at $50.8 billion in FY 2004 and $54.2 billion in FY 2005 (over one-sixth of
total Medicare benefit payments).*

Why Fee Schedule Was Enacted

The fee schedule, established by the Omnibus Budget Reconciliation Act of
1989 (OBRA 1989), went into effect January 1, 1992. The physician fee schedule
replaced thereasonabl e charge payment method which, with minor changes, had been
in place since the implementation of Medicarein 1966. Observers of the reasonable
charge system cited a number of concerns including the rapid rise in program
payments and the fact that payments frequently did not reflect the resources used.
They noted the wide variations in fees by geographic region; they also noted that
physicians in different specialties could receive different payments for the same
service. The reasonable charge system was also criticized for the fact that while a
high pricemight initially bejustified for anew procedure, pricesdid not decline over
time even when the procedure became part of the usual pattern of care. Further, it
was suggested that differential sbetween recognized chargesfor physiciansvisitsand
other primary care services versus those for procedural and other technical services
were in excess of those justified by the overall resources used.

! Congressional Budget Office, Mar. 2004 Baseline.
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The fee schedule was intended to respond to these concerns by beginning to
relate payments for a given service to the actua resources used in providing that
service. Thedesign of thefee schedul e reflected many of the recommendationsmade
by the Physician Payment Review Commission (PPRC), a congressionally
established advisory body. The PPRC was replaced by the Medicare Payment
Advisory Commission (MedPAC) on September 30, 1997; it is responsible for
advising the Congress on the full range of Medicare payment issues.

Calculation of Fee Schedule

The fee schedule has three components: the relative value for the service; a
geographic adjustment, and a national dollar conversion factor.

Relative Value. The relative value for a service compares the relative
physician work involved in performing one service with the work involved in
providing other physicians' services. It also reflects average practice expenses and
malpractice expenses associated with the particular servicee Each of the
approximately 7,500 physician service codesisassigned itsown relative value. The
scale used to compare the value of one service with another isknown as aresource-
based relative value scale (RBRV'S).

Therelative value for each service is the sum of three components:

e Physician work component, which measures physician time, skill,
and intensity in providing a service;

e Practice expense component, which measures average practice
expenses such as office rents and employee wages (which, for
certain services can vary depending on whether the service is
performed in afacility, such asan ambulatory surgical facility, orin
anon-facility setting); and

e Malpractice expense component, which reflects average insurance
costs.

Geographic Adjustment. Thegeographic adjustment isdesigned to account
for variationsin the costs of practicing medicine. A separate geographic adjustment
is made for each of the three components of the relative value unit, namely awork
adjustment, a practice expense adjustment, and amal practice adjustment.? These are

2Thegeographic adjustmentsareindexesthat reflect cost differencesamong areascompared
to the national average in a“market basket” of goods. Thework adjustment is based on a
sample of median hourly earnings of workers in six professional specialty occupation
categories. The practice expense adjustment is based on employee wages, office rents,
medical equipment and supplies, and other miscellaneous expenses. The malpractice
adjustment reflects mal practiceinsurance costs. Thelaw specifiesthat the practice expense
and malpracticeindicesreflect thefull relative differences. However, the work index must
reflect only one-quarter of the difference. Using only one-quarter of the difference
generally meansthat rural and small urban areas would receive higher payments and large
urban areaslower paymentsthanif thefull differencewereused. A valueof 1.00 represents

(continued...)
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added together to produce an indexed relative value unit for the service for the
locality.® There are 89 service localities nationwide.

Conversion Factor. Theconversionfactorisadollar figurethat convertsthe
geographically adjusted relative value for a service into a dollar payment amount.
The conversion factor is updated each year.*

The 2001 conversion factor was$38.2581. Thus, the payment for aservicewith
an adjusted relative value of 2.3 was $87.99.> Anesthesiologists are paid under a
separate fee schedule which uses base and time units; a separate conversion factor
($17.83in 2001) applies.

The 2002 conversion factor was $36.1992 ($16.60 for anesthesiology services).
The 2003 conversion factor was $36.7856 ($17.05 for anesthesiology services); it
was effectivefor servicesprovided on or after March 1, 2003. The 2004 conversion
factor was set at $37.3334 ($17.4969 for anesthesiologists). The 2004 conversion
factor was a 1.5% increase over the 2003 level. The 2005 conversion factor will be
$37.8975 ($17.7594 for anesthesiology services). The 2005 conversion factor is 1%
below the 2001 level. (See Cal culation of Annual Updateto the Fee Schedul e section
for adiscussion of the decrease from 2001 to 2002 and the increases from 2002 to
2005.)

Bonus Payments. The law specifies that physicians who provide covered
servicesin any rura or urban health professional shortage area (HPSA) are entitled
to an incentive payment. This is a 10% bonus over the amount which would
otherwise be paid under the fee schedule. The bonusis paid only if the servicesare
actually provided in the HPSA, as designated under the Public Health Service Act.
MMA requires the Secretary to pay automatically the bonus for services furnished
infull county primary care geographic area HPSAs rather than having the physician
identify that the services were furnished in such area

MMA also provides for an additional 5% in paymentsfor certain physiciansin
scarcity areas for the period January 1, 2005 through December 31, 2007. The
Secretary is required to calculate, separately for practicing primary care physicians
and specialists, theratios of such physiciansto Medicare beneficiariesin the county,

2 (...continued)

an average across al areas. MMA placed afloor of 1.00 on the work adjustment for the
2004-2006 period; areasthat would otherwise have avalue below 1.0 (primarily rural areas)
will receive higher payments over the period.

3 For adetailed description of how the geographic adjustments are cal cul ated, see Appendix B.

“ Initially there was one conversion factor. By 1997, there were three factors: one for
surgical services; one for primary care services, and one for all other services. The
Balanced Budget Act of 1997 (BBA 97) provided for the use of asingle conversion factor
beginning in 1998.

®> The law requires that changes to the relative value units under the fee schedule can not
cause expenditures to increase or decrease by more than $20 million from the amount of
expenditures that would have otherwise been made. This*budget neutrality” requirement
isimplemented through an adjustment to the conversion factor
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rank each county (or equivalent area) according to its ratio for primary care and
specialists separately, and then identify those scarcity areas with the lowest ratios
which collectively represent 20% of the total Medicare beneficiary population in
those areas. Thelist of counties will be revised no less often than once every three
yearsunlessthereareno new data. Therewill beno administrativeor judicial review
of the designation of the county or area as a scarcity area, the designation of an
individual physician’s specialty, or the assignment of apostal zip code to the county
or other area.

The listing of counties for 2005 appear in Appendix | and Appendix J of the
2005 physician fee schedule update.®

Publication of Fee Schedule. Medicareisadministered by the Centersfor
Medicare and Medicaid Services (CMS).” Eachfall, CMS publishesin the Federal
Register the relative values and conversion factor that will apply for the following
calendar year. Updates to the geographic adjustment are published at least every
three years.

Thefee scheduleisgenerally published by November 1 and is effective January
1. Due to some technical glitches, the 2003 fee schedule was not published until
December 31, 2002. It was slated to become effective March 1, 2003. On February
20, 2003 the President signed into law the Consolidated Appropriations Resolution
of 2003 (P.L. 108-7). Thislaw provided for arecalculation of the formula used in
determining theannual payment update. On February 28, 2003, anew regulationwas
issued which contained anew update for 2003 and replaced the update provisions of
the December regulation. The other provisions in the December rule continued to
apply. All provisions were effective March 1, 2003.

Thefinal 2004 fee schedule regulation was initially published on November 7,
2003. However, on December 8, 2003, the President signed MMA into law. This
legislation included a number of changes to the physician payment rules, including
the establishment of a minimum update requirement. A revised regulation was
therefore issued January 7, 2004. It was effective January 1, 2004.

Thefinal fee schedule for 2005 was issued November 15, 2004.
Beneficiary Protections
Medicare pays 80% of the fee schedule amount for physicians' services after

beneficiaries have met the $100 annua Part B deductible. Beneficiaries are
responsiblefor the remaining 20%, known as coinsurance. A physician may choose

® U.S. Department of Health and Human Services, Centers for Medicare and Medicaid
Services. Medicare Program; Revision to Payment Policies Under the Physician Fee
Schedule Update for Calendar Y ear 2005; Final Rule, 69 Federal Register 66235, Nov. 15,
2004.

" Prior to June 14, 2001, this agency was known as the Health Care Financing
Administration (HCFA).
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whether or not to accept assignment on aclaim.? In the case of an assigned claim,
Medicare pays the physician 80% of the approved amount. The physician can only
bill the beneficiary the 20% coinsurance plus any unmet deductible.

When aphysician agreesto accept assignment onall Medicareclaimsinagiven
year, the physician isreferred to as a participating physician. Physicians who do
not agree to accept assignment on all Medicare claimsin agiven year arereferred to
asnonparticipating physicians. It should be noted that the term “ nonparticipating
physician” does not mean that the physician doesn't deal with Medicare.
Nonparticipating physicians still treat Medicare patients and receive Medicare
payments for providing covered services.

There are a number of incentives for physicians to participate, chief of which
isthat the fee schedul e payment amount for nonparticipating physiciansis only 95%
of the recognized amount for participating physicians, regardless of whether they
accept assignment for the particular service or not.

Nonparticipating physicians may charge beneficiaries more than the fee
schedule amount on nonassigned claims; these balance billing charges are subject
to certain limits. Thelimit is 115% of the fee schedule amount for nonparticipating
physicians (which isonly 9.25% higher than the amount recognized for participating
physiciansi.e., 115% x .95 = 1.0925). (SeeTable 1)

As of January 2003, 91.5% of physicians (and limited licensed practitioners)
billing Medicare were participating physicians (compared to 89.3%in 2002). Close
to 98% of Medicare claims were assigned in FY 2002.°

Table 1. Medicare and Physicians

Type of physician and Balance billing
claim M edicar e pays Beneficiary pays charges

Participating physician
— Must take ALL claims |80% of fee schedule 20% of fee schedule | None permitted
on assignment during the |amount amount (plus any
calendar year. (Signsa unmet deductible)
participation agreement)

Nonparticipating
physician — May take or
not take assignment on a
claim-by-claim basis

8 Nonphysician practitioners (such as nurse practitioners and physician assistants) paid
under the fee schedul e are required to accept assignment on al claims. These practitioners
aredifferent fromlimited licensed practitioners (such as podiatristsand chiropractors), who
have the option of whether or not to accept assignment.

