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Executive Summary

In this report, “State-based Hospital Rate Setting: What Worked, What Didn’t, and What We
Need to Do Now,” we chronicle the past U.S. experience with state-based mandatory gov-
ernment regulated hospital pricing systems, how they were designed, what approaches were
most successful, what policy goals were achieved, and what key weaknesses led to the demise
of most of the systems. Although the U.S. currently employs government-administered pricing
systems for Medicare and Medicaid, only of Maryland operates an all-payer government rate
regulated system for hospital services.

We compare the experiences of six state and regional rate setting models including the rela-
tive success of the Maryland and Rochester, New York all-payer demonstrations to the failed
Washington state all-payer hospital rate setting model. We find that past hospital rate setting
systems prioritized and demonstrated success in seven areas: 1) cost containment, 2) improved
access, 3) improved payment equity and fairness, 4) improved financial stability of hospitals,

5) increased quality of care and technology diffusion, 6) the ability to accommodate delivery
system changes, and 7) the ability to support payment innovation.

Using experience from previous rate-setting models, we describe best practices for states con-
sidering rate-setting models. We conclude by arguing that hospital rate setting worked well

in the past in the U.S. and has worked effectively in other OECD countries for decades. The
longer the U.S. waits to follow the successes of these examples of successful regulatory efforts,
the more drastic will be the required governmental interventions.
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I. Introduction

The U.S.'s current and persistent hospital price, spending, and operational cost growth prob-
lems are most acute in the private health insurance sector, where decades of merger and
acquisition activity by U.S. hospitals since the late 1990s have resulted in most hospital markets
being highly concentrated.’ Such market concentration, which continues today,? has allowed
hospitals to secure dominant market positions vis-a-vis private health insurers in most U.S. mar-
kets, enabling them to negotiate high and rapidly rising prices over time.

While U.S. hospital pricing power is primarily a result of an increasingly concentrated hospital
industry over the past three decades, the ability of consolidated U.S. hospitals to charge su-
pracompetitive prices may have been enhanced by the passage of the Patient Protection and
Affordable Care Act (ACA)." While the ACA greatly expanded health insurance coverage to pre-
viously under- and uninsured individuals, the lack of effective policy measures to control prices
greatly enhanced the pricing power of these already dominant hospitals and health systems
and led to an acceleration in hospital price growth since the ACA was implemented in 2014.3
Anderson et al. noted that higher prices for health services in this country are the primary rea-
son for the difference in health care costs per capita between the U.S. and other Organization
for Economic Cooperation and Development (OECD) countries, and they estimated that the
excess total health care spending (including both hospital and non-hospital care) due to higher
prices in the U.S. was $630 billion per year."*

In the first paper in this series, “Americans Always do the Right Thing,” we reviewed the re-
search evidence to determine that most of the increase in hospital spending each year comes
directly from individuals and families through either increased insurance premiums, increased
cost-sharing, reduce coverage, lower real wage growth or reductions in employment.>¢ This
massive, yet largely unknown transfer of wealth from U.S. citizens to the providers of care is
primarily concentrated among individuals with lower incomes.®

i As discussed extensively in the first paper in this series, “Americans Always do the Right Thing,” moral
hazard is a circumstance where insured patients tend to overconsume health care services because
insurance coverage shields them from the direct cost implications of high medical prices. Thus, the ACA,
which greatly expanded insurance coverage for many millions of Americans, effectively steepened the
demand curve faced by dominant hospitals and health systems, greatly augmenting their pricing power.

i Anderson estimated “excess” total health care spending in the U.S. due to higher prices by comparing
it to another high-income country, Switzerland (see OECD data).
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Given the bleak federal budget deficit outlook over the next two decades and the lack of
effective price and spending controls which have allowed consolidated health systems to drive
extremely high and rapidly rising hospital prices in the U.S.,” we argue that the U.S. is in urgent
need of a system of regulated mandatory government administered price regulatory systems
to stem the outrageous growth in hospital prices and spending in the U.S. Because of the
polarized political climate in Congress, these efforts can also be most feasibly implemented by
states that are most impacted by high and rising hospital prices and spending.

In this report, “State-based Hospital Rate Setting: What Worked, What Didn’t, and What We
Need to Do Now,” we chronicle the past U.S. experience with state-based mandatory gov-
ernment regulated hospital pricing systems, how they were designed, what approaches were
most successful, what policy goals were achieved, and what key weaknesses led to the demise
of most of the systems. Although the U.S. currently employs government-administered pricing
systems for Medicare and Medicaid, only Maryland operates an all-payer government rate-reg-
ulated system for hospital services. We also compare the relative success of the Maryland and
Rochester, New York all-payer demonstrations to the failed Washington state all-payer hospital
rate setting model.

II. Overview of Hospital Rate Setting in the United States

A. Impetus for Hospital Rate Setting in the 1970s

In the late 1960s and early 1970s, much like the present day, health policymakers and federal
and state legislators observed that the market for hospital services was failing to operate in an
effective and efficient way. Payment methods in place were not adequately controlling hospital
spending growth and rapid increases in spending on hospitals by both public and private pay-
ers was greatly eroding the affordability of insurance for most citizens. Rapid hospital spending
growth was fueled by several factors, but the most prominent cause was the highly inflationary
use of cost-based payment methods. In the mid-1960s, the U.S. established the Medicare and
Medicaid programs, agreeing to pay hospitals on the basis of “reasonable costs” incurred in
treating beneficiaries. Payment based on hospitals’ historical costs was one of the concessions
that was made to guarantee extensive provider participation in the new systems. Under a
cost-based payment method, Medicare, Medicaid, or Blue Cross would pay for almost any ex-
pense incurred in an allowable cost category in a prior year.? In the late 1960s and early 1970s,
health economists recognized that cost-based payment methods represented a completely
“open-ended” financing system, devoid of incentives for hospitals to improve their operating
efficiency. Under cost-based reimbursement, hospitals were assured that they would be paid
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for virtually all cost increases incurred and any attempt to economize on costs would result in
lower payments in future years.

The new Medicare and Medicaid programs also greatly increased the demand for hospital
services in the mid-1960s and 1970s, and rapid spending growth for these programs created
budget problems at both the state and federal levels. In addition, different payers — Medicare,
Medicaid, Blue Cross Plans and other commercial insurers — all paid hospitals at different rate
levels. Thus, the payment system for hospital services was highly inequitable, with some pay-
ers, particularly the charge-based non-Blue Cross commercial payers, paying more than their
fair share of hospital costs and cross-subsidizing other payers (Medicaid and Blue Cross) that
were paying far less than their fair share.

Although Medicare and Medicaid greatly expanded access to health insurance, many lower-in-
come citizens did not qualify for the Medicaid program and were unable to afford insurance.
Hospitals that served large numbers of lower-income patients generated large amounts of bad
debts (uncollected accounts) and charity care, collectively referred to as Uncompensated Care
(UC). Thus, in addition to high and rapid increases in hospital spending occurring generally
across the U.S., a subset of hospitals serving low-income patients experienced significant finan-
cial difficulties.

Given these collective problems, policymakers at both the state and federal levels articulated
an imperative for government intervention to correct deficiencies in the marketplace and enact
policies to constrain the rapid growth in spending on hospital services. The rationale for limited
governmental intervention in health care markets is based on two premises: 1) health care is

an essential public service that should be available to all citizens (most developed nations and
societies see access to affordable and available health care as a “right” for all its citizens); and
2) health care markets suffer from the presence of “market failures” that lead to market out-
comes, such as the development of non-competitive provider markets, and as a result, do not
function efficiently or effectively. These circumstances parallel those for the services supplied by
a gas or utility company where a dominant entity, a gas or electric company, provide essential
utility services to the public. Public Utility Regulatory Commissions were established to allow a
public utility to operate with limited competition and enjoy its associated “economies of scale”
and use government price regulation and other oversight to ensure that citizens have access

to such a crucial good or service at an affordable price. A similar rationale led to a public utility
model for regulating the hospital industry in the 1970s and 1980s.?
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1. Interest in a Public Utility Model of Rate Regulation for Hospital
Services

Because hospital markets did not function efficiently and the public needed reliable and ef-
fective hospital services, economists in the 1970s and 1980s believed there was a role for
regulation to promote the competitive process by correcting for market failures and creating
incentives for market participants to allow for the realization of certain key economic and social
goals.” These key economic and social goals included:

1. the right of all citizens (including lower income individuals without the means to pay) to
obtain these crucial services on an affordable basis,

2. equity and affordability in the pricing of these essential services,

3. financial predictability, stability, and adequacy for entities providing these essential
services, and

4. public accountability of all parties, including both the regulated entities producing the
identified public service (i.e., a gas or electric company) and the Public Service Commis-
sion itself.

