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ABSTRACT
MODEL FINANCIAL STATEMENTS--BASIS OF A

PROPOSED REIMBURSEMENT FORMULA TO
CONTROL HOSPITAL COSTS

by David A. Drinkwater

Hospital care--its role and its problems--is a sub-
ject of national concern. It is the responsibility of the
accounting profession to make its contributions toward solv-
ing the macro problem of steadily escalating hospital costs
and rates, and the micro problem of accurate identification
of costs. The purpose of this study is to develop model
financial statements as a basis of a proposed reimbursement
formula to control hospital costs.

The role of the hospital 1is traced from its early
days as a temporary refuge for the sick poor to its present
position as a community institution involved in education
and research as well as modern medical care. This change of
role is discussed in terms of its effects on hospital owner-
ship, medical care expenditures, hospital costs, and methods
of financing.

The two aspects of the economic problem of providing
hospital care of acceptable quality at lowest long-run aver-

age cost are: (1) form of ownership, and (2) method of
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financing. An analysis is made of the reasons for the pres-
ent combination of voluntary ownership and financing through
prepayment plans. This analysis reveals that the ultimate
success of the present economic basis depends upon operation
efficiency.

To achieve greater efficiency, the writer proposes a
reimbursement formula entitled "Community Service Method"
which contains an "Eligibility Cost Control System." 1In
constructing this new type of control, a review is made of
the present accounting system approved by the American Hos-
pital Association. Revisions are proposed in order to make
financial statements control-oriented. The balance sheet
indicates clearly the centers of responsibility and the pur-
poses of assets. The income statement, based on the concept
of cost variability, highlights capital and community costs
and the individual contributions of revenue-producing depart-
ments.

The Community Service Method and three other reim-
bursement formulae are tested insofar as they affect finan-
cial capacity and cost incidence. The four methods differ
as to the items to be reimbursed, the method of cost appor-
tionment, and the system of controlling costs. When two
non-parametric tests are applied to simulated data, the dif-
ferences are found to be significant in terms of total and

relative financial capacity. The highest cash balances
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result under the Community Service Method. Moreover, the
cost incidence 1s most equitable under this method.

This policy-oriented study concludes by recommending
that the principal features of the Community Service Method
be adopted by all hospitals and all third-party purchasers
of care. The recently announced Medicare formula does, in
fact, contain the following features:

1. Reimbursement on the basis of costs

2. Inclusion of capital and community costs

3. Uniform statistical bases for allocating costs
of general service departments

4, "Relation of Costs to Charges®" technique for
general cost apportionment.

If the Federal government were to strengthen the
Medicare formula by adopting an incentive-penalty control
system such as the writer has devised for the Community
Service Formula, then hospital management would be more
motivated toward an optimum use of the assets entrusted to

them by the community.
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CHAPTER I

INTRODUCTION

Purpose of the Study

The precise purpose of this study is to develop
model financial statements for the hospital industry which
will serve as a basis for a control-oriented formula to
reimburse the cost of hospital care purchased by third-party
agencies.,

The payment method proposed in this study provides a
solution to two economic problems of the hospital industry:
first, the macro problem of an increase in hospital costs
and rates in excess of those attributed to population growth,
technological advancement and the general price level; sec-
ond, the micro problem of an identification of costs which
will provide an accurate basis for a reimbursement formula.

The passage of the Medicare Act on July 31, 1965,
brings the medical care industry, hospital care 1in partic-

ular, into the national limelightel Government planners,

lThe passage of hospital care plans on the state
level for the "medically indigent" serve to further broaden
the scope of the national plan. For example, New York has
announced a program (April, 1966) to finance the medical care
expenditures of people deemed “indigent," according to an
income-dependent scale, as well as those persons presently
on welfare.



individual and institutional providers of medical care,
third-party purchasers, and the general public are focusing
their attention on the role of medical care and its economic
impact. The government's concern 1is to purchase hospital
care at a reasonable cost and to assure an optimum alloca-
tion of medical care resources. The providers of hospital
care are seeking sufficient compensation to enable them to
maintain and constantly improve the present quality of care,
Third-party purchasers of care and the general public are
demanding that costs be accurately identified and that nego-
tiations between providers and purchasers of care be based
upon sound reporting policies. In sum, the specific role of
hospital care is coming under the direct scrutiny of orga-

nized groups having a parochial interest.