° U.S. Department of Health and Human Services, Centers for Medicare and Medicaid
Services, 2003 Data Compendium, on line, Nov. 2003.
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aclam

amount (recognized fee
schedule amount = 95%
of recognized amount for
participating physicians)

amount recognized
for nonparticipating
physicians (plus any
unmet deductible)

Type of physician and Balance billing
claim M edicar e pays Beneficiary pays charges
(A) Takes assignment on |80% of fee schedule 20% of fee schedule [ None permitted

(B) Does not take
assignment onaclam

80% of fee schedule
amount (recognized fee
schedule amount = 95%
of recognized amount for

(a) 20% of fee
schedule amount
recognized for
nonparticipating

Total bill cannot
exceed 115% of
recognized fee

schedule amount

participating physicians) [physicians (plusany | (actually 109.25%
unmet deductible); of amount
plus (b) any balance |recognized for
billing charges. participating
physicians, i.e.,
115% x 95%)

Participation Agreements

Physicians who wish to become participating physicians are generally required
to sign a participation agreement prior to January 1 of the year involved. The
agreement is automatically renewed each year unless the physician notifies the
Medicarecarrier (i.e., the entity processing claims) that he or shewishesto terminate
the agreement for the forthcoming year.*°

Submission of Claims

Physicians and practitioners are required to submit all claims for covered
servicesto Medicare carriers. These claimsmust be submitted within oneyear of the
service date. An exception is permitted if a beneficiary requests that the claim not
besubmitted. Thissituationismost likely to occur when abeneficiary does not want
to disclose sensitiveinformation (for example, trestment for mental ilinessor AIDS).
In these cases, the physician may not bill more than the limiting charge. The
beneficiary isfully liablefor thebill. If the beneficiary subsequently requeststhat the
claim be submitted to M edicare, the physician must comply. Such exceptionsshould
occur in only avery limited number of cases.

A physician or practitioner may furnish aservicethat Medicare may cover under
some circumstances but which the physician or practitioner anticipates would not be
covered in the particular case (for example, multiple nursing home visits). In this
case, the physician or practitioner should give the beneficiary an “ Advance
Beneficiary Notice” (ABN) that the service may not be covered. If the claim is
subsequently denied by Medicare, there are no limits on what may be charged for the
service. If, however, the physician or practitioner does not give the beneficiary an

1 pyeto thedelay inissuing the 2003 fee schedul e, the participation enrollment period for
2003 ran until Apr. 14, 2003. Similarly, due to the enactment of MMA, the participation
enrollment period for 2004 was extended until Feb. 17, 2004.
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ABN, andthe claimisdenied because the service doesnot meet coveragecriteria, the
physician cannot bill the patient. (See Table 2)

Table 2. Billing Provisions Applicable to Claims Denied by

Medicare

Claim submission to
Medicare

Claim denied

Billing limits on denied claim

Claim submitted without
advance beneficiary notice

(A) Denied because the service
is categorically not covered

No limits on amounts physician
can charge.

(ABN) Physician submits
claim according to billing
rules for assigned or
unassigned claims, as
appropriate.

(e.g., hearing aids)

(B) Denied because service
does not meet coverage criteria.

Physician cannot hill
beneficiary and must refund any
amounts beneficiary may have
paid.?

Claim submitted with
advance beneficiary notice
(ABN) Physician submits
claim according to hilling
rules for assigned or
unassigned claims, as
appropriate.

(A) Denied because the service
is categorically not covered.
(e.g., hearing aids)

No limits on amounts physician
can charge.

(B) Denied because service
does not meet coverage criteria.

No limits on amounts physician
can charge.

a. If Medicare pays under a“waiver of liability” because the physician had no reason to know claim
would not be paid, regular billing rules apply.

There is another condition under which physicians and practitioners do not
submit claims for services which would otherwise be covered by Medicare. This
occursif the physician or practitioner isunder aprivate contacting arrangement (see
discussion under Appendix D). In this case, physicians are precluded from billing
Medicare or receiving any payment from Medicare for two years.

Refinements in Relative Value Units

Onaverage, thework component represents52.5% of aservice' srelativevalue,
the practice expense component represents 43.6%, and the mal practice component
represents 3.9%."* The law provides for refinements in relative value units.

'U.S. Department of Health and Human Services, Centers for Medicare and Medicaid
Services. Medicare Program; Revisions to Payment Policies Under the Physician Fee
Schedule for Calendar Y ear 2004; Final Rule, 68 Federal Register 63245, Nov. 7, 2003.
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The work relative value units incorporated in the initial fee schedule were
developed after extensive input from the physician community. Refinements in
existing values and establishment of values for new services have beenincluded in
the annual fee schedule updates. Thisrefinement and update processisbased in part
onrecommendationsmade by the American Medical Association’ s Speciaty Society
Relative Vaue Update Committee (RUC) which receives input from 100 specialty
societies. Thelaw requiresareview every fiveyears. The 1997 fee schedul e update
reflected the results of thefirst five-year review. The 2002 fee schedul e reflected the
results of the second five-year review.

While the calculation of work relative value units has always been based on
resourcesused in providing aservice, thevaluesfor the practice expense components
and mal practice expense componentswereinitially based on historical charges. The
Social Security Amendments of 1994 (P.L. 103-432) required the Secretary to
develop a methodology for a resource-based system for practice expenses which
would be implemented in 1998. Subsequently, the Secretary developed a system.
The Balanced Budget Act of 1997 (BBA 97, P.L. 105-33) delayed its
implementation. It provided for alimited adjustment in practice expense values for
certain servicesin 1998. It further provided for implementation of a new resource-
based methodol ogy to be phased-in beginning in 1999. The system wasfully phased
in by 2002. (See Appendix C)

BBA 97 aso directed HCFA (now CMS) to devel op and implement aresource-
based methodology for the mal practice expense component. HCFA devel oped the
methodol ogy based on mal practice premium data. Malpractice premiumswere used
because they represent actual expensesto physicians and are widely available. The
system was incorporated into the fee schedul e beginning in 2000.

Calculation of Annual Update to the Fee Schedule

As noted, the conversion factor is a dollar figure that converts the
geographically adjusted relative value for a service into a dollar payment amount.
The conversion factor isthe samefor all services. It isupdated each year according
to a complicated formula specified in law. The intent of the formulaisto place a
restraint on overall spending for physicians' services. Severa factors enter into the
calculation of the formula. These include (1) the sustainable growth rate (SGR)
which is essentially a cumulative target for Medicare spending growth over time
(with 1996 serving as the base period); (2) the Medicare economic index (MEI)
which measuresinflationintheinputs needed to produce physicians services; and (3)
the update adjustment factor which modifies the update, which would otherwise be
allowed by the MEI, to bring spending in line with the SGR target.

The SGR system was established because of the concern that the fee schedule
itself would not adequately constrain increasesin spending for physicians' services.
While the fee schedul e specifies alimit on payments per service, it does not placea
[imit on the volume or mix of services. The use of SGR targetsisintended to serve
asarestraint on aggregate spending. The SGR targets are not limits on expenditures.
Rather the fee schedule update reflects the success or failure in meeting the target.
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If expenditures exceed the target, the update for a future year is reduced. If
expendituresarelessthanthetarget, theupdateisincreased. If expendituresequal the
target, the update would equal the change in the MEI.

General Rules

Theannual percentage update to the conversion factor, equalsthe MEI, subject
to an adjustment (known as the update adjustment factor) to match target spending
for physicians services under the SGR system.*

Update Adjustment Factor. The update adjustment sets the conversion
factor at alevel so that projected spending for the year will meet allowed spending
by theend of theyear. Allowed spending for the year is calculated using the SGR.
However, in no case can the update adjustment factor be lessthan minus 7% or more
than plus 3%.

The technical calculation of the adjustment factor has changed severa times.
Since 2001, the update adjustment factor has been the sum of: (1) the prior year
adjustment component, and (2) the cumul ative adjustment component.** Useof both
the prior year adjustment component and the cumulative adjustment component
allowsany deviation between cumul ativeactual expendituresand cumulativeallowed
expenditures to be corrected over severa years rather than asingle year.

Sustainable Growth Rate. Thelaw specifiesaformulafor calculating the
SGR. It is based on changes in four factors: (1) estimated changes in fees; (2)
estimated change in the average number of Part B enrollees (excluding Medicare
Advantage beneficiaries); (3) estimated projected growth in real gross domestic
product (GDP) growth per capita; and (4) estimated change in expenditures due to
changesinlaw or regulations. Inorder to even out largefluctuations, MMA changed
the GDP calculation from an annual change to an annual average change over the
preceding 10 years (a“ 10-year rolling average”).

Recent Updates

Calculation for 2002. On November 1, 2001, CMS announced the
conversion factor update for 2002. The update was actualy negative: -5.4%

12 During a transition period (2001-2005), an additional adjustment is made to achieve
budget neutrality. The adjustment is. -0.2% for the first four years and + 0.8% in the last
year.

3 The prior year adjustment component is determined by: (1) computing the difference
between allowed expendituresfor physicians' servicesfor the prior year and the amount of
actual expendituresfor that year; (2) dividing thisamount by the actual expendituresfor that
year; and (3) multiplying that amount by 0.75. The cumulative adjustment component is
determined by: (1) computing the difference between allowed expendituresfor physicians
services from Apr. 1, 1996 through the end of the prior year and the amount of actual
expenditures during such period; (2) dividing that difference by actual expendituresfor the
prior year asincreased by the SGR for the year for which the update adjustment factor isto
be determined; and (3) multiplying that amount by 0.33.
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(compared to a 4.5% increase in 2001). Thus, the conversion factor for 2002
($36.1992) was 5.4% less than the conversion factor for 2001 ($38.2581). Whilea
negative update had been expected, the percentage reduction was somewhat larger
than previoudly estimated. CM S noted that the formulafor calculating the updateis
specified in law; it therefore did not have leeway to modify the update.

As noted above, the update reflects the MEI plus an adjustment to reflect the
success or failure in meeting the SGR target. The update derived from these
calculations resulted in an update of: -4.8%. In addition, certain required budget
neutrality adjustments were made through adjustments to the conversion factor.
Thus, the final update to the conversion factor was. -5.4%.

Calculation For 2003. The law requires the fee schedule for the following
year to be issued by November 1. However, due to technica complications,
publication of the 2003 fee schedule wasfirst delayed until December 31, 2002 and
revised on February 28, 2003 in response to the enactment of the Consolidated
Appropriations Resolution of 2003 (CAR). Asaresult of the delays, the 2003 fee
schedulewas effective March 1, 2003. The December regulation would have set the
2003 update at a negative 4.4%. As aresult of the CAR provision, the update for
2003 was 1.6%.