The problems with the affordability, availability, and financing of hospital services in the U.S. in
the wake of the expansion of hospital insurance following the implementation of the Medicare
and Medicaid programs, and the public need to achieve the four goals articulated above, led
several states to implement a “Public Utility Model” of rate regulation for hospital services.

2. Origins of Cost-Based Payment and a Shift to Prospective Payment

During an era of rapid overall price inflation in the early to mid-1970s, that was driven in large
part by oil price shocks, spending on hospital care increased at 12 to 13 percent nationally. In
some states, such as Maryland, hospital spending grew at an astounding 24 to 26 percent."
During this time, the U.S. also experienced a situation where public and private payers paid at
very different levels to hospitals, with governmental payers and the large Blue Cross plans in
each state generally paying below the price levels of commercial insurers. Thus, the situation
was ripe for states to develop a public-utility style hospital rate setting system to address the
key problems of uncontrolled hospital price and spending growth, inequitable payment levels
by different payers, the absence of mechanisms to pay for hospital uncompensated care, and
the absence of predictable financing environment for hospitals to operate effectively and effi-
ciently.
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In response to rapid year-over-year increases in spending on hospital care, in large part pre-
cipitated by the lack of effective cost-control incentives under cost-based payment models,
both the federal government and state governments began to encourage the development of
“prospective payment systems” in which a hospital’s rates were set prospectively at the be-
ginning of a year and kept in place for the entire year regardless of the hospital’s cost levels.
Prospective payment thus contained strong incentives for hospitals to reduce their operating
costs during a year, in order to earn a profit. In this way, prospective payment mimics the oper-
ations of a competitive market to set a prospective constraint on prices, thus imposing strong
incentives on businesses producing and selling goods and products in a competitive market to
constrain their costs.

3. Growing Interest in Prospective Rate Setting and Success of Mandatory
Rate Systems

Interest in state-based hospital rate setting was high throughout much of the 1970s and 1980s
both at the state and federal level as policymakers sought means to control rapidly rising hos-
pital costs, particularly inpatient hospital cost growth. Federal policymakers sought to encour-
age state development of prospective payment systems. In the 1972 amendments to the Social
Security Act,’? Congress gave states the authority to experiment with new ways to control rising
hospital costs, including prospective payment methods. Despite the hostility of the Reagan
administration to rate regulation, Congress also passed amendments to the Social Security Act
in 1983 that directed the Healthcare Care Financing Administration (HCFA, the agency that ran
the Medicare program) to grant Medicare Waivers to states seeking to establish all-payer rate
setting systems.

The first prospective payment systems in the U.S. were implemented on a regional basis in
Southwest Ohio in 1948 and in Indiana in 1970." At the overall state level, New York state es-
tablished a mandatory (e.g., enforced by state law and regulation) prospective payment system
for hospitals in the early 1970s." By 1980, with strong encouragement by the federal govern-
ment, more than 30 states adopted some form of prospective rate setting or hospital budget
control. Prospective payment regulation was “the center of the policy paradigm for controlling
health care costs during the 1970s.”"* During this time period, the American Hospital Associa-
tion actively supported the development of state-based hospital rate setting systems in part as
a means to help avoid the imposition of a national hospital payment model. Additionally, the
Health Insurance Association of America (HIAA) strongly supported state-based rate setting, as
did most labor unions and many business coalitions in various states.'
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4. The Need to Fund Uncompensated Care and Narrow Wide Payment Dif-
ferentials Among Payers

Another key factor encouraging states and hospitals to adopt state-based rate setting systems
during this time was the gradual erosion of the Medicaid program that provided coverage to
low-income patients. While most state Medicaid programs started with liberal eligibility pro-
visions in 1965-66, the income eligibility standards remained largely constant even as infla-
tion increased. What started out as a program for the poor became largely a health insurance
program for extremely destitute patients.’ Additionally, the cost-based payment methods of
public payers and the large Blue Cross plans that paid hospitals based on “eligible hospital
historical costs” did not permit uncompensated care to be a reimbursable expense. By the
early 1970s, nearly 80 percent of payments to hospitals came from cost-based payers that paid
nothing for hospital bad debt and charity care. As a result of the inability to fund uncompen-
sated care, many hospitals operating in indigent areas of the state, serving large proportions of
Medicaid and uninsured patients, were increasingly on the verge of financial bankruptcy.

Accordingly, hospitals and hospital associations during this time became frantic to devise a
payment mechanism to pay for the treatment of underinsured and uninsured patients.’ For
instance, the Maryland Hospital Association’s (MHA) strongly supported rate setting in Mary-
land and emphasized the need to finance hospital uncompensated care as a rationale for the
creation of state-based regulated hospital payment systems." Interestingly, the MHA wrote and
introduced the Maryland Rate Commission’s enabling legislation.

Several other states, such as New York, experienced growing differences in the payment
amounts paid by Blue Cross and Medicaid and those paid by other commercial payers. When
establishing their prospective and regulated payment model, New York linked its payment
policies for Blue Cross plans to the prospective payment methods used in the state’s Medicaid
program. After a severe fiscal crisis in New York in the early 1970s, the state cut its hospital
payments for the Medicaid program. Because Blue Cross plan payments were tied to those for
Medicaid patients, Blue Cross plan payments were also significantly below the payments made
by other commercial insurers, many of whom paid hospitals based on their posted charges.
These growing payment disparities generated support from other commercial payers and the
business community for the development of state-based rate systems that might narrow these
payment differentials.’?

Many states were moving toward some form of prospective payment in the early to mid-1970s.
By 1980 more than half of the states had established some form of hospital rate setting, but
only eight states — Connecticut, lllinois, Maryland, Massachusetts, New Jersey, New York, Wash-
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ington, and Wisconsin — had mandatory rate review programs and enforced compliance with a
state rate setting authority. The Rochester and Finger Lakes hospital global budget demonstra-
tions under the auspices of Medicare and the New York Department of Health also were initiat-
ed during this time."®

B. The Rise and Fall of State-Based Hospital Rate Setting

The early rate setting and rate review systems were highly variable. Some state payment mod-
els set prospectively determined service-specific rates while others engaged in a review and
approval of annual hospital budgets. Most state models were voluntary, allowing hospitals to
choose whether to participate or comply. However, voluntary review models were not success-
ful in constraining the growth in hospital spending and operating costs. Hospitals in voluntary
systems that felt unduly constrained by the voluntary rates or budget limits simply refused to
comply or ended their participation in the voluntary program.

Mandatory state-based hospital rate setting was first developed in New York state in 1970

and eventually housed in the state Department of Health and covered hospital rates paid by
Medicaid and Blue Cross. Massachusetts also created an independent rate setting commission
around this time to approve Blue Cross contracts with all Massachusetts hospitals and set rates
for Medicaid beginning in 1975. New Jersey similarly began setting rates in 1974 for only Blue
Cross and Medicaid, under the authority of the state Department of Health. Independent com-
missions with the authority to set rates for non-Medicare payers in Maryland, Washington, and
Connecticut also started setting rates in 1974, 1975, and 1976, respectively.” Two regional rate
setting systems, in Rochester, New York, and the Finger Lakes area of New York, were estab-
lished in 1980 with the goal of demonstrating that hospital cost containment could be achieved
through the use of community-wide, all-payer hospital global budgets. Although the Roches-
ter and Finger Lakes hospital global budget demonstrations were both technically voluntary
systems, these demonstrations operated based on regulatory authority granted to the system
by both the New York Department of Health and HCFA, the Medicare regulatory agency. The
state of West Virginia also operated a hospital rate setting system applicable to private insur-
ers (including Blue Cross plans) from 1985 to 2016. All of these regulatory governance systems
were similar to Public Service Commissions, established to set rates for public utility services.™
Section II.C describes each of these rate setting systems in more detail.

Four circumstances influenced the development of these programs. First, faced with opposition
to raising taxes, state legislatures and governors actively supported them as a means of con-
trolling fast-rising Medicaid expenditures. Second, local stakeholders, including hospitals, were
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increasingly concerned about the possibility of major payment limits being imposed by the
federal government across both commercial and public payers. Policymakers and key constitu-
ents in these areas felt that the development of locally designed rate setting systems would be
more responsive to the state’s unique circumstances and challenges, rather than having a rate
setting system imposed on the state by the federal government. Third, the cost-based Blue
Cross contracts with hospitals, which were mandated by state statutes, led hospitals to dramat-
ically raise their charges to other commercial payers to fund care to uninsured patients. Fourth,
as noted, the cost-based payment methodologies of the public payers and most Blue Cross
plans were highly inflationary and lacked any incentives for hospitals to be efficient.™

The literature on the cost effectiveness of mandatory state-based rate setting during the late
1970s and early 1980s concluded that growth in expenses per day, per admission, and per cap-
ita was substantially lower in those states than in states without these systems.?’ Notably, only
the mandatory systems, where hospital and payer participation and compliance with estab-
lished rates were enforced by state law, demonstrated a clear ability to control hospital price
and spending growth.™ The conclusion that mandatory provider rate regulatory systems are
superior to voluntary models has been reinforced by failed voluntary cost control efforts of U.S.
hospitals following President Carter's defeated national mandatory all-payer hospital rate set-
ting legislation in 1977 and 1979 and more recent alternative payment models by the CMMI.?!
After 1980, states entered a more mature phase of rate-setting by refining and strengthening
rate setting methodologies. States with rate setting systems also attempted to improve payer
equity by reducing the payment differentials and expanding mechanisms to more equitably
fund uncompensated care. This period was also characterized by tightened rate setting con-
straints and the development of more aggregated/bundled payment structures using diagnosis
related groups (DRGs)."?

With the exception of Maryland, state statutes prescribed most of the key standards, formulas
and factors used in the rate setting process. To respond to unanticipated problems, changes
in the delivery system or complaints by each state’s largest and most powerful hospitals, New
York, New Jersey, and Massachusetts enacted periodic and sweeping legislative changes over
several years that transformed rate setting methods, sometimes in dramatic ways.'? As these
state’s rate setting statutes evolved, with periodic revisions to statutes every two to three years,
they became increasingly complex. Hospitals in Massachusetts and New York complained they
could not understand the system and critics pointed out that incentives do not work if they are
not comprehensible. Lawmakers in New Jersey established an appeals process to allow hos-
pitals to seek relief for cost overruns related to factors such as nursing shortages and the AIDS
epidemic, but a flood of 2,000 appeals from the state’s 85 hospitals led to regulatory gridlock.
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Countervailing pressures caused system changes to placate one interest group at the cost of
losing support from others.??

Such regulatory complexity is a phenomenon referred to as “Regulatory Failure,” where com-
plex regulatory systems tend to become more complex due to repeated tinkering by regulatory
authorities, usually in response to concerted complaints by the regulated industry. This circum-
stance slowly erodes the effectiveness of regulatory systems, because the regulated industry
can no longer understand and respond to the financial incentives embodied in the system.

Because of the increasingly poor cost control of the state-based regulatory systems in New
York, New Jersey, and Massachusetts, the coalitions of hospitals, insurers, and employers that
had come together to support rate setting began to unwind. Simultaneously, the growth of
managed care and the success of health maintenance organizations (HMOs) at driving down
provider payments gave critics of rate setting an argument that the market could control costs
better. John McDonough, who studied the history of state-based hospital rate setting exten-
sively, observed that the debate over rate setting during this time, could also be viewed as

a "microcosm of the larger debate over the efficacy of the market versus regulation to make
health care affordable.”' The political winds, as exemplified by the “Reagan Revolution,” were
turning against government action to solve economic problems. Following the election of Re-
publican governors in Massachusetts and New York in the early 1990s, hospital rate setting was
abandoned in Massachusetts in 1991 and in New York in 1997. Most of the other rate setting
states, except for Maryland and West Virginia, joined the exodus.'?

Although some degree of regulatory failure undermined the effectiveness of these systems

to constrain hospital prices and spending, the primary reason for the abandonment of these
systems was the gradual erosion of strong backing from a broad coalition of stakeholders. This
support had been central to providing the rate setting agencies and commissions the political
cover necessary to maintain tight and effective systems.'? The political power of hospitals, cou-
pled with the weakening of businesses’ support for rate setting, made rate systems politically
vulnerable. Support also eroded because the Reagan administration’s antipathy for government
regulatory interventions led to an increasing preference for the use of market mechanisms to
control costs by businesses and legislators. This preference led to a support for increases in
managed care plans, which were effective for a time but ultimately generated backlash from
both consumers and providers to some of its perceived intrusions into care delivery.'?

The development of the Medicare Prospective Payment System (PPS) for inpatient hospital
services in 1983-84, also contributed to the disruption of many rate-setting systems. The early
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Medicare PPS contained excessively generous payments to teaching hospitals for the costs of
medical education, causing the major teaching hospitals to reject their state’s Medicare Waivers
and instead opt for the higher paying federal PPS system. This overpayment by Medicare for
teaching was subsequently reversed by the Medicare agency in later versions of the PPS, but
the overpayment contributed to destabilizing the waivers that allowed all-payer state-based
hospital rate setting systems.?

In the end, Massachusetts, New York, and New Jersey abandoned rate-setting because their
systems became too complicated and were not well-understood by hospitals and payers who
struggled to respond to the key incentives of the rate setting methodologies. Politically mo-
tivated legislative changes, initiated by the hospital industry, and general political pressure
applied to the regulatory agencies to increase the revenues to hospitals contributed to the
regulatory failure and undermined these rate setting systems.

In contrast, the rate setting systems in Rochester and the Finger Lakes region ended largely
because the most influential hospitals in these regions believed they could earn more money
from the new Medicare PPS if they abandoned their Medicare Waivers. These events caused
the coalitions that supported the development of these system to fall apart, and the rate model
ended in 1990.2

Rate setting in Maryland continued because of sustained support from hospitals, payers, busi-
ness, labor, and the legislature. This support persisted in Maryland both because the system
was less complicated and less intrusive than rate setting approaches in other rate setting states,
and because the state’s Medicare Waiver afforded the state much higher Medicare reimburse-
ments than those in other states.” The additional reimbursement afforded Maryland hospitals
under the Medicare waiver was the lynchpin that led to continued support of the system by key
constituents, particularly the hospitals, governor, and state legislature. These constituents had
a strong “fear of the alternative” situation, where the state would lose its waiver and enhanced
payments if the rate-setting system was dismantled. In the future, states attempting to develop
all-payer rate systems will likely not be able to duplicate this highly favorable arrangement with
Medicare, but states may adopt similar “fear of the alternative” dynamic that will help solidify
political support for rate setting in the future.

C. Detailed Description of State-Based All-Payer Rate Setting
Models

In this section, we describe the experiences of six of the most successful rates setting systems:
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1) Maryland, 2) Washington State, 3) New York State, 4) the Rochester, New York region, 5) New
Jersey, and 6) Massachusetts.

1. Maryland i

Maryland was one of the first states to set hospital rates and began setting rates in 1974. With
the approval of the state’s Medicare waiver in 1977, Maryland successfully expanded the rate
system to cover all-payers, including Medicare and Medicaid. Unlike laws enabling rate setting
programs in other states, the Maryland statute contained very broad language describing the
key legal authorities of the state regulatory agency — the Health Services Cost Review Com-
mission (HSCRC), and gave the agency broad powers to collect necessary health care data and
enforce compliance from hospitals.”™ The state’s Medicare waiver ensured that all payers in
Maryland contributed equitably to the financing of hospital uncompensated care, through an
assessment or add-on to hospital each hospital’s rates. Additionally, when the state finalized
its waiver agreement with the Medicare agency in 1977, there were relatively small payment
differences among public and private payers; Medicare and Medicaid paid rates that were
only 6 percent lower than the rates paid by Blue Cross and commercial insurers. The HSCRC
established rates that continued to narrow these payment differentials and the similar rates for
all-payers contribute to the perception that Maryland has the most equitable hospital payment
system in U.S. history.

In the early days of rate setting in Maryland, the regulatory system emphasized the need to
operate less intrusively and avoided telling hospital managers how to allocate hospital resourc-
es and make key operating decisions. Instead, the HSCRC established macro-level controls,
incorporated financial incentives in the key rate methodologies, and used automatic, formu-
la-based systems for setting and updating hospital rates. This formula-based approach meant
that HSCRC staff didn't need to do detailed line-item and cost center reviews, which were
time consuming and often very contentious. Instead, the HSCRC compared hospitals to macro
level standards of efficiency and used rewards and penalties in the formula-based system to
encourage hospitals to control their costs and meet other HSCRC policy goals. Maryland also
engaged in significant payment innovation, particularly in the early years, and developed the
first DRG-based hospital inpatient payment system, a Volume Adjustment System that curbed
hospitals’ incentives to increase volumes unnecessarily. Maryland also established a quality
performance incentive system that rewarded and penalized hospitals for their performance

iii Much of this section is based on the experience of the author having worked for the Maryland Hospital
Rate Setting Agency from 1993 to 2011.

THE SOURCE S iassnm e

ON HEALTHCARE PRICE & COMPETITION




on certain quality measures. The state moved to fixed hospital global budgets for all hospitals
in Maryland in 2014 under a newly approved Centers for Medicare and Medicaid Innovation
(CMMI) demonstration model.