Calculation for 2004. In March 2003, CM S estimated that the 2004 update
to the conversion factor would be anegative 4.2%. The primary factor contributing
to the negative update was that spending for physicians services in 2002 increased
faster than the target and was expected to stay above the target through 2003.
Therefore the update for 2004 would need to be lowered to place cumulative
spending in line with the target. In November 2003, CMS issued its final fee
schedule regulation'* which set the update at a negative 4.5%, an even larger
reduction than had been contemplated earlier in the year.

Enactment of MMA superceded the update specified in the November 2003
regulation. It specified that the update for 2004 and 2005 could not be less than
1.5%. OnJanuary 7, 2004, CM Sissued revised regul ationswhich refl ected anumber
of MMA provisions. It set the update at 1.5%. Thus, the conversion factor for 2004
was set at $37.3374.

Calculation for 2005. On November 15, 2004, CM S announced that the fee
schedule update would be 1.5%, the minimum allowed by the MMA provision. In
the absence of the MMA provision, the update would have been a negative 3.3%.
Absent further statutory changes, it is estimated that the updates will be negative
beginning in 2006.

14 U.S. Department of Health and Human Services, Centers for Medicare and Medicaid
Services. Medicare Program; Revisions to Payment Policies Under the Physician Fee
Schedule for Calendar Y ear 2004; Final Rule, 68 Federal Register 63245, Nov. 7, 2003..
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Changes Made by MMA

MMA included a number of provisions relating to physicians services. It
included changes in the cal culations of the fee schedule, increased paymentsfor the
administration of covered drugs, and included requirements for a number of reports
on physician payment issues. (For adetailed summary of theseMM A provisions,
See Appendix A.)

Fee Schedule Modifications

MMA madeseveral changesinthecal cul ation of thefee schedule. Of particular
importance is the provision that the annual update in 2004 and 2005 can be no less
than 1.5%. Over the short term, generally 2004-2005, the fee schedule provisions
are designed to increase program payments to physicians. They do not however,
address the underlying problems with the formula used to calculate program
payments under the fee schedule. (See | ssues section, below.)

Drug Administration Services

Provisions. Oneof themain physician-related issuesunder discussion during
the development of MMA was the appropriate amount to be paid for those drugs
currently covered under Part B and the amounts to be paid to physicians in
connection with the administration of such drugs. It was generally agreed that
payments for the actual drugs were too high while the payments for drug
administration were too low.

MMA revisestheway covered Part B drugsare paid under the program; thishas
the effect of lowering program payments for the actual drugs.® At the same time,
MMA increases the payments associated with drug administration services. These
provisions affect selected specialties, primarily oncologists. The level of payments
continues to be of concern to some oncologists. (See I ssues section, below).

Studies and Reports
MMA also requires a number of studies and reports relating to physicians

services. These are designed to provide Congress with additional information as it
considersrevisions in the current payment formula.

Issues

Calculation of the Update to the Conversion Factor

The negative update for 2002, the possibility that the 2003, 2004, and 2005
updates would also have been negative, as well as the current estimate of negative

> CRS Report RL31419, Medicare: Payments for Covered Part B Drugs, by Jennifer
O’ Sullivan.
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updates beginning in 2006 have raised concerns for many observers. There is
increasing concern that some physicians may be unwilling to accept new Medicare
patients (see Access discussion). As noted, the negative update is adirect result of
the application of the SGR system. Some observers have suggested that this system
should be replaced.

Background on SGR. As noted earlier, thefee schedulewasincluded inthe
Omnibus Budget Reconciliation Act of 1989 (OBRA 89, P.L. 101-239) in order to
respond to two major concerns with the then existing reasonable charge payment
methodology. First, observersnoted that paymentsfor individual servicesunder the
reasonable charge methodology were not related to the actual resources used.
Second, they noted that overall Medicare payments for physicians services were
rising at a rapid pace. The fee schedule itself responded to the first concern by
beginning to relate payments for individual services to actual resources used.
However, anumber of observers suggested that physicians could potentially respond
to the cuts in payments for individual services by increasing the overall volume of
services. Asaresult, enactment of the fee schedule itself might not slow the overall
growth rate in expenditures.

The Congress responded to this concern by establishing, in OBRA 89, an
expendituretarget mechanism known asthe MedicareV olume Performance Standard
(MVPS). Under the MVPS, an annual expenditure target for physicians' services
was established. The use of the target was intended to serve as a restraint on
aggregate M edicare spending for physicians' services. If expendituresfell below the
target in ayear, the increase to the conversion factor in afuture year would belarger
than the MEI. Conversely, if expenditures were above the target in a year, the
increase to the conversion factor in a future year would be less than the MEI.

Several statutory changesto the MV PS and conversion factor calculation rules
wereincludedinsubsequent Medicarebills. Subsequently, the PPRC, among others,
identified several methodological flawswith therevised MV PS system. The MV PS
was replaced in 1999 by the SGR, in part based on PPRC recommendations. The
SGR system is quite different from the MVPS. Under the MVPS system, a new
MV PSwas cal culated each year, and a conversion factor update in ayear was based
on the successin meeting thetarget in aprior period. Thekey difference betweenthe
MVPS and the SGR system is that the SGR system looks at cumulative spending
since April 1, 1996; this was intended to eliminate some of the year to year
fluctuations.

CMS states that the SGR system worked well for physicians for the first years
itwasin effect. For the period 1998-2001, the cumul ative increase in the update was
15.9 % compared to a medical inflation increase of 9.3%.'° However, beginning in
2002, the trend reversed.

Current Concerns. MedPAC, which replaced the PPRC, reported that the
SGR system continued to have methodol ogical flaws. 1n 2001, it recommended that:

16 Centers for Medicare and Medicaid Services (CMS), CMS Announces Physician Pay
Changes for 2002, press release, Oct. 31, 2001.
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... the Congress replace the SGR system with an annual update based on factors
influencing the unit costs of efficiently providing physician services. MedPac’'s
recommendation would correct three problems. First, although the SGR system
accountsfor changesininput prices, it failsto account for other factorsaffecting
the cost of providing physician services, such as scientific and technological
advancesand new federal regulations. Second, itisdifficult to set an appropriate
expendituretarget with the SGR system because spending for physician services
is influenced by many factors not explicitly addressed, including shifts of
services among settings and the diffusion of technology. The SGR system
attempts to sidestep this problem with an expenditure target based on growthin
real GDP, but such a target helps ensure that spending is affordable without
necessarily accounting for changes in beneficiaries' needs for care. Third,
enforcing the expenditure target is problematic. An individua physician
reducing volume in response to incentives provided by the SGR system would
not receive a proportional increase in payments. Instead the increase would be
distributed among all physicians providing services to Medicare beneficiaries.

These problems with the SGR system can have serious consequences. Updates
under the SGR system will nearly aways lead to payments that diverge from
costs because actual spendingisunlikely to bethe sameasthetarget. Whenthis
occurs, payments will either be too low, potentially jeopardizing beneficiary
access to care, or too high, making spending higher than necessary.*’

MedPAC’s March 2002 report specifically recommended repeal of the SGR
system. It recommended requiring the Secretary to update payments for physicians
services based on the estimated change in input prices for the coming year less an
adjustment for savings attributable to increased productivity. (A so-called
“multifactor productivity” factor would be used.)

There was a further problem with the SGR system. When CMS issued its
December 2002 regulation, it stated that is was unable, under the then existing law,
to go back and revise previous estimates which were used in cal cul ating the SGR for
previous years. Errors in previous estimates meant that payment updates in some
earlier years were higher than they should have been; in turn, this meant that
spending was higher in those years than it would otherwise have been. Higher
spending meant that updates in future periodswere lessin order to keep spendingin
line with the SGR target. The CAR, enacted February 20, 2003, enabled CMS to
revise FY 1998 and FY 1999 numbers; thereby resulting in a positive, rather than a
negative, update for 2003. However, thislegisation did not address the underlying
issues related to application of the formulafor the annual payment update.

MedPAC’sMarch 2003 report (written before passage of the CAR legislation)
again recommended an update reflecting changes in input prices, minus an
adjustment for productivity growth. Thisrecommendation wasbased onthe premise
that Congress would in fact increase payment rates modestly for 2003. (In the
absence of the CAR legislation, MedPAC would have recommended a larger
increase.)

1 Medicare Payment Advisory Commission, Medicare in Rural America, Report to
Congress, June 2001.
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As previously noted, MMA provided for an update of 1.5% in both 2004 and
2005. CBO estimatesthat this costs approximately $2 billion, an amount that would
have to be recovered in future years under the SGR formula.*® In the absence of
additional legidlation, it is anticipated that subsequent updates would be negative.
CMS 1agctuari es have projected negative updates of about 5% each year from 2006 to
2012.

MedPAC’s March 2004 report recommended that the update for 2005 should
reflect changes in input prices, less an 0.9% adjustment for productivity growth.
At the time the report was written, it was estimated that the change in input prices
would average 3.5%. Thiswould result in an update of 2.6%. CBO estimated that
permanently setting the update equal to the change in input prices minus an
adjustment for productivity would increase M edicare spending by $95 billion through
2014, if implemented in 2005, or $90 billion if implemented in 2006.*

While achange in the formulawould require legislation, some observers have
suggested that there are things CM S could do administratively to ease the impact of
the current formula. Proponentsarguethat these changeswould somewhat moderate
the negative updatesthat are predicted. The Chairman of the House Waysand Means
Committee and the Chairman of the Committee’ sHealth Subcommitteewrotealetter
to CMS identifying four possible changes which could be made by the agency.
Thesewere: (1) removing covered Part B prescription drugs from the SGR baseline
(thereby removing this rapidly escalating cost factor from the calculation); (2)
adjusting for costs attributable to national coverage decisions expanding coverage
(such asfor PET scans) or costs that may occur as aresult of anew benefit (such as
costs associated with referrals stemming from the new benefit covering initial
physicals) which have the effect of increasing spending; (3) examining assumptions
about behavioral responses to rate decreases; and (4) accounting for other factors
affecting physician incomes, such as tax changes. CBO notes that some
administrative changes, such asremoving drugsfrom the cal culation, would not have
an immediate effect under the current SGR formula.

In the November 2004 rule, CM'S decided against removing drugs from the
calculation. It stated that it was reviewing the issues. It noted that administrative
changes to the SGR would have significant long-term cost implications but would
not have an impact on the update for 2006 or the subsequent few years. It also noted

18 Congressional Budget Office, Physician Fee Schedule: A Review of the Current Medicare
Payment System, Testimony of DouglasHoltz-Eakin bef orethe House Committee on Energy
and Commerce, Subcommittee on Health, May 5, 2004.

1% Boards of Trustees, Federal Hospital Insurance and Federal Supplementary Insurance
Trust Funds, The 2004 Annual Report of the Boar dsof Trustees, Federal Hospital |nsurance
and Federal Supplementary Insurance Trust Funds.

2 MedPAC, Medicare Payment Policy, Report to Congress, Mar. 2004.
2 CBO, May 5, 2004 testimony.

22 Representative Bill Thomas (Chairman of the House Ways and Means Committee) and
Representative Nancy L. Johnson (Chairman of the Committee' s Health Subcommittee),
letter to Mark McClellan (Administrator, CMS), Apr. 1, 2004
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that it had taken severa actions to improve the payment system in the past several
yearsincluding: (1) using multifactor productivity in place of labor productivity in
the M El cal culation beginningin 2003; (2) increasing the weight of mal practice costs
in the MEI from 3.2% to 3.9% , beginning in 2004; and (3) incorporating increases
in mal practice premiums beginning in 2004.

It should be noted that a negative update to the conversion factor does not mean
an overall reduction in physician spending. CBO estimates that spending under the
fee schedule will climb from $47.3 billion in FY 2003 to $88.2 hillion in 2014.%
While part of theincreaseis attributabl e to increasing numbers of beneficiaries, part
reflects the increased volume of services per beneficiary. MedPAC estimates that
volumeincreases are recorded in years with both positive and negative updates. For
example, volume increased 5.4% from 2000 to 2001, 5.6% from 2001 to 2002, with
relatively high growth anticipated for 2003. Part of the increasesin volume may be
attributable to beneficial uses of new technology; however, not al increases may be
appropriate. MedPAC is currently examining strategies used by private insurersto
control volume to determine which may be appropriate for Medicare.®

Pay for Performance

Recently, some observers have suggested that increases in payments to
physicians should be linked, in part, to some measure of quality. This has been
labeled pay for performance. The specifics of such a plan have not been devel oped;
however, both the Congressand CM Sarelooking at pay for performance and quality
initiatives currently used in the private sector. In addition, CM Sis developing a pay
for performance demonstration project (as required by Section 649 of MMA). The
legislation requires the project to adopt and use health information technology and
evidence-based outcomes measures for: promoting continuity of care; helping
stabilize medical conditions; preventing or minimizing acute exacerbations of
chronic conditions; and reducing adverse health outcomes, such as adverse drug
interactions relating to polypharmacy.

Access

Questions have been raised about beneficiaries continued access to care. In
2002, theyear the conversion factor was cut, pressreportsin many part of the country
documented many cases where beneficiarieswere unableto find aphysician because
physiciansintheir areawererefusing to accept new Medicarepatients. Despitesight
increases in the updates for 2003, 2004, and 2005, some physicians claim that
program payments continueto fall significantly short of expenses. They suggest that
problemswill be magnified if the cuts, anticipated after 2005, are allowed to go into
effect.

2 CBO, Mar. 2004 baseline.

2 Medicare Payment Advisory Commission, Physician Fee Schedule: A Review of the
Current Medicare Payment System, Testimony of Glenn Hackbarth in the U.S. Congress,
House Committee on Energy and Commerce, Subcommittee on Health, May 5, 2004.
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Periodic analyses by PPRC, and subsequently MedPAC, as well as CMS
showed that access to physicians services generally remained good after
implementation of the fee schedule.®

MedPAC's 2004 report updates the available information.® The report
reviewed several surveys conducted between 2000 and 2003. Its analysis suggests
that overall, beneficiary accessto physicians servicestendsto be good. The report
cites the relatively new CMS-sponsored Consumer Assessment of Health Plans
Survey for Medicarefee-for service (CAHPS-FFS). Inthat survey, almost all (97%)
beneficiaries in 2002 reported having small or no problems receiving care they or
their doctor thought necessary. Further, 94% reported that they had no or small
problems seeing aspeciaist. Information on the ability to schedul e appointments as
soon as a patient wanted was also good, though MedPA C noted that the slight drop
from 93% in 2000 to 90% in 2002 warranted monitoring.

M edPA C supplemented the CAHPS-FFS survey with itsown smaller telephone
survey. Data from the fall of 2003 showed that 93% seeking a new physician
reported small or no problems; 5% reported big problems; and 2% reported being
unable to find a new doctor. Similar findings were reported for the ability to find
new specialists; 93% small or no problems; 3% reported big problems; 2% reported
being unable to find a new doctor, with the remainder responding that they did not
know. The survey aso found that beneficiaries typically did not encounter delays
when trying to schedul e appointments, though the percentages encountering delays
(29% for routine care and 20% for illness or injury-related needs) were higher than
in the CAHPS-FFS survey.

A related concern is the possible decline in the percentage of physicians
accepting new Medicare patients. For example, asurvey by the Center for Studying
Health Systems Change reported that the percentage dropped from 72% to 68% from
19970 2001. The sharpest decline occurred for surgical specialists, whiletherewas
a modest increase for medical specialists. The declines were also sharpest for
physicians with low Medicare revenues.?” Another annual survey by American
Academy of Family Physicians reported that the number of physiciansturning away
new Medicare patients had jumped from 17%to 21.7% of surveyed physiciansfrom
2000 to 2001; in 2003, the percentage rose to 23%.%

% (1) Medicare Payment Advisory Commission. Medicare Beneficiaries Accessto Quality
Health Care. Report to Congress: Medicare Payment Policy. Mar. 2000; and (2) Julie A.
Schoenman, Kevin Hayes, and C. Michael Cheng, “Medicare Physician Payment Changes:
Impact on Physicians and Beneficiaries,” Health Affairs, val. 20, no.2, Mar./Apr. 2001.

% M edi care Payment Advisory Commission, Medicare Payment Policy, Reportto Congress,
Mar. 2004

' Center for Studying Health Systems Change. Testimony of Paul Ginsburg before the
House Committee on Ways and Means, Subcommittee on Health, Feb. 28,2002.

% “Number of Physidans Tuming Away New Medicare Paients Jumps 28%,” press relessg,
[http:/Avww.aefp.org], July 24, 2002; accessed Aug. 13, 2002; and Acoeptance by Fanily Physicians
of New Medicare Feefor Service Patients by Cenaus Division and Practice Location, May 2003, Teble
19, 2003 Facts About Family Practice, [http:/Amww.aefp.org/x774.xml], accessed Aug. 20, 2003,
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As noted above, MMA requires GAO to study and report to Congress by June
8, 2005, on beneficiary accessto physicians' services. Thestudy istoinclude (1) an
assessment of the use of such services through an analysis of claims data; (2) an
examination of changes in the use of physicians services over time; and (3) an
examination of the extent to which physicians are not accepting new Medicare
beneficiaries as patients. The report is to include a determination, based on claims
data, of potential access problemsin certain geographic areas. It isalso to include
a determination as to whether access has improved, remained constant, or
deteriorated over time.

Geographic Variation in Payments

Geographic Practice Cost Indices. Medicare makes a geographic
adjustment to each component of the physician fee schedule.®® This adjustment is
intended to reflect the actual differencesin the costs of providing servicesin various
partsof the country. Recently some observers, particularly thosein stateswith lower
than average payment levels, have objected to the payment variation. In part, this
may reflect the concern with the overall reduction in payment ratesin 2002, the small
updates in 2003-2005, and the prospects of further reductions in future years.

Asnoted earlier, MM A madetwo changesto the geographic adjusters. It raised
the geographic adjustment for the work component of the fee schedule to 1.000 in
any areawhere the multiplier would otherwise beless. This provision appliesfrom
2004 through 2006. MMA aso raised all three geographic adjusters for Alaskato
1.67. Thisprovision is effective for 2004 and 2005.

Additionally, MMA requires the Secretary to review and consider alternative
data sources other than those currently used to establish the geographicindex for the
practice expense component under the physician fee schedule. Thereview isto be
conducted intwo physician payment localities, one of which includesrural areasand
one of which is statewide. The Secretary is required to collaborate with state and
other organizations representing physicians as well as other persons. The report is
due to Congress by January 1, 2006.

State-by-State Variation. Some have also suggested that states with lower
than average per capita payments (excluding managed care payments) for all
Medicare services are being shortchanged. It should be noted that the variations
reflect a variety of factors, few of which can be easily quantified. These include
variationsin practice patterns, sizeand agedistribution of the beneficiary population,
variations in managed care penetration, the extent to which populations obtain
servicesin other states, and the extent to which other federal programs (such asthose
operated by the Department of Defense or Veterans Affairs) are paying for
beneficiaries care. For these reasons, CMS considers state-by-state Medicare
spending data misleading and is therefore no longer publishing this data.

Payment Localities. Geographic adjustments are applied by payment
locality. There are currently 89 localities, some are statewide, while others are

» See the Appendix A for adiscussion of how these adjustments are cal cul ated.
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substate areas. Some observers have recommended that changes be made to the
composition of some of the current localities; for example, they state that costsin a
particular community significantly exceed those in other parts of the same locality.

CMS statesthat it islooking at the alternatives but has been unable to come up
with a policy and criteria that would satisfactorily apply to al areas. In the
November final fee schedule rule, CM S reiterated its policy that it would consider
requests for locality changes when there is demonstrated consensus within the state
medical association for the change. It should be noted that any changes must be
made in a budget-neutral fashion for the state. Thus, if higher geographic practice
cost indices (and thus payments) are applied in one part of the state, they must be
offset by lower indices (and payments) in other parts of the state.

Medicare Versus Private Payment Rates

Some persons contend that Medicare paymentslag behind those in the private
sector. MedPAC’s 2004 report notes that a contractor to MedPAC found that the
difference between Medicareand privaterates decreased from the mid-1990sthrough
2001. In1994, Medicare srateswere about 66% of private plan rates; the percentage
roseto 83%in2001. Medicare’ simproved position waslargely attributableto shifts
in private plan enrollment from higher-paying indemnity plans to lower-paying
managed care plans.

The contractor’s analysis of 2002 data showed that the gap widened. While
private rates continued to reflect the movement to managed care plans, Medicare
rates reflected the 2002 cut of 5.4% in the conversion factor (though this cut was
somewhat offset by items, such as covered Part B drugs and laboratory services,
included in CMS's definition of physicians' services but not paid under the fee
schedule). The net impact was that the Medicare’ srates were about 81% of private
plan ratesin 2002.%

Payments for Oncology Services

Background. The level of payments for practice expenses became a major
issuefor oncol ogists who frequently administer chemotherapy drugsin their offices.
In general, Medicare does not cover outpatient prescription drugs. However, certain
categories of outpatient drugs are covered. Included are drugswhich cannot be self-
administered and which are provided as incident to a physician’s service, such as
chemotherapy. Medicare also covers certain oral cancer drugs. Covered drugs are
thosethat have the same active ingredients and are used for the same indications as
chemotherapy drugs which would be covered if they were not self-administered and
were administered as incident to a physician’s professional service.