Because of its flexible and formula-based approach and introduction of new and effective
incentive-based payment mechanisms, Maryland had favorable hospital spending on both a
per case and per capita basis relative to non-rate setting states over the period 1976 to 1992.%
Since 1992, Maryland's price and spending control was more spotty, as the hospital industry
put pressure on the rate setting commission to drastically loosen rate setting constraints. This
performance caused the system to flirt with termination of the state’s Medicare Waiver, but re-
cent evaluations of Maryland's demonstration model showed the state saved Medicare money
and met its all-payer growth rate limits.?

In addition to cost containment success, the state’s original control of service-specific hospi-
tal unit rates also allowed the state to set rates that approximate hospital costs and prohibit
cross-subsidization of hospital services prices from revenue center to another. These require-
ments for the Maryland system were set by statute and, combined with very small payment
differentials between Medicare, Medicaid, and commercial payers resulted in the most equi-
table payment system in the U.S." Finally, the state maintained an equitable system of funding
reasonable levels of hospital bad debt and charity care.

While other states experienced a so-called “collision” between rate setting and managed care,
Maryland'’s system accommodated initiatives that seek to manage care and reduce the use of
unnecessary services. Maryland regulators saw regulation and market-based competition as
compatible and work actively to promote competitive delivery system changes that promote
the rate-setting system’s goals of improving hospital operating efficiency and encouraging
hospitals to compete on the basis of relative efficiency and quality of care.? Unlike other rate
setting states, Maryland prohibited Health Maintenance Organizations (HMOs) from negotiat-
ing discounts from the regulated payment levels, a practice that was common in other states
and led to the destabilization of both the hospital industry and state rate setting systems. The
presence of hospital rate setting led to an influx of independent and smaller insurance and
managed care companies because smaller insurers could enter the market without the substan-
tial market power required in other states to negotiate reasonable hospital rates. Accordingly,
Maryland had the fourth highest managed care penetration in the US through the late 1990s.

iv While these statutory requirements caused Maryland to establish a very detailed service-specific rate
setting system, this very detailed and rational payment structure would be nearly impossible to duplicate
by other sates today.

THE SOURCE S iassnm e

ON HEALTHCARE PRICE & COMPETITION




Maryland’s experience shows that rate setting can support competition in the private insurance
industry."?

One key but often overlooked component contributing to Maryland’s success is the structure of
the state’s Medicare waiver. The state first negotiated the waiver in 1977, when Medicare pay-
ment levels to Maryland hospitals were about 30 percent higher than hospital payments nation-
ally. The Medicare Agency allowed Maryland to retain these higher payment amounts as long
as Maryland Medicare per case payments grew more slowly than Medicare payments national-
ly. Over the years, this higher Medicare payment has continued to bring significant additional
payment to Maryland hospitals and these additional payments have been the key to Maryland’s
rate setting longevity, galvanizing political support for the system and averting any self-interest-
ed attempts by payers or individual hospitals to dismantle the rate setting system.

While these early vestiges of the Maryland system resulted in an extremely detailed rate setting
structure and a complex system of monitoring compliance, both the HSCRC and the hospitals
quickly adapted to this level of complexity, and the rate setting system functioned well under
the automatic and formula-based system of updating these detailed rates each year. Still, the
underlying unit rate complexity and compliance are not rate-setting features that other states
should now attempt to duplicate, because of their inherent complexity and the huge payment
disparities that now exist across public and private payers. Furthermore, Maryland’s highly
detailed rate system was subsumed by the state’s move to regulate overall hospital global
budgets, including inpatient and outpatient revenues. Other states looking to develop similar
all-payer hospital rate setting systems should prioritize aggregated payment models, such as
global budgets, a more comprehensive cost control system because this model can effectively
control both price and volume growth.

The HSCRC's operation of its global budget demonstration is on-going and, along with the
new focus on rate and revenue compliance at the aggregate hospital global budget level,
Maryland continues to operate its formula-based annual revenue update system successfully.
Although this new demonstration increased complexity in certain aspects of the regulatory
system and created potential challenges with the use of fixed budgets,” the state’s emphasis

v Fixed hospital global budgets are characterized by what is largely a “hard cap” on overall hospital
revenues (i.e., revenues do not vary much with changes in patient volumes). Because these arrange-
ments set what is primarily a rigid cap on revenues, they provide very strong incentives for hospitals to
control volumes and can induce hospitals to stint on care, resulting in increased wait times for services
or attempts to shift care out of the hospital to non-hospital providers. “Flexible” hospital global budgets
increase hospital revenues by the hospital’s variable costs to provide services when volumes increase.
Flexible HGBs also increase payment to hospitals that lose volumes to help them recover funding to
cover their fixed costs.
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on more automatic rate setting techniques, its change in focus from regulating unit rates to
regulating aggregate hospital budgets, and its continued support from all key constituents
mean that this system will likely persist over the medium to long term. The primary threat to
the Maryland system is the potential that the Center for Medicare and Medicaid Services (CMS)
may renegotiate the waiver arrangement, as federal budgetary constraints begin to place sig-
nificant pressure on Medicare to reign in federal spending.

2. Washington State

Washington state began rate-setting in 1975 and terminated it in 1989. As in Maryland, the
rate setting system in Washington was overseen by an independent commission through an
annual review of hospital budgets with guidelines specified in regulation. The Commission

was structured in a manner similar to the state’s Public Service Commission, which set rates for
gas, water and electricity companies. Nine part-time commissioners governed the Washington
hospital rate setting commission and the commission had a staff of less than 20 full-time em-
ployees. The state’s salary structure may have been insufficient to attract highly qualified rate
setting staff, and according to commentary from past commissioners, the commission may have
suffered from a lack of expertise of both appointed commissioners and hired staff.

Washington successfully negotiated a Medicare waiver with the Medicare agency in 1979 and,
like in Maryland, it applied to all hospitals and to all payers.? The legislation establishing the
Washington Hospital Commission was nearly identical to that in Maryland, but the system was
not popular amongst hospitals and legislators in the state. The Washington Hospital Commis-
sion relied on a detailed annual review of the costs and charges of each hospital to set rates
on an annual basis which the industry found the oversight to be intrusive, time consuming,
and unnecessarily involved in the day-to-day operating decisions of hospital managers.?* This
approach differed substantially from other rate setting systems, which tended to approve hos-
pital rate updates via a more streamlined, fully prospective and formula-based approach. Even
though the rate increases provided by the rate setting agency were reportedly very generous
and exceeded the national average over the period of the regulation, the hospital industry
pushed for deregulation and brought about its end in 1989. Rate setting delays and antago-
nism by the regulated industry are an inevitable outcome of a system involving annual budget
reviews. Detailed reviews, like the ones conducted in Washington state, substitute the judg-
ment of hospital administrators with those of regulators and may thus arouse the ire of hospital
administrators who feel their judgement and autonomy to manage their institutions is being
undermined.?* The Washington rate setting experience shows that states that enact broadly
worded enabling statute, can still stumble by using that statutory flexibility to craft a rigid and
ineffective set of rate-setting methodologies.
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3. New York

New York enacted its rate setting statute in 1969, first setting prosecutive rates for Medicaid
and Blue Cross.? Later, the state implemented a rate -and cost-control system for Medicaid
and other payers due to a severe budgetary crisis that raised concern about the funding of the
Medicaid program and a concern about potential cost-shifting to smaller commercial payers

to offset the lower rates paid by Blue Cross. Thus, legislators added rate controls on all com-
mercial payments to the state’s rate setting legal authority in 1978. In 1983, a federal waiver
allowed the state to include Medicare in the rate system and gave New York the ability to apply
its own rate methods to Medicare reimbursement. At that time, the state enacted the first of
five different statutory rate models the New York Prospective Hospital Reimbursement Meth-
odology (NYPHRM [ — V) each with a three-year life span. In 1985, New York dropped Medicare
from the all-payer system in order to reap the more generous payment levels related to the
funding of medical education embodied in newly implemented federal Medicare Prospective
Payment System (PPS).?*

In addition to cost containment, New York’s rate setting approach included other policy goals
like improved access for the uninsured, support for distressed hospitals, funding for graduate
medical education, expanded Children’s Health coverage, and encouraging additional primary
care services. Other rate setting states used their regulatory systems to meet other program-
matic goals, but none to the extent accomplished in New York."™ While the attempt to accom-
plish multiple policy goals was a laudable effort, in retrospect the multiple goals may have
instigated many highly complex regulatory initiatives that may have undermined the overall
system due to the need for intricate oversight and the potential conflicts in incentives that they
created.