A number of reports, including those by the HHS Office of Inspector General
the Department of Justice (DOJ), and GAOfound that Medicare’ spaymentsfor some
of these drugs were substantially in excess of physicians' and other providers' costs

%0 M edi care Payment Advisory Commission, Medicare Payment Policy, Report to Congress,
Mar. 2004
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of acquiring them. However, oncologists stated that the overpayments on the drug
side were being used to offset underpayments for practice expenses associated with
administration of the chemotherapy drugs.

MMA Changes; 2004 Modifications. As noted in the section outlining
MMA provisions, MMA specifically addressed thisissue. It providedfor anincrease
in practi ce expense payments, based on asurvey of costs conducted by the American
Society of Clinical Oncologists(ASCO). It also established awork relative valuefor
drug administration services. At the same time, the law revised the methodology
used to calculate payments for covered drugs. A modified version of the average
wholesale price (AWP) methodology is being used in 2004. Beginning in 2005,
drugswill be paid using the average sal es price (A SP) methodology. Drug payments
will be less under the new system. A transitional payment was authorized in 2004
and 2005 to ease the adjustment to the new system. CM S estimates that for 2004 the
increases on the practice expense side balance the reductions on the drug side.

2005 Modifications. Many observershave suggested that changesto thedrug
payment methodol ogy were long overdue and that reductions may bein order given
the previous overpayments. However, many oncol ogists have stated that therevised
payment methodologies, particularly the changes for drug payments that will be
implemented in 2005, will lead to anet lossin Medicare payments.

CMS has recently taken a number of actions designed to respond to the
oncologists’ concerns. OnNovember 1, 2004, it announced anational oncology one-
year demonstration project focusing on three areas of concern for cancer patients:
pain, nausea and vomiting, and fatigue. Practitioners participating in the
demonstration must provide information (using new temporary billing codes) to
describe a chemotherapy patient’s status with respect to these three areas. Any
oncologist can participate in the demonstration; those that do will receive $130 per
patient per day. CMS estimates that this demonstration will increase payments in
2005 by about $300 million.

AlsoonNovember 1, 2004, CM Salso announced coveragefor certain colorectal
cancer drugs being used “off label” in nine clinical trials sponsored in part by the
National Cancer Ingtitute. In addition, it announced expanded coveragefor positron
emission tomography (PET) scans for cervical cancer and for studies of PET for
diagnosis and staging involving a broad range of additional types of cancer.

On November 15, 2004, CM S issued the 2005 physician fee schedule. * This
regulation contains a number of modifications in coding and payment for drug
administration services that will alow for higher payments for a number of these
services. TheAMA'’ sCurrent Procedural Terminology Editorial Panel devel oped 18
new codes; and the AMA’s RUC recommended the associated relative valuesto be
used for billing purposes. CM S adopted these codes and valuesfor use beginningin

31 Centersfor Medicare and Medicaid Services, “ Medicare Program; Revisions to Payment
PoliciesUnder the Physician Fee Schedulefor Calendar Y ear 2005; Final Rule,” 69 Federal
Register 66235, Nov. 15, 2004.
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2005.2 The new codes include payments for associated staff time to prepare
pharmaceuticals and physician work for supervising pharmaceutical preparation. In
addition, physicians will now be allowed to receive additional payments when a
second drug isinfused.

CMS estimates that drug administration payments represent about 28% of
oncologist revenues. It estimates that all changes taken together will increase
payments for these services by roughly 10% from 2004 to 2005. This includes an
increase of 5% for coding and relative value changes, a 12% reduction for the
reduction in the transition adjustment (from a 32% to a 3% add-on), a 3% increase
attributableto increased paymentsfor injections, the 1.5% mandatory increasein the
2005 update, and a 15% increase for the one-year demonstration project.

The 10% increase for drug administration serviceswill be offset by areduction
of 13% in drug revenues (which account for 69% of oncologists total revenues).
The net impact is a reduction of 6% from 2004 to 2005, assuming constant
utilization. However, CMS, using historical trends in volume, assumes an increase
in utilization, thereby increasing revenues by 8%.

On December 1, 2004, the Government Accountability Office (GAO) issued a
report on Medicare payments to oncologists.® This report estimated that payments
for drug administration services would be 130% higher in 2005 than they were in
2003, assuming no changesin utilization. Paymentsfor drugswould declineover the
period; however, the GAO expected these payments to exceed acquisition costs by
22% in 2004 and by 6% in 2005. It should be noted that the estimates for
administration services did not include the impact of coding changes announced in
the final fee schedule or the one-year demonstration project, both of which will
further increase payments.

Some oncologists continue to express concerns about payment levels and, by
extension, access. CMS, in the preamble to the 2005 fee schedul e regul ations, notes
that it plans to continue to monitor any shifts or changes in utilization patterns. It
should also be noted that MMA required MedPA C to review payment changes made
by Section 303 of MMA with an emphasis on quality, beneficiary satisfaction,
adequacy of reimbursement, and impact on physician practices. The study is due
January 1, 2006.

For a further discussion of this issue, see CRS Report RL31419, Medicare:
Payments for Covered Part B Prescription Drugs.

% Because permanent codes will not be includes in the CPT book until 2006, CMS is
allowing the use of temporary (“G codes’) for use in 2005.

% U.S. Government Accountability Office. Medicare Chemotherapy Payments: New Drug
and Administration Fees Are Closer to Provider's Costs, letter to Hon. Joe Barton,
Chairman of the House Committee on Energy and Commerce, GAO-05-142R, December
1, 2004.
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Documentation for Evaluation and Management Services

Approximately 40% of Medicare payments for physician services are for
serviceswhich are classified as eval uation and management services (i.e., physician
visits). There are several levels of evaluation and management codes. Thereisa
concern that physicianshave not been coding servicesuniformly nationwide. Efforts
toverify that the correct level of careisbilled arefrequently hampered by the absence
of appropriate documentation. This was highlighted in a July 1997 financia audit
report from the Office of the Inspector General. That report stated that in FY 1996,
there were $23 billion in questionable Medicare payments for all service categories
(14% of tota feefor-service payments); 47% of these were attributed to
documentation problems. Improper payments have declined. The 2003 report
estimated that there were $13.3 billion in improper payments in FY 2002 (6.3% of
total fee-for-service spending); of this amount 28.6% was attributed to
documentation problems.®*

Initial evaluation and management documentation guidelines were issued in
1995. Subsequently, HCFA worked with the AMA to develop a new set of
guidelines. These guidelines were first released in May 1997 and subsequently
revisedin November 1997. Theguidelinesdetailed for thefirst time specific medical
documentation requirements for single-organ system examinations and included
dightly stricter clinical standards for multisystem exams. Proponents of increased
medical record documentation considered it an important element contributing to
high quality patient care. They contended that an appropriately documented record
would assist Medicare in validating the site of service, medical necessity and
appropriateness of the service, and that services were accurately reported. Use of
medical documentation guidelineswas expected to assist physicianswho are audited
by carriers and could serve, if necessary, as a legal document to verify the care
provided.

Many physicianshaveviewed the guidelinesascumbersomeand aninterference
to patient care. In an effort to respond to these concerns, HCFA released new draft
documentation guidelinesin June 2000 and updated them in December 2000. HCFA
described this version as simpler than the previous versions. The agency stated that
it intended to pilot test the guidelines after it developed, in conjunction with a
contractor clinical examples illustrating the guidelines. This process continued to
prove controversial with many physiciansarguing that the guidelines continued to be
unworkable. In response to the continuing concerns, on July 19, 2001, Secretary
Thompson announced that HHS would step back and reexamine the whole issue.®

MMA prohibits the Secretary from implementing any new documentation
guidelinesfor, or clinical examples of, E& M services unless the Secretary has: (1)

% U.S. Department of Health and Human Services, Office of the Inspector Generd,
Improper Fiscal Year 2002 Medicare Fee-for-Service Payments, Report A-17-02-02202,
Jan. 8, 2003.

* Testimony of Secretary of Health and Human Services Tommy G. Thompson, in U.S.
Congress, House Committeeon Waysand Means, Administration’ sPrinciplesto Srengthen
and Modernize Medicare, July 19, 2001.
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devel oped theguidelinesin coll aboration with practicing physicians (both generalists
and specialists) and provided for an assessment by the physician community; (2)
established a plan containing specific goals for improving the use of guidelines; (3)
conducted representative pilot projectsto test the guidelines; (4) found theguidelines
meet established objectives; and (5) established and implemented an education
program on the use of the guidelines with appropriate outreach. MMA further
specifies that the goas of the guidelines are to identify clinically relevant
documentation needed for coding purposes; decrease the level of non-clinically
pertinent and burdensome documentation time and content in the physician’ smedical
records, increase accuracy by reviewers, and educate both physicians and reviewers.
The Secretary is also required to study the development of a simpler alternative
system of documentation for physician claims.

Concierge Care

In the past couple of years, some physicians have dtered their relationship with
their patients. Some doctors, in return for additiona charges, offer their patients
additional servicessuch asround the clock accessto physicians, same-day appointments,
comprehensivecare, additiond preventive services, and more time spent withindividual
patients. In return, patients are required to pay afee or retainer which can range from
$500 to $1,500 per year. This practice has been labeled “concierge care” Patientswho
do not pay the additional chargestypically have to find another doctor.

Some physicians see concierge care asaway of permitting them to spend more
time with individual patients as well as away to increase their income. However,
guestions have been rai sed regarding the implications of concierge carefor patients,
particularly Medicare beneficiaries. One concern is that while wealthier patients
might be ableto afford the additional costs, other patients might find it more difficult
to gain access to needed services.

The Office of Inspector General (OIG) issued an OIG Alert on March 31, 2004.
The Alert reminded M edicare participating physicians about the potential liabilities
posed by billing for services already covered by Medicare. Participating physicians
can bill their patients for the requisite coinsurance and deductibles as well as for
uncovered services. However, the Alert noted that it had been brought to the OIG’s
attention that some concierge contract services, while described as uncovered
services, were actually services covered by Medicare. Thiswould bein violation of
the physician’s assignment agreement and could subject the physician to civil
monetary penalties.

Prospects

Under current law, the application of the SGR system will result in negative
annual updates in physician payments beginning in 2006. It is expected that
Congress will address this issue in 2005. As of this writing, it is not clear what
approach Congress will take. MMA |eft the SGR system in place but overrode its
application for 2004 and 2005. Congress could take this approach again.
Alternatively, it could chooseto makelonger-term changes by modifying or replacing
the SGR system.
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Appendix A

Fee Schedule Modifications

MMA made several changes in the calculation of the fee schedule. Over the
short term, generally 2004-2005, these are designed to increase program payments
to physicians. They do not however, address the underlying problems with the
formula used to calculate program payments under the fee schedule.

e Theupdateto the conversion factor can be nolessthan 1.5%in 2004
and 2005 (Section 601(a) of MMA).

e The formula for calculating the sustainable growth rate (SGR) is
modified by replacing the existing GDP factor (which measured a
one year change from the preceding year) to a 10-year rolling
average (Section 601(b) of MMA).

e The geographic index adjustments in Alaska for the work
component, practi ce expense component and mal practi ce component
areeachraised to 1.67 for 2004 and 2005. Thisresultsin anincrease
in payments to Alaska physicians in these years. (Section 602 of
MMA).

e Thereisafloor of 1.00 on the work adjustment for the 2004-2006
period. (Section 412 of MMA).

e An additional 5% in paymentsis provided for certain physiciansin
scarcity areas for the period January 1, 2005 through December 31,
2007. The Secretary is required to identify those areas with the
lowest ratios of physicians to beneficiaries, which collectively
represent 20% of the total M edicare beneficiary population in those
areas. Thelist of counties will be revised no less often than once
every three years unless there are no new data. (Section 413 of
MMA).

The following table summarizes CBO's estimates of the impact of these
provisions, excluding those with no costs or costs below the threshold.

Table 3. Changes in Direct Spending Attributable to Selected
Physician-Related Provisions

(inbillions)
Provision Spending increases
Topic Section FY 2004-FY 2008 FY2004-FY 2013

Update revisions 601 $2.4 $0.2
Alaska 602 $0.1 $0.1
Floor on work

component 412 $1.0 $1.0
Bonus payments 413 $0.7 $0.7
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Drug Administration Services

MMA revisestheway covered Part B drugsare paid under the program; thishas
the effect of lowering program payments for the actual drugs. At the same time,
MMA increases the payments associated with drug administration services. These
provisions affect selected specialties, primarily oncologists.

The following highlight the MMA changes made in payments for drug
administration services. Many of the provisions are very technical; in general they
result in higher payments. The net impact is an overall increase in payments.
(Section 303(a) of MMA). The MMA changes in the payment methodology for
covered Part B drugsis contained in a companion CRS report.*

e Beginning in 2004, the practice expense relative value units for
oncology services are to be adjusted using survey data that was
submitted to the Secretary by January 1, 2003. (Thisdatawhich was
submitted by the American Society of Clinical Oncologists (ASCO)
showed higher costs than previously assumed by CMS in its
calculations.) The additional expenditures are exempt from the
budget neutrality adjustment for 2004.

e Beginning in 2004, the work relative value units for drug
administration servicesare equal to thework relative value unitsfor
a level one office medical visit for an established patient. Drug
administration services are defined asthose classified as of October
1, 2003, within thefollowing groups of procedures but for which no
work relativevalue unit had been assigned: therapeutic or diagnostic
infusions (excluding chemotherapy); chemotherapy administration
services, and therapeutic, prophylactic, or diagnostic injections.
This results in an increase in payments, since these services
previously had no work relative value units assigned.

e In 2005 and 2006, the practice relative value units for other drug
administration services will be increased using appropriate
supplemental survey data submitted by March 1, 2004 for 2005 and
March 1, 2005, for 2006. Data is to be accepted only for those
specialties that received 40% or more of their Medicare payments
from drugs and biologicals in 2002, and would not apply to the
ASCO survey submitted by January 1, 2003. The additional
expenditures are exempt from the budget neutrality adjustment for
2005 and 2006.

e The Secretary isrequired to promptly evaluate drug administration
codes to ensure accurate reporting and billing. The codes will be
evaluated under existing processes and in consultation with
interested parties. The additional expenditures are exempt from the
budget neutrality adjustment for 2005 and 2006.

% CRS Report RL31419, Medicare: Payments for Covered Part B Drugs, by Jennifer
O’ Sullivan.
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e Other servicespaid under the nonphysician work pool methodology
(applicableto services for which no work relative values have been
assigned) will be unchanged by the MMA changes.

e Medicare's payment policy, in effect on October 1, 2003, for the
administration of morethan one drug or biological through the push
technique is to be reviewed. Any resulting modification is exempt
from the budget neutrality requirement in 2004.%’

e The drug administration payments otherwise calculated are to be
increased by 32% in 2004 and 3% in 2005. This is labeled a
transitional adjustment and is intended to offset the effects of the
reduction in payments for covered Part B drugs.

e The Secretary is prohibited from making payment adjustments for
drugs in 2004, unless a concurrent adjustment is made in the
calculation of practice expenses as required by Section 303(a).
(Section 303(f) of MMA).

It should be noted that Section 303(j) of MMA limitsthe application of Section
303 to the specialties of hematology, hematol ogy/oncology and medical oncology.
Section 304 of MMA specifies that the provisions of Section 303 apply to other
speciaties. As noted in the conference report on the bill, this alowed CBO to
provide one estimate for the impact of the provisions on oncologists and another
estimate for the impact on other specialties.

CBO estimated that for oncologists under Section 303, the net impact of the
revisions in the payment for drugs coupled with the increases in payments for the
administration of drugswas a savings of $0.9 billion over the 2004-2008 period and
$4.2 billion over the 2004-2013 period. For other specialties, the savings under
Section 304 totaled $2.2 billion over the 2004-2008 period and $7.3 billion over the
2004-2013 period.

Studies and Reports
MMA requiresthefollowing studiesand reportsrelating to physicians services.

e MedPAC is required to review the payment changes made under
Section 303 (drug administration and payment) and report to
Congress by January 1, 2006, on: the quality of care furnished to
individuals; their satisfaction with care; the adequacy of
reimbursement takinginto account geographic variation and practice
size; and the impact on physician practices. MedPAC isrequired to
conduct asimilar study for drug administration servicesfurnished by
other specialties; the report is due January 1, 2007. (Section 303(a)
of MMA).

e GAO isrequired to study and submit a report to Congress by June
8, 2005, on beneficiary access to physicians' services, including
changes in such access over time (Section 604 of MMA).

37 CMS modified the policy, effective Jan. 1, 2004, to allow for the billing for drug
administration through the push technique once per day for each drug administered.
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e The Secretary is required to review and consider alternative data
sources other than those currently used to establish the geographic
index for the practice expense component under the physician fee
schedule. The report is due to Congress by January 1, 2006.
(Section 605 of MMA)

e MedPAC isrequired to submit areport to Congress by December 8,
2004, on the effects of the refinements to the practice expense
component after transitionto thefull resource-based systemin 2002.
Also by December 8, 2004, MedPAC is required to submit areport
to Congress on the extent to which increases in the volume of
services under Part B are the result of care that improves the health
and well-being of beneficiaries. (Section 606 of MMA)

e MedPac is required to study and report to Congress by January 1,
2005 on the feasibility and advisability of paying for surgical first
assisting services furnished by a certified registered first nurse
assistant under Part B. (Section 643 of MMA)

e MedPAC isrequired to study and report to Congress by January 1,
2005, on the practice expense relative values for cardio-thoracic
surgeonsto determineif the values adequately take into account the
attendant costs such physicians incur in providing clinical staff for
patient care in hospitals. (Section 644 of MMA)

e The GAOisrequired to study and report to Congress by December
8, 2004, on the propagation of concierge care and its impact on
beneficiaries. (See Issues section.) (Section 650 of MMA)

Other

MMA includesanumber of additional provisionsréatingto physiciansservices
including:

e Podiatrists, dentists, and optometrists are permitted to enter into
private contracting arrangements. (Section 603 of MMA)

e Medicare payments may be made to an entity which has a
contractual relationship with the physician or other entity (namely a
staffing entity). The entity and the contractua arrangement will
have to meet program integrity and other standards specified by the
Secretary. (Section 952 of MMA)

e The Secretary is required to use a consultative process prior to
implementing any new documentation guidelinesfor eval uation and
management (i.e., visit) services. (See Issues section) (Section 941
of MMA)

e MMA contains a number of additional provisions designed to
address physicians' concerns with regulatory burdens. (Title IX of
MMA)
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Appendix B. Geographic Adjustments
to the Physician Fee Schedule

Section 1848(e) of the Social Security Act requires the Secretary of the
Department of Health and Human Services (HHS) to develop indices to measure
relative cost differences among fee schedul e areas compared to the national average.
Three separate indices are required — one for physician work, one for practice
expenses and one for malpractice costs. The law specifiesthat the practice expense
and malpracticeindicesreflect thefull relativedifferences. However, thework index
must reflect only one-quarter of the difference. Using only one-quarter of the
difference generally means that rural and small urban areas would receive higher
payments and large urban areas|ower paymentsthanif thefull difference were used.
The indices are updated every three years and phased-in over two years.

Legislative Background

The physician fee schedule represented the culmination of severa years of
examination by the Congress, HHS, and other interested partieson alternativesto the
then existing charge-based reimbursement system. In 1986, Congress enacted
legidation providing for the establishment of the Physician Payment Review
Commission (PPRC) to provide it with independent analytic advice on physician
payment issues. A key element of the Commission’s charge was to make
recommendations to the Secretary of HHS respecting the design of arelative value
scale for paying for physicians services. The Commission’s March 1989 report
presented the Commission’ sproposal for afee schedule based primarily on resource
costs. It recommended that theinitial basisfor the physician work component should
be the work done by William Hsiao and his colleagues at Harvard University.

The 1989 PPRC report examined issues related to geographic variations. It
noted that adjustments could be made to reflect nonphysician inputs (overhead costs
such as office space, medical equipment, salaries of nonphysician employees, and
mal practice insurance) and physician inputs of their own time and effort (which is
generally measured by comparing earningsdataof nonphysicians). It concluded that:

Payments under the fee schedule should vary from one geographic locality to
another to reflect variation in physician costs of practice. The cost-of-living
practiceindex underlying the geographic multiplier should reflect variation only
in the prices of nonphysician inputs.®®

PPRC stated that the fee schedule should only reflect variation in overhead costs.
Other observers, however, suggested that since physicians, as well as other
professionals, competein local markets, local market conditions should be reflected
in the payments.