Both the initial and subsequent legislation authorizing the rate system in New York was long,
and it specified all of the key rate standards, factors, and formulas. This practice proved prob-
lematic because it rendered the rate setting agency powerless to make modifications and
required the agency to wait for the legislature to revised the statute every two to three years.
Additionally, each time the legislature considered the rate setting authority, hospitals and the
hospital industry had the opportunity to introduce changes that benefited the regulated indus-
try and potentially undermined state rate control. Putting all substantive rate setting methods
in legislative language created a more rigid and less responsive system and created opportuni-
ties for regulatory capture in which the hospitals included amendments that were in the indus-
try’s self-interest. Criticisms from less powerful hospitals and system participants often caused
legislators and regulators to further refine their rate methods to placate these parties’ concerns,
increasing the incomprehensibility of the system which caused further demands for rate system
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modifications.?? Another unfortunate side effect of the many statutory revisions in New York

was that each version of NYPHRM layered on modifications to rate setting methods in an often
haphazard fashion that incorporated changes advocated by the rate agency and by the hospital
industry in sometimes contradictory ways.'?

The New York system successfully controlled hospital price and spending growth in the late
1970s and early 1980s. In 1988 Robinson and Luft showed that the over the period from 1982
to 1986, the New York system reduced hospital spending growth by 6.3 percent vs. the nation-
al spending growth.3® However, regulators in the state Department of Health often calibrated
the level of rate constraints based on state budgetary considerations and the need to constrain
spending growth of the state’s Medicaid program. These budgetary concerns heightened rate
restrictiveness because state Medicaid rates also constrained Blue Cross hospital payments.
This dynamic, according to McDonough, was “equivalent to a roller coaster keeping hospitals
on the brink of financial catastrophe and moving them back and forth over the edge over 20

years.”'?

Eventually, the increasingly complex NYPHRM systems experienced a high degree of regulato-
ry failure as hospitals, insurers, and politicians complained vehemently about the unintelligibil-
ity and inconsistently of the rate setting methods. One study of NYPHRM noted that the rate
system’s complexity was “a source of considerable black humor within the senate.”?? When the
mechanics and incentives of rate setting systems are obscured by excessive complexity and
contradictory rate mechanics, participants, particularly early supporters of the system, viewed
the system as being subject to manipulation by powerful hospitals and other insiders to meet
their own financial interests.

As in other rate setting states, the growth of managed care in New York created tensions as
HMOs sought to negotiate discounts from the regulated payment levels, a practice which

was illegal in New York but became common in defiance of these restrictions. Later versions
of NYPHRM allowed HMOs more flexibility to pay lower rates, giving HMOs a leg up in the
hospital market and increasing the perception that managed care could be more effective in
controlling hospital prices and spending than the overcomplex and rigid government regula-
tory system." While the ability of more dominant managed care companies to negotiate steep
discounts in hospital prices reduced the growth of hospital prices and spending, the discount-
ing strategies of HMOs were haphazard and greatly destabilized the hospital industry. The
election of a Republican governor in 1980 helped to strengthen the forces in the state against
the use of government regulation to control hospital prices and spending.'?
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In New York in 1992, a labor union filed a court challenge to the imposition of large add-on
assessments to regulated hospital rates related to the funding of hospital uncompensated care
under the assumption that such large surcharges violated elements of the federal Employee
Retirement Income Security Act (ERISA) statute.’ Initially, the New York District Court deter-
mined that the New York surcharges on approved hospital rates violated were pre-emption by
ERISA. This legal challenge to the New York rate setting system helped accelerate efforts to
deregulate the New York hospital rate system, even though the Supreme Court held in Blue
Cross & Blue Shield v. Travelers Insurance Co. that ERISA does not expressly preempt state
laws that govern health care providers and only incidentally effect ERISA plans.?' The decision
in Travelers gave states—the power to limit commercial insurer payments to providers and
establish all-payer rates or global budgets in order to limit the growth in health care spending
and achieve other policy goals.

4. The Rochester Regional All-Payer Model

From 1980 to 1987, hospitals in the Rochester, received approval from HCFA and the New York
state Department of Health to opt out of the larger New York state hospital rate setting system,
NYPHRM, and participate in a regional hospital global budget payment demonstration. The
Rochester regional program, called the Hospital Experimental Payment Program (HEPP) was
intended to limit hospital spending growth and improve the financial condition of participating
hospitals. The Finger Lakes region of up-state New York also implemented a similar experimen-
tal payment system.??

As described above, most New York hospitals were financially distressed under the restrictive
state-based hospital all-payer regulatory system during the early 1970s. In response, nine
short-term general hospitals, along with the New York Department of Health and Medicare,
organized the HEPP, which was supported by local employers, private third- party payers, and
county, state, and federal agencies. The HEPP created a community-wide, prospective revenue
cap that covered both inpatient and outpatient hospital services and encouraged increased
treatment of hospital patients on an ambulatory basis.

This payment model was first proposed in an experimental program that would have applied
to 24 hospitals in a nine-county region of up-state New York and was designed to test the
assumption that prospective payments could contain hospital costs. The proposed model,
referred to as the MAXI-CAP model, included a consideration of the maximum amount a set
of identified communities was willing to spend on hospital care, the services to be purchased
with the funds, and the distribution of funds to hospitals. The MAXI-CAP model was intended
to stimulate rationalization and specialization that would lead to cost containment and quality
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enhancement. While the implementation of this model for the region’s 24 hospitals did not
come to fruition, it stimulated the development of two similar financing systems for hospitals
operating in the Rochester and Finger Lakes areas.?? Hospitals and the large Blue Cross plan
in Rhode Island also experimented with and implemented their own version of the MAXI-CAP
model in the mid-1970s as well, which greatly constrained hospital spending growth for over
two decades.?

The key features of the HEPP in Rochester (and the Finger Lakes hospital global budget rate
model for 8 small and more rural hospitals) were: 1) hospital base revenues were based on
historical hospital costs and revenues in the year prior to the implementation of the model; 2)
both hospital inpatient and outpatient revenues were prospectively determined on an annual
basis; 3) the allowed annual revenue amounts were calculated based on a formula that set con-
straints on the revenues hospitals could realize during a given year and held hospitals account-
able for controlling cost elements under their control, but made adjustments for cost elements
(such as hospital uncompensated care and changes in patient acuity) that they couldn’t control;
4) hospitals were incentivized by the prospective budget constraint model to reduce the use

of unnecessary inpatient services and expand the use of lower cost outpatient services; and 5)
although most hospital revenues were constrained by a regional cap, a contingency fund of
between 1-2 percent per year was created to fund increased costs due to higher patient acu-
ity, limited volume increases, and Certificate of Need (CON) approved hospital building and
renovation project.®® Like the Maryland rate setting system, the Rochester HEPP also made use
of a formula-based method for updating hospital budgets annually instead of a contentious,
time-consuming and detailed line-item “budget review” model as adopted by other states
such as Washington.

The community wide cap and individual hospital revenue caps gave Rochester hospitals more
predictability in the amount of revenue they would earn in a given year and facilitated resource
allocation and cost management decisions by hospital managers which also contributed to

the increased affordability of the Rochester system. Thus, the HEPP featured the use of hospi-
tal-specific global budgets, that were collectively constrained by a cap on overall regional reve-
nues and revenue growth. The hospital budgets were not 100% fixed; the 2 percent contingen-
cy fund helped finance increases in hospital volumes, but only paid for the marginal costs of
any increased volume.*® This approach was similar to a Volume Adjustment System (VAS) used
in Maryland from 1976 to 1992. The VAS allowed hospitals to receive payment to cover their
estimated variable costs associated with volume increases and guaranteed hospitals revenues
that were sufficient to cover their fixed costs, should volumes decline.?¢ The VAS is the central
rate setting mechanism in a Flexible hospital global budget model and is described in more
detail in our Regulatory Handbook.
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A private, non-profit membership corporation formed by the nine participating hospitals, called
the Rochester Area Hospital Corporation (RAHC), oversaw the HEPP and received data from
the hospitals and both public and private payers. The HEPP payment methods and constraints
applied to Blue Cross, — the dominant private payer, with nearly 70 percent market share —
and Medicare and Medicaid through a Waiver granted by the Medicare agency and an agree-
ment by the New York state Department of Health.