Three congressional committees havejurisdiction over Medicare Part B (which
includes physicians services). These are the House Energy and Commerce, House
Ways and Means, and Senate Finance. Each of these committees considered

% Physician Payment Review Commission, Annual Report to Congress, 1989.
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differing versions of the physician fee schedule as part of the budget reconciliation
process in 1989. Both the Ways and Means Committee measure and the Senate
Finance Committee measure included a geographic adjustment for the overhead and
malpractice components of the fee schedule, but not for the physician work
component. However, the Energy and Commerce Committee version provided for
an adjustment. The Committee noted:

The PPRC, initsannual report for 1989, recommended that the physician work
effort component of the fee schedule not be adjusted at all for geographic
variations, onthe groundsthat the physician’ stimeand effort should begiventhe
same valuation everywherein the country. The Committee does not agree with
this recommendation. The Committee recognizes that the cost-of-living varies
around the country and that other professionals are compensated differently,
based on where they perform their services. The Committee is concerned that,
if no adjustment is made in the physician work effort component, feesin high
cost areas may be reduced to such an extent that physician servicesin such areas
would become inaccessible. The Committee isaso concerned, however, that a
full adjustment of this component, in accord with the index developed by the
Urban Institute, would be disadvantageousto the low valuation areas and would
not serve the Committee's policy goa of fostering a better distribution of
physician personnel. Feesin those areas might be too low to attract physicians
and to resolve problems of access that have occurred.

Theindex chosen by the Committeetriesto balancethese concerns. It makesthe
adjustment in the physician work effort component, but cuts the impact of the
origina Urban Ingtitute index in half.... ¥

The 1989 budget reconciliation bill passed by the Houseincluded boththe Ways
and Means Committee and Energy and Commerce Committee versions of reform.
The Senate Finance Committeeversion wasnot inthe Senate-passed version because
all Medicare and non-Medicare provisions which did not have specific impact on
outlays (and therefore could not withstand a point of order based on the“Byrd rule”)
were struck from the Senate bill. Since the physician payment reform provisions
were designed to be budget neutral they were not included. Therefore, the Senate
physician fee schedule provisions were not technically in conference.

After considerable deliberation, the conference committee approved a
reconciliation bill which included physician payment reform. The conference
agreement provided that one-quarter of the geographic differencesin physician work
would be reflected in the fee schedule. The accompanying report described the
provision but contained no discussion of thisissue.

The recently enacted MMA contained severa provisions relating to the
geographic calculations. Thelaw setsafloor of 1.0 on the work adjustment for the
2004-2006 period. It also raisesthe adjustmentsin Alaskafor the work component,
practi ce expense component, and mal practice component to 1.67 for the 2004-2006
period.

% U.S. Congress, House Committee on the Budget, Omnibus Budget Reconciliation Act of
1989, report to accompany H.R. 3299, Sept. 20, 1989.
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Calculation *°

Work Component. The law defines the physician work component as the
portion of resources used in furnishing the service that reflects physician time and
intensity. The geographic adjustment to the work component is measured by net
income. The data source used for making the geographic adjustment has remained
relatively unchanged since the fee schedule began in 1992. The origind
methodol ogy used median hourly earnings, based on a 20% sample of 1980 census
data of workers in six specialty occupation categories with five or more years of
college. (At thetime, the 1980 census datawere the latest available.) The specialty
categories were: (1) engineers, surveyors, and architects; (2) natural scientists and
mathematicians; (3) teachers, counselors, and librarians; (4) social scientists, social
workers, and lawyers; (5) registered nurses and pharmacists; and (6) writers, artists,
and editors. Adjustmentswere made to produce astandard occupationa mix ineach
area. HHS has noted that the actual reported earnings of physicians were not used
to adjust geographical differences in fees, because these fees in large part are the
determinants of earnings. HHS further stated that they believed that the earnings of
physicians will vary among areas to the same degree that the earnings of other
professionals will vary.

Calculationsfor the 1995 through 1997 indices a so used a 20% census sample
of median hourly earnings for the same six categories of professional specialty
occupations. However, the 1990 census no longer used a sample of earnings for
persons with five or more years of college. For 1990, datawere availablefor all —
education and advanced degree samples. HHS selected the al education sample
because it felt the larger sample size made it more stable and accurate in the less
populous areas. The 1995 through 1997 indices also replaced metropolitan-wide
earningswith county-specific earningsfor consolidated metropolitan stati stical areas
(CMSAs) which are the largest metropolitan statistical areas.

Virtually no changes were made in the 1998 through 2000 work indices from
the indices in effect for 1995 through 1997. Similarly, virtually no changes were
made in the 2001-2003 work indices.* Thiswas because new census datawere not
available. HHS examined using other sources (including the hospital wage index
used for the hospital prospective payment system); however, for avariety of reasons,
it was unable to find one that was acceptable. It felt that making no changes was
preferableto making unacceptabl e changes based oninaccuratedata. It further noted
that updating from the 1980 to 1990 census (for the 1995-1997 indices) had generally
resulted in a small magnitude of changesin payments.

It was expected that the 2004 update would reflect the 2000 census data.
However, CMS stated that the work and practice expense adjustments relied on

“0 Much of the discussion in this section is drawn from: (1) “Medicare Program; Revisions
to Payment Polices Under the Physician Fee Schedule for Calendar Y ear 2001; Proposed
Rule,” 65 Federal Register 44189, July 17, 2000; and (2) “Medicare Program; Revisionsto
Payment Polices Under the Physician Fee Schedule for Calendar Y ear 2001; Final Rule,”
65 Federal Register 65404, Nov. 1, 2000.

“1 In both cases very dight, very technical adjustments were made.
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specia tabulations which had not been completed in time for use in the 2004 fee
schedule. The 2000 datawill be used for 2005 through 2007. The same datasources
and methodology used for the devel opment of the 2001-2003 period were used for
the subsequent period.

Practice Expense Component. Thegeographic adjustment to the practice
expense component is calculated by measuring variations for three categories:
employee wages, office rents, and miscellaneous.

Employee wages are measured using median hourly wages of clerical workers,
registered nurses, licensed practical nurses, and health technicians. Asisthe casefor
calculating the work indices, the 2000 census is used for 2005 through 2007.

Officerentsare measured by using residential fair market rental (FMR) datafor
residential rents produced annually by the Department of Housing and Urban
Development (HUD). Commercia rent data has not been used because HHS has
been unable to find data on commercial rents across al fee schedule areas. HUD
publishesthe dataon ametropolitan areabasis. The 2005-2007 indices are based on
FY 2004 FMR data.

The costs of medical equipment, supplies, and miscellaneous expenses are
assumed not to vary much throughout the country. Therefore, this category has
always been assigned the national value of 1.000.

MMA requires the Secretary to review and consider alternative data sources,
other than those currently used, to establish the geographic index for the practice
expense component. The report is due to Congress by January 1, 2006.

Malpractice component. Malpracticepremiumsareusedfor cal culatingthe
geographic indices. Premiumsare for amature“claims made” policy (apolicy that
covers mal practice claims made during the covered period) providing $1 million to
$3millioncoverage. Adjustmentsaremadetoincorporate costsof mandatory patient
compensation funds. Initialy, premium data were collected for three risk classes:
low risk (general practitioners), moderate risk (general surgeons), and high risk
(orthopedic surgeons). Subsequently datawas collected on more speciatiesand from
moreinsurers. An average of three-years of datais used to smooth out year-to-year
fluctuations. Premiums data for 1996-1998 was used for the 2001-2003 indices.

Only the geographic index for malpractice was adjusted for 2004. Half of the
change wasimplemented in 2004; the other half isto beimplementedin 2005. CMS
indicates that it may make additional changes upon receipt of more recent data.
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Appendix C. Development of Practice Expense
Payment Methodology

Practice Expenses

Background. Therelativevauefor aserviceisthe sum of three components:
physician work, practice expenses, and malpractice expenses. Practice expenses
include both direct costs (such as nurses and other nonphysician personnel time and
medical supplies used to provide a specific service to an individual patient) and
indirect costs (such as rent, utilities, and business costs associated with maintaining
a physician practice). When the fee schedule was first implemented in 1992, the
calculation of work relative value units was based on resource costs. At the time,
there was insufficient information to determine resource costs associated with
practice expenses (and malpractice costs). Therefore payment for these items
continued to be based on historical charges.

A number of observers felt that the use of historical charges provided an
inaccurate measure of actual resourcesused. The Social Security Act Amendments
of 1994 (P.L. 103-432) required the Secretary of Health and Human Services to
develop a methodology for a resource-based system which would be implemented
in CY1998. HCFA (now CMYS) developed a proposed methodology which was
published as proposed rule-making June 18, 1997. Under the proposal, expert panels
would estimatetheactual direct costs(such asequipment and supplies) by procedure;
HCFA then assigned indirect expenses (such as office rent and supplies) to each
procedure. This*bottom up” methodology proved quite controversial. A number of
observers suggested that sufficient accurate data had not been collected. They aso
cited the potential large scale payment reductions that might result for some
physician specialties, particularly surgical specialties.

BBA 97. BBA 97 delayed implementation of the practice expense
methodology while a new methodology was developed and refined. BBA 97
provided that only interim payment adjustments to existing historical charge-based
practice expenses would be made in 1998. It established a process for the
development of new relative valuesfor practice expenses and provided that the new
resource-based system would be phased-in beginning in CY 1999. In 1999, 75% of
the payment would be based on the 1998 charge-based relative value unit and 25%
ontheresource-based relative value. In 2000, the percentageswould be 50% charge-
based and 50% resource-based. For 2001, the percentages would be 25% charge-
based and 75% resource-based. Beginning in 2002, the values would be totally
resource-based.

New Practice Expense Relative Value Units. During 1998, HCFA
devel oped anew methodology for determining relative valuesfor practice expenses.
This methodology, in use since the beginning of the phase-in processin 1999, was
labeled the “top down” approach. For each medical specialty, HCFA estimated
aggregate spending for six categories of direct and indirect practice expenses using
the American Medical Association’s (AMA’s) Socioeconomic Monitoring System
(SMYS) survey dataand Medicare claimsdata. Each of the direct expense totals (for
clinical labor, medical equipment, and medical supplies) wereallocated toindividual
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procedures based on estimates from the specialty’s clinical practice expert panels
(CPEPs). Indirect costs (for office expenses, administrative labor, and other
expenses) are allocated to procedures based on a combination of the procedure's
work relative value units and the direct practice expense estimates. If the procedure
is performed by more than one speciaty, a weighted average is computed; this
averageisbased on the frequency with which each specialty performsthe procedure
on Medicare patients. The final step isabudget neutrality adjustment to assure that
aggregate Medicare expenses are no more or less than they would be if the system
had not been implemented.