During the first five years of the HEPP program, the total increase in expenses was 46% for
RAHC hospitals, 52% for New York state hospitals, and 68% for US hospitals at large.* The
model also constrained cost relative to the all-payer rate setting states in operation during this
time. For example, in the period 1980 to 1984, the rates of increase in aggregate hospital costs
in Maryland and New Jersey were 56% and 53%, respectively, as compared with 38% in Roch-
ester.®®* The Rochester area hospitals also improved their financial stability during the HEPP. The
nine Rochester area hospitals showed an operating profit margin of 2.6 percent for this period,
compared to a negative 15.8 percent operating margin for New York hospital generally.® The
HEPP also successfully incentivized hospitals to control admission rates, which fell by 11 per-
cent in the period 1979 to 1984. Evaluation of the HEPP also pointed to an improvement in the
quality of hospital care during this period, as complication and admission rates of certain high
volume inpatient admissions declined as well. Community members also appeared to be very
satisfied with the results of the HEPP based on repeated satisfaction surveys of residents of the
largest county in the area in 1980 and 1985.2%

The Rochester payment model had many common characteristics and priorities to those ad-
opted in Maryland, in part because the lead financial consultant for the RAHC had been the
Maryland HSCRC's deputy director for a number of years and helped incorporate a number of
Maryland’s payment innovations into the HEPP. Similar to the Maryland system, the HEPP mod-
el was: 1) formula driven; 2) relatively simple and automatic in its design and operation with a
focus on hospital spending containment, financial predictability and health planning to meet
the key health care needs of the local community; 3) focused on using revenue constraints at
the community cap and individual aggregate hospital budget level; and 4) oriented at hold-
ing hospitals accountable for cost increases they could control but used various adjustment

to account for factors they could not control, such as patient acuity, uncompensated care cost
growth and cost elements, such as area wage growth.

As in Maryland, the Rochester system also had strong support from hospitals, payers, business,
labor and the legislature. Again, similar to Maryland, the HEPP supported the growth of Man-
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aged Care Companies, which proliferated during the operation of the HEPP and for many years
after the model ceased operation.*

The principal reason for the discontinuation of the HEPP model was the introduction of Medli-
care’s PPS in 1983-84. The hospitals in Rochester calculated the differences in the reimburse-
ment levels they received under HEPP Hospitals versus the revenues they could earn under
the existing larger NYPHRM state-wide rate system and from Medicare under the PPS and
determined that the PPS would provide hospitals with far more generous payments than the
payments they were receiving under their home grown HEPP model. This discrepancy eroded
support or the demonstration and eventually caused hospitals to abandon the HEPP for partic-
ipation in the Medicare PPS in 1990.3 For similar reasons, the Finger Lakes hospital payment
model, which was similarly constructed to the HEPP, also abandoned their demonstration
around this time.

5. New Jersey

The new New Jersey legislature passed a law enabling the rate setting program in 1971 and
the state began setting rates for Medicaid and Blue Cross in 1974. The state legislature enact-
ed another law to authorize the system to cover all payers in 1978.% Initially, the program set
rates on a prospective per diem, however, in 1980, New Jersey began to phase hospitals into

a DRG-based all payer system. New Jersey’s DRG-based payment innovation drew upon years
of Medicare-sponsored research with DRGs and built in extra payment for hospital bad debts
and charity care. This system also attempted to reduce the large payment differentials across
payers.’ The New Jersey system constrained hospital prices and spending - between 1980 and
1990, inpatient payment increases per admission were less than the national average each year
(147 percent versus 167 percent over the decade), though that savings declined during the
period from 1986 to 1990.%

In the late 1980s, several factors began to erode the effectiveness of the New Jersey rate set-
ting system. First, the state dropped Medicare from the system in 1989 because the program
failed to meet the Medicare payment growth limits imposed by the federal Medicare agency.
Second, while the implementation of fixed payments per DRG created stronger incentives for
hospitals to control per case spending and costs, some patients were critical of the payment
structure. Patients who had relative minor hospital care (such as repair of a broken finger) ob-
jected to being charged the higher average DRG amount that included more complex orthope-
dic procedures. The deviations between DRG payment and itemized bills later became smaller
with improved versions of the DRG payment system.'?
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Finally, the state’s system of funding hospital uncompensated care allowed hospitals to write-
off virtually all unreimbursed hospital care and provided little incentive for hospitals to attempt
to collect outstanding bills from patients with the means to pay. This nearly complete “pass-
through” of hospital uncompensated care caused the total uncompensated care to rise to over
$900 million by 1989, and required a surcharge on rates in excess of 19 percent. The poorly
designed uncompensated care funding system led a group of union welfare funds to sue the
state challenging a number of the rate setting methodologies as violations of the federal ERISA
law. In 1992, the U.S. District Court for the District of New Jersey ruled in favor of the plain-
tiffs,®® resulting in a political crisis in the state, as it scrambled to find other ways to pay for the
burgeoning levels of hospital uncompensated care. The state appealed the decision and the
Third Circuit Court later overturned this decision,* but the legal battles, coupled with growing
dissatisfaction with the inability of the system to adequately control price and spending trends,
accelerated the push to end the regulatory system. At about the same time, New Jersey elect-
ed a Republican governor and Republicans won control of the State Assembly that further
contributed to the dismantling of the rate regulatory system. A final factor in the demise of the
state’s rate setting system was a backlog of hospital appeals which the New Jersey rate setting
agency let accumulate until it became administratively infeasible for the state to individually
adjudicate these appeals. This regulatory failure led New Jersey regulators and legislators to
acquiesce to the hospital industry and grant hospitals rate increases in excess of $1 billion rath-
er than attempt to resolve the thousands of outstanding hospitals’ appeals and retrospective
rate requests.

6. Massachusetts

The Massachusetts legislature enacted rate setting legislation in 1968, but the rate setting
agency did not regulate rates until 1975 when a budget crisis and rapidly rising Medicaid
spending caused the rate agency authority to control hospital payments for Medicaid and Blue
Cross plans. Massachusetts’ rate setting system successfully slowed hospital price and spend-
ing growth in the late 1970s and early 1980s relative to national trends,* but the state faced
challenges dealing with hospitals that raised their rates for non-Blue Cross commercial payers.
These concerns led the state to negotiate a Medicare waiver in 1982 to include all-payers in

its rate setting system." This waiver narrowed the differences in payment among payers and
began a period (1982-1986) in which Massachusetts experienced its greatest success in con-
straining hospital payment growth relative to the U.S.%°

In the mid-1980s, however, the Reagan administration threatened to not renew the state’s
Medicare waiver and the state dropped Medicare from its rate setting program. Hospitals in
the state supported the elimination of the state’s waiver because of the relative generosity of
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the new Medicare PPS system for teaching hospitals. Also, according to John McDonough, (a
former Massachusetts state legislator and author who extensively documented the experience
of past state-based hospital rate setting systems) the state’s early success in controlling hospital
price and spending growth ironically laid the groundwork for the ultimate dismantling of the
Massachusetts’ rate setting system, as hospitals increasingly became frustrated by their inabil-
ity to increase their prices, revenues and profitability. This dissatisfaction culminated in a large
protest of hospital workers in the Boston Commons, organized by the Massachusetts’ hospitals.
In response, the legislature drastically loosened the rate setting methodologies and the state’s
price and spending control performance eroded significantly. In the early 1990s, the state
elected a Republican governor who did not support rate setting.'?

Most importantly, Massachusetts rate setting experienced a large collision with the growing
dominance of managed care companies. In 1982, the state granted HMOs unlimited discount-
ing authority and encouraged the growth of managed care. Given this advantage in contracting
with a hospital industry suffering from excess capacity, managed care penetration grew dra-
matically, and HMOs were able to negotiate discounts far greater than Blue Cross’ statutorily
allowed discount of 7.5 percent off hospital approved charges. By 1991, HMOs grew into the
most dominant private payers in the state and state officials were unable to bring managed
care entities back under the state rate setting scheme. This circumstance, along with a “deep
sense of regulatory fatigue,” accelerated the movement to deregulate the system that same
year."

As in New York, the ability of a dominant managed care industry to impose large discounts on
individual hospitals proved to be destabilizing to both the hospital industry’s financial perfor-
mance and the rate setting system itself. In other states, such as Maryland, HMO discounting
strategies were limited and emphasized the ability of managed care companies to achieve
savings through actual management of unnecessary and low value services.

D. Lessons From State Rate Setting Systems

While the development of a system of rational and highly equitable hospital prices can improve
payer equity and allocation of hospital resources, the Maryland and Rochester experience
shows that hospital rates and spending can be successfully regulated at the aggregate budget
level. In this section, we compare those two highly successful models with that in Washington
state. Although the enabling legislation in Maryland and Washington were nearly identical, and
both states had Medicare waivers that made their rate systems applicable to all payers, the two
states experienced very different overall outcomes. According to interviews with past Wash-
ington rate setting commissioners and others familiar with the system, Washington'’s lack of
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success in controlling hospital prices and spending, along with the general dissatisfaction of all
parties with hospital rate setting process appeared to be a function of the four key factors and
circumstances.