Refinements. The “top down” approach was less controversial than the
original “bottom up” approach proposed in 1997. However, a number of groups
continued to express concerns, particularly with the perceived limitations in the
survey data. In 1999, the General Accounting Office (GAO) issued a report on
practice expenses; it had reviewed HCFA’ s methodol ogy and concluded that it was
acceptablefor establishing practice expenserelative values. GAO noted that HCFA
used what were generally recognized as the best available data, namely the SMS
annual survey and CPEP data. However, it noted that several data limitations had
been identified and should be overcome.*

Supplemental Data. During the phase-in period, Congress and others
continued to evidence concern regarding the survey data being used. BBRA 99
required the Secretary to establish by regulation a process (including data collection
standards) for determining practice expenserelative values. Under this process, the
Secretary would accept for useand woul d use to the maximum extent practicable and
consistent with sound data practices, data collected or developed outside HHS.
These outside data would supplement data normally developed by HHS for
determining the practice expense component. The Secretary would first promulgate
the regulation on an interim basisin amanner that permitted submission and use of
outside datain thecomputation of relativevalueunitsfor 2001. The Secretary issued
an interim final rule on May 3, 2000, for criteria applicable to supplemental survey
data submitted by August 1, 2000; in addition a 60-day comment period was
provided on these criteria. The November 1, 2000 final fee schedule regulation for
2001 incorporated modifications to the criteria.

In the November 1, 1999, final fee schedule regulation for 2000, HCFA
accepted supplemental survey data from thoracic surgeons and in the November 1,
2000, final rulefor 2001 accepted supplemental survey datafrom vascular surgeons.
Three organi zations submitted supplemental survey datafor considerationfor usein
2002. However, in the November 1, 2001, final rule for 2002, CM S decided not to
use the data because none of the surveys met all of its stated criteria.®® Thefinal rule

“2U.S. General Accounting Office, Medicare Physician Payments: Need to Refine Practice
Expenses During Transition and Long Term. Report to Congressional Committees,
GAO/HEHS-99-30, Feb. 1999.

* U.S. Department of Health and Human Services, Centers for Medicare and Medicaid
Services. Medicare Program; Revisionsto Payment Policiesand Five-Year Review of and
Adjustments to the Relative Value Units Under the Physician Fee Schedule for Calendar
Year 2002; Final Rule, 66 Federal Register 55245, Nov. 1, 2001.
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issued December 31, 2002 for 2003 accepted supplemental survey datafrom physical
therapists.

MMA required CM Sto use, beginning January 1, 2004, survey data submitted
by January 1, 2003 on practice expenses for oncology drug administration services.
In effect, thisrequired the use of data submitted by the American Society of Clinical
Oncology. The revised 2004 fee schedule regulation, issued January 7, 2004,
provides for the use of this data.

Other Activities. CMS refines practice expense relative value units on an
ongoing basis. Assisting in this process is a multispecialty subcommittee of the
AMA’s RUC. This subcommittee, the Practice Expense Advisory Committee
(PEAC), reviews CPEP clinical staff, equipment, and supply data for physicians
services. It makes recommendations to CMS based on this review. CMS has
implemented most of the refinements recommended by the RUC and PEAC.
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Appendix D. Private Contracting Rules

Private Contracting

Private contracting istheterm used to describe situationswhere aphysician and
apatient agree not to submit aclaim for a service which would otherwise be covered
and paid for by Medicare. Under private contracting, physicians can bill patients at
their discretion without being subject to upper payment limits specified by Medicare.
HCFA (now CMYS) had interpreted Medicare law to preclude such private contracts.
BBA 97 included language permitting alimited opportunity for private contracting,
effective January 1, 1998. However, if and when a physician decides to enter a
private contract with a Medicare patient, that physician must agree to forego any
reimbursement by Medicarefor all Medicare beneficiariesfor two years. The patient
isnot subject to the two-year limit; the patient would continueto be able to see other
physicians who were not private contracting physicians and have Medicare pay for
the services.

How Private Contracting Works. HCFA issued regulations November 2,
1998 (as part of the 1999 physician fee schedul e regulations) which clarified private
contracting requirements. The following highlights the major features of private
contracting arrangements.

e Physicians and Practitioners. A private contract may be entered
into by a physician or practitioner. Physicians are doctors of
medicine and osteopathy. (BBA 97 did not include chiropractors,
podiatrists, dentists, and optometrists. MMA includesthese limited
license practitioners, except for chiropractorswho remain unableto
enter into private contracts) Practitioners are physician assistants,
nurse practitioners, clinical nurse specialists, certified registered
nurse anesthetists, certified nurse midwives, clinical psychologists,
and clinical social workers.

e Beneficiaries. Private contracting rules apply only to persons who
have Medicare Part B.

e Contract Terms. The contract between a physician and a patient
must: (1) be in writing and be signed by the beneficiary or the
beneficiary’s legal representative in advance of the first service
furnished under the arrangement; (2) indicate if the physician or
practitioner has been excluded from participation from Medicare
under the sanctions provisions; (3) indicate that by signing the
contract the beneficiary agrees not to submit a Medicare claim;
acknowledges that Medigap plans do not, and that other
supplemental insurance plans may choose not to, make payment for
services furnished under the contract; agrees to be responsible for
payments for services, acknowledges that no Medicare
reimbursement will be provided; and acknowledges that the
physician or practitioner is not limited in the amount he or she can
bill for services; and (4) state that the beneficiary has the right to
obtain Medicare-covered items and services from physicians and
practitioners who have not opted-out and that the beneficiary is not
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compelled to enter into private contracts that apply to other services
provided by physicians and practitioners who have not opted-out.
A contract cannot be signed when the beneficiary is facing an
emergency or urgent health care situation.

Affidavit. A physician entering into a private contract with a
beneficiary must filean affidavit withtheMedicare carrier within 10
days after the first contract is entered into. The affidavit must: (1)
provide that the physician or practitioner will not submit any claim
to Medicare for two years, (2) provide that the physician or
practitioner will not receive any Medicare payment for any services
provided to Medicare beneficiaries either directly or on a capitated
basis under Medicare Advantage; (3) acknowledge that during the
opt-out period services are not covered under Medicare and no
M edi care payment may be made to any entity for hisor her services;
(4) identify the physician or practitioner (so that the carrier will not
make inappropriate payments during the opt out period); (5) befiled
with all carriers who have jurisdiction over claims which would
otherwise be filed with Medicare; (6) acknowledge that the
physician understands that a beneficiary (who has not entered a
private contract) who requires emergency or urgent care services
may not be asked to sign a private contract prior to the furnishing of
those services, and (7) be in writing and be signed by the
practitioner.

Effect on Non-Covered Services. A private contract is unnecessary
and private contracting rules do not apply for non-covered services.
Examples of non-covered services include cosmetic surgery and
routine physical exams.

Services Not Covered in Individual Case. A physician or
practitioner may furnish a service that Medicare may cover under
some circumstances but which the physician or practitioner
anticipates would not be considered “reasonable and necessary” in
the particular case (for example, multiple visits to a nursing home).
If the beneficiary receives an Advance Beneficiary Notice” (ABN)
that the service may not be covered, a private contract is not
necessary to bill the patient if the claim is subsequently denied by
Medicare. There are no limits on what may be charged for the non-
covered service.

Medicare Advantageand Private Contracting. A privatecontracting
physician may not receive payments from a Medicare Advantage
(formerly Medicare+Choice) organization for Medicare-covered
services provided to plan enrollees under a capitation arrangement.
Ordering of Services. Medicare will pay for services by one
physician which has been ordered by a physician who has entered a
private contract (unless such physician is excluded under the
sanctions provisions). The physician who has opted out may not be
paid directly or indirectly for the ordered services.

Timing of Opt-Out. Participating physicians can enter a private
contract, i.e., “opt out,” at the beginning of any calendar quarter,
provided the affidavit is submitted at least 30 days before the
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beginning of the selected calendar quarter. Nonparticipating
physicians can opt out at any time.

e Early Termination of Opt-Out. A physician or practitioner can
terminate an opt-out agreement within 90 days of the effective date
of the first opt out affidavit. To properly terminate an opt-out, the
individual must: (a) notify all carrierswith which heor she hasfiled
an affidavit within 90 days of the effective date of the opt-out
period; (b) refund any amounts collected in excess of the limiting
charge (in the case of physicians) or the deductible and coinsurance
(inthecaseof practitioners); (c) inform patientsof their right to have
their claims filed with Medicare for services furnished during the
period when the opt-out was in effect.

Issues. Prior to passage of the BBA provision, HCFA had interpreted
Medicarelaw to preclude private contracts. Proponentsof private contracting argued
that private contracting is a basic freedom associated with private consumption
decisions. Patients should be allowed to get services from Medicare and not have
Medicarebilled for the service. Advocatesof private contracting generally object to
Medicare's payment levels and balance billing limitations. They state that if
Medicareisnot paying the bill, physicianswho chooseto private contract should not
be governed by Medicare srules.

Opponents of private contracting contend that the ability to enter into private
contracts benefits the pocketbooks of physicians and creates a “two-tiered system”
— onefor thewealthy and one for other Medicare eligibles. The two-tiered system
would allow weslthier beneficiaries to seek care outside of Medicare and could
conceivably create a situation where only wealthier beneficiaries have accessto the
Nation’s, or an ared’ s, leading specialistsfor amedical condition. A further concern
is that beneficiaries living in areas served by only private contracting specialists
would be unableto afford the bill (which could be any amount) and therefore forgo
needed care.

The BBA 97 provision provided alimited opportunity for private contracting.
However, the two-year exclusion proved very controversial. Proponents of private
contracting viewed the two-year exclusion as a disincentive to enter these
arrangements. They argued that physicians should not be excluded entirely from
Medicare because of their decisionto contractinanindividual case. Other observers
were concerned that removal of the two-year limit would place beneficiaries at risk.
They contended that more physicianswould el ect to private contract if they could do
it on aservice-by-service basis. Beneficiariesmight not know sufficiently in advance
whether or not a particular service would or would not be paid by Medicare.
Following enactment of the private contracting provisionin 1997, some effortswere
made to eliminate the two-year exclusion. However, the provision has not been
amended or repealed, except for the MMA provision allowing podiatrists, dentists,
and optometrists to private contract.