1. Formula-Based Rate Setting is Superior to Detailed Annual Cost Re-
views

When establishing a rate setting system, the state must decide whether to establish rates
through an annual review of the budgets of hospitals, or by using a formula driven system, with
automatic rate adjustments to hospital rates each year. Despite nearly identical enabling leg-
islation with broad statutory language, Maryland and Washington pursued very different strat-
egies in establishing and updating hospital rates. Washington opted for the use of a tedious,
detailed, and prescriptive annual line-item budget review process in which rate setting staff
evaluated each hospital’s overall annual cost budget and approved or disapproved allocated
costs for each cost center in the hospital to annually increase each hospital’s established rates
and budgeted revenue. According to interviews, the Washington hospitals and hospital associ-
ation insisted on a rate setting process that set rates to cover incurred costs and the leadership
of the Washington rate setting Commission and staff accommodated this preference in their
rate setting methodology. As noted in our discussion of the impetus for rate setting, the early
cost-based rate setting systems were inherently inflationary because they largely “passed-
through” annual hospital operating cost increases and did not place hospitals at financial risk
for their cost and utilization performance. Even though the Washington rate setting commission
set rates that largely covered hospital cost increases every year and resulted in large annual
increases in approved rates, the hospitals were very antagonistic to the rate setting system
because the detailed line-item review micro-managed hospital decision-making.

In contrast, the Maryland and Rochester rate setting systems largely accepted hospitals’ histor-
ical costs from the year before the initiation of the rate system to set initial hospital rate levels."
However, from that point forward both Maryland and Rochester adopted a prospective and
formula-based method for updating the initially established rates annually. These prospective
systems set a payment level per service at the beginning of the year and keep that regulated
payment in place for the entire year, regardless of a hospital’s underlying actual cost expe-
rience. Under this system, hospitals are at risk financially for controlling their operating cost
during the year. Any increase in costs above baseline cost levels results in losses which are
absorbed by the hospital. Hospitals that successfully reduce their operating costs can generate

vi The use of hospital historical rates to set initial rates is the most feasible and least destabilizing ap-
proach when starting any rate system.
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profits which they are allowed to keep in perpetuity. This is the key incentive dynamic behind
the success of formula-based, prospective rate systems.

Maryland’s and Rochester’s more automatic formula-based approach proved to be more ad-
ministratively feasible, more “macro-oriented” from a regulatory stand-point, and avoided
conflicts between hospital and rate setting staff over individual cost items. Rate setting staff in
Maryland and Rochester also avoided the tendency to tell hospital managers how to run their
institutions, as long as they met the broad cost and utilization goals established by the rate
agencies. While the Washington system experienced large year-over-year increases in hospital
cost levels and approved rates, Maryland and Rochester effectively controlled hospital cost and
spending growth by gradually moderating the regulatorily approved growth in hospital prices
and revenues over time, through the use of a more automated, but well-understood formula
based prospective rate system.

A review of successful and unsuccessful rate setting systems shows that systems that require
annual microscopic review and approval of hospital budgets and line-item cost elements in-
evitably result in antagonism between the regulators and the hospital industry, impose a large
workload on the regulators, and require a substantial budget if the reviews are to be meaning-
ful.* Most importantly, such rate setting approaches also involve the regulators in decisions
that are the proper prerogative of hospital management.*

2. Financial Incentives in the Rate Update Methodology Are More Effec-
tive Than Telling Hospitals How to Manage their Institutions

In comparison to Washington’s micro-oriented rate-setting approach, the Maryland and Roch-
ester rate setting systems influenced hospital decision-making through the use of financial
incentives embodied in their rate-setting methodologies. The hospitals that responded to
these incentives by improving their cost efficiency were guaranteed reasonable profits (or
surpluses of realized revenues over cost), which rate setters allowed them to keep and reinvest
in their institutions. For example, hospitals with surpluses could invest in new technologies

or other activities to provide appropriate care for the populations they served. Hospitals that
failed to respond appropriately to these incentives and failed to meet the key macro-level cost
and spending targets established by the rate agencies in these jurisdictions, were considered
“outlier” institutions and were then subject to more rate scrutiny than other hospitals and could
incur substantial reductions in their rates and revenues. The rate agency could also impose
fines for failing to comply with established rate targets and limits. Accordingly, hospitals in the
Maryland and Rochester systems actively managed their costs and revenues to avoid such a
circumstance.
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Maryland and Rochester made heavy use of financial incentives (both incremental rewards and
penalties embodied in the rate update formula) that gave hospitals managers maximal flexibil-
ity to meet the prescribed cost and utilization goals. Hospitals that successfully improved their
operating efficiency and reduced unnecessary utilization were rewarded through incrementally
higher annual rate increases, which generated increased profits that the hospitals were allowed
to keep.

3. Sufficient Agency Funding Is Necessary to Attract and Retain Expert
and High-Quality Rate Setting Leadership and Staff

The Maryland, Rochester and Washington regulatory agencies were all funded through “us-
er-fee” assessments added to the rates charged by each jurisdiction’s hospitals. However,
based on interviews with past Washington Rate Setting Commissioners, Washington'’s agency
was likely underfunded and unable to pay sufficient salaries to attract and retain staff with the
appropriate policy, financial and leadership skills. These interviews suggested that the part-time
volunteer Commissioners and rate-setting staff in Washington were consistently “outgunned”
by the hospital industry and their consultants.

The use of part-time, volunteer commissioners is not inherently problematic. In particular, if
agency staff are adequately paid and retained for long periods of time, the staff may be more
likely to develop expertise and to maintain objectivity serving under part-time commissioners.
Although volunteer commissioner leaders can often be at a disadvantage to the expertise,
information advantages and resolve of industries they regulation, this weakness can be coun-
tered by the hiring of well-trained and expert staff, as was the case in Maryland and Rochester.
In Maryland, the prestige associated with being appointed a commissioner attracted highly
respected and prominent volunteers from business, labor, academia and among consumer
protection advocates. With expert staff support, these prominent and experienced individu-
als, operating with the due process requirements and protections of the state Administrative
Procedures Act, were able to remain independent and make use of the Maryland Commission’s
strong rate setting and rate compliance authority to run the rate system effectively without
undue influence by hospital advocates. Additionally, full-time commissioners may also be more
likely to hold gubernatorial sinecures than the part-time “citizen” commissioners.

A low state salary structure may make it difficult to attract and retain the caliber of individuals
with broad experience in business, politics and the health industry that can facilitate commis-
sioner decision-making. In Maryland, the HSCRC used salary-setting authority to recruit and
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hire key staff with experience in public utility rate setting, hospital policy, economics, mathe-
matics, actuarial science, research and methodology development, accounting, and hospital
financial expertise. For example, Maryland'’s original Executive Director, Harold Cohen, was

a PhD. health economist who taught regulatory economics prior to accepting the job at the
Maryland Commission. Maryland also was fortunate to hire John S. Cook, an extremely talent-
ed PhD. in higher mathematics, as its Deputy Director. Dr. Cook was primarily responsible for
developing the key macro-oriented and incentive-based rate setting methodologies, such as
the Commission’s formula-based system to inflate hospital rates and a Volume Adjustment Sys-
tem, which neutralized hospital incentive to increase volumes unnecessarily.

The Rochester rate setting effort also had very strong and dynamic leadership. Dr. James Block
was a dynamic and innovative leader with strong ties to key business leaders in Rochester,

who also served as hospital trustees (i.e., board members). These trustees were critical in the
creation of the Rochester Area Hospital Corporation, the entity charged with developing the
key rate setting methodologies for the Rochester system. Dr. John S. Cook also worked as a
consultant to the RAHC and exported to Rochester many of the key macro-oriented and incen-
tive-based rate methods used in Maryland.*’

The experience in Maryland and Rochester demonstrates the importance of hiring and retain-
ing highly trained staff, where other states such as New Jersey and New York experienced a
“brain drain” of key staff over time."

4. Strong Support from Constituencies and Commitment by the State Is
Critical

The Washington system lacked strong support from key constituencies such as the legislature,
governor, the hospital industry, and business representatives. Although the Washington Com-
mission had strong labor and consumer involvement and support, one former Commissioner
described the development of the rate setting system as a “cheap imitation” of the Maryland
system, lacking the resolve, leadership, political support and the funding necessary to imple-
ment a rigorous and successful system.*

On the other hand, both Maryland and Rochester’s rate-setting systems enjoyed strong political
support from key constituencies, particularly the state legislature and governor in the case of
Maryland, and the overall business, labor and hospital communities in Rochester.*' In Roches-
ter, representatives of the business community served as hospital trustees (board members)
and played a particularly strong role in overseeing the managing of their institutions.
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Interviews with past commissioners and individuals knowledgeable about the Washington rate
setting system found that the Washington rate setting system was less successful than either
Maryland or Rochester at least partly because the system lacked the support required from
gubernatorial, legislative, and business communities to give their systems legitimacy, a clear
direction, and the resolve to implement effective, incentive-based rate methods to influence
hospital decision-making and focus on cost control instead of revenue enhancement strategies.

E. Demonstrated Achievements of State-Based Rate Setting Sys-
tems

Past hospital rate setting systems prioritized and demonstrated success in seven areas: 1) cost

containment, 2) improved access, 3) improved payment equity and fairness, 4) improved finan-
cial stability of hospitals, 5) increased quality of care and technology diffusion, é) the ability to

accommodate delivery system changes, and 7) the ability to support payment innovation.

1. Cost Containment

From the mid-1970s through most of the 1980s, state all-payer hospital rate setting systems
demonstrated a sustained and superior record of hospital price and spending control on both

a per case and per capital basis relative to non-rate setting states. For instance, a study com-
paring the cost performance of the all-payer rate setting states to a control group of hospitals
in 43 other states found that from 1982 to 1986, rate-setting programs reduced hospital ex-
penditure growth by 16.3 percent in Massachusetts, 15.4 percent in Maryland and 6.3 percent
in New York. By contrast California, a non-rate setting state, relied on “market-driven strate-
gies” and the efforts of managed care entities, which reduced spending by only 10.1 percent
during this time. A more recent evaluation of the cost containment results of state rate setting
efforts supported these observations and conclusions.?* Several states, including Maryland, also
demonstrated the ability to control both hospital per case and per capita spending.? The two
regional all-payer hospital global budget models in Rochester and the Finger Lakes, New York
were also quite successful in constraining hospital price and spending growth, while improving
the financial condition of area hospitals.** Since the termination of rate setting in all states other
than Maryland in the 1990s, the Maryland system has continued to successfully control hospital
price and spending growth and meet a myriad of other policy goals.*

2. Access to Care

The presence of rate setting add-on payments to hospitals in rate setting states helped finance
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bad debt and charity care, and greatly improved access to hospital care for under- and unin-
sured patients. Both New Jersey and New York state had elaborate systems to pool and fund
hospital uncompensated care on a regional basis, which financed the vast majority of hospital
uncompensated care in an equitable fashion (i.e., each payer contributed equitably to the
financing of uncompensated care based its proportion of hospital care for its beneficiaries)."
New York also experimented with assessments on the state rate setting system to assist in the
funding of a children’s health insurance program.'?

3. Payment Equity and Fairness

The early all-payer rate setting systems greatly reduced payment differentials and improved
overall payment equity across both public and private payers. In addition to narrowing pricing
differences across payers and hospitals, all-payer rate setting systems can “level the playing
field” for hospitals regardless of their size, where they are located, and the socioeconomic
characteristics and payer mix of the patients they serve. Thus, rate regulatory systems have
demonstrated the ability to both constrain the growth of prices and spending of the dominant
and “must have” hospitals as well as improve the financial performance of hospitals facing
more challenging economic conditions and serving high proportions of indigent and publicly
insured patients."

4. Financial Stability of Hospitals

With the exception of New York state, hospital rate setting generally improved the financial
condition of hospitals, especially in in Maryland and in Rochester and the Finger Lakes re-
gions of New York. Maryland has been recognized for by bond rating agencies for the financial
stability and predictability.* ** The all-payer hospital global budget model currently in effect in
Maryland has added to the financial predictability and stability of Maryland hospitals.**

5. Quality of Care and Technology Diffusion

Although the literature on the impact of these systems on hospital quality in the 1970s and
1980s did not show a consistent relationship between the presence of rate setting and quality,
research evidence suggests that rate setting has “done no harm.”* More recently, the incor-
poration of pay-for-performance financial incentives for improved quality in rate setting models
appears to have reduced the incidence of hospital acquired conditions and readmissions.*Early
studies on rate setting showed that it slowed technology diffusion, however, slowing tech-
nology diffusion may be desirable if it limits investment in duplicative technologies, forestalls
unnecessary expansion of high-tech equipment and high-end services such as cardiac surgery
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programs, or promotes the phase-out of redundant services such as Neonatal Intensive Care
Units.

Presently, critics of hospital rate setting approaches warn that hospitals will react to the cost
cutting incentives by drastically cutting staff and other vital programs, which could drastically
undermine patient quality. However, the emergence of incentive-based pay for performance
(P4P) supplemental programs such as those implemented by Medicare and in Maryland, may
help rebut these dire predictions. Evidence from Europe and Medicare also suggest that hos-
pitals that are under rate control systems compete on the basis of quality of care and patient
satisfaction. Additionally, quality of care under the current highly fragmented and extremely
costly U.S. hospital system is seriously compromised compared to other OECD countries. All
other OECD countries operate under some form of price or budget control rate setting system,
and uniformly perform better on life expectancy, infant and maternal mortality, rates of compli-
cations and hospital acquired infections and other key quality measures.*’

6. Ability to Accommodate Delivery System Changes

Although rate regulatory systems have been criticized as not accommodating delivery and
payment innovations in the U.S. health care market, New York, Maryland, Massachusetts and
the Rochester HEPP all experienced high HMO penetration rates during the period rate setting
was in effect in these jurisdictions. States such as Maryland, with broad and flexible statutory
authority, were able to structure rate setting systems to be compatible with and supportive of
delivery system payment innovations, such as managed care and the various alternative pay-
ment arrangements proliferated by CMS, CMMI and commercial payers. Accordingly, Maryland
avoided the “collision” with managed care which contributed to the demise of other state-
based rate setting systems in the 1980s and 1990s, and even today Maryland rate setting has
not conflicted with the myriad of current alternative payment models."

7. Payment Innovation

Rate setting excelled at encouraging the development of new, innovative and highly effective
payment methodologies. Rate setting in the U.S. contributed to the development of highly
innovative and productive payment features such as: 1) the replacement of regressive and
ineffective cost-based payment methods by prospective payment models, which contain much
stronger incentives for providers to control their costs; 2) the development of bundled payment
approaches, such as per case DRG payments for inpatient care, and hospital global budgets
which provide the strongest set of incentives for hospitals control their price, overall spending
and cost growth; 3) the use of Volume Adjustment mechanisms to curb the incentive under FFS
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payment to unnecessarily increasing the volume of care delivered; 4) programs to improve pa-
tient access to care through payment models that fund reasonable levels of hospital bad debt
and charity care; and 5) emerging P4P quality incentive programs. These and other payment
innovations all came from government led payment initiatives and not from the private insur-
ance or hospital sectors.™

Conclusion

The experience of Maryland and the Rochester HEPP shows that state-based or regionally
structured rate setting can support a better-functioning health care market. The success of
these systems demonstrates rate setting’s positive record of limiting what hospitals receive in
payment and protecting against unwarranted volume increases that often occur once prices are
constrained. In addition, rate setting can support market competition by limiting payment rate
differences so that insurers and providers can distinguish themselves through better quality,
service, and the ability to direct care to the most appropriate sites of service.?

The current situation of extremely high and varying pricing appears far worse than the situation
was in the late 1960s, 1970s and 1980s. Although states pursued a variety of different strate-
gies at that time to set and control the growth of hospital spending and applied different rate
setting approaches and philosophies, the historical record indicates that states that implement-
ed mandatory rate setting systems with a macro- and formula-based approach to setting and
updating rates were the most successful in meeting the key policy goals.

While regulatory systems are certainly vulnerable to the pitfalls associated with regulatory
failure and capture, these circumstances can be managed and minimized. In our assessment,
antipathy toward rate regulation has unfairly discouraged a key role of government in health
care, which is to address and correct market failures and to protect individuals, families and
taxpayers.

Hospital rate setting worked well in the past in the U.S. and has worked effectively in other
OECD countries for decades. The longer the U.S. waits to follow the successes of these ex-
amples of successful regulatory efforts, the more drastic will be the required governmental
interventions. We are hopeful that states will use their rate regulatory authority to protect state
funds and ensure the affordability of care for their residents.
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About The Source

The Source on Healthcare Price & Competition (“The Source”) works to address failing health
care markets by providing up-to-date and easily accessible information about healthcare
markets in the United States to a diverse array of stakeholder perspectives. The Source aims to
bridge the gaps between health policy, law, and economics through its curated repository of
news articles, policy papers, academic articles, litigation documents, and legislative/regulato-
ry materials. Through analysis of these materials, The Source develops evidence-based policy
solutions that promote healthcare affordability, access, equity, and quality to serve as a catalyst
for change within the U.S. healthcare system.

Contact The Source
200 McAllister Street, San Francisco, CA 94102

Phone: +1 415-581-8834

Email: info@sourceonhealthcare.org
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