Sources of Data

The four sources of data used in this study are:
first, available literature (government publications, spe-
cialized hospital journals, texts in medical economics, and
hospital studies published by insurance institutes and hos-
pital associations); second, personal interviews and corre-
spondence with government officials, hospital executives and
representatives of prepayment plans; third, actual financial
statements of selected hospitals; fourth, financial state-

ments based on simulated hospital operations.



Plan of Chapters

The information provided by these data sources is
presented in six chapters. Chapter 1II describes the histor-
ical development of the hospital as a community-centered
institution and the impact that this has had on medical care
expenditures, hospital costs and methods of financing.
Chapter III in its discussion of types of hospital ownership
and methods of financing indicates the economic reasons for
our present combination of voluntary hospitals primarily
financed by third-party agencies. Chapter IV provides model
financial statements which are based upon a revision of the
present accounting system of the hospital industry. 1In
Chapter V a reimbursement formula, constructed by the writer,
1s introduced. This formula and three others are tested for
their impact on financial capacity and cost incidence. 1In
Chapter VI cost control systems, different from those now
existing in the hospital industry, are proposed for incorpo-
ration into a reimbursement formula. In conclusion,; Chapter

VIT makes recommendations and discusses their implications.






CHAPTER II
HISTORICAL VIEW

Hoépitals were originally temporary refuges for the
sick poor.,l In modern times, the role of the hospital has
been modified and enlarged.2 Care, formerly given only to
the medical indigent, is now available to all social classes.
The present-day hospital, through its involvement in educa-
tion and research, is serving the healthy as well as the
sick. It is a community institution. This change in the
role of the modern hospital has affected hospital ownership,
medical care expenditures, hospital costs, and hospital

financing.

Hospital Ownership

Since the latter part of the eighteenth century

hospitals in the United States have been built and operated

lE. R. Rorem, "Impact of Third-Party Payment on
Hospital Economics, " Hospitals. January, 1953, p. 49.

2H. J. Cody, "The Contribution a Hospital May Make
to Its Community," Hospitals, January, 1940, p. 3.



by government,3 by proprietary groupsy4 and by voluntary,5
nonprofit corporations.

Trends in hospital ownership between 1928, 1948, and
1964 are shown in Table 2.1. The proportionate number of
federal and nonfederal hospitals has remained approximately
the same during the past forty years. Nevertheless, admis-
sions and plant investment statistics indicate that federal
hospitals are assuming a minor role.

As for nonfederal hospitals, there have been signif-
icant changes. In number, admissions, and plant investment
there have been a shift toward short-term general hospitals
at the expense of psychiatric, tuberculosis, and long-term
general hospitals. This is indicative of a change in atti-
tude which favors the general hospital for the acutely ill
rather than the specialized hospital for chronic cases.

Within the group of short-term general hospitals,
the voluntary nonprofit type has assumed a leading role over
the proprietary because the quality of care demanded by the
community could no longer be provided at a profit. At the

end of 1964 the voluntary nonprofit hospital was the

3Federal hospitals have cared for merchant seamen,
veterans, Indians, armed forces personnel, drug addicts, and
selected government personnel.

4Proprietary hospitals usually have been built by
physicians as instruments of profit.

5Voluntary hospitals were originally founded by
religious orders. Today, many still reflect this original
religious affiliation.
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predominant provider of hospital care in the United States.
Past trends and the present philosophy toward medical care
indicate that this predominance will continue.

In addition to general medical care, the voluntary
hospital is being called upon to provide the facilities for
the continuance and advancement of modern medical research.
Moreover, it will have to provide for the education of
medical and paramedical personnel. As a community-centered
institution it will also continue to recognize its obliga-

tion toward the sick poor.6

Medical Care Expenditures

During the period between 1948 and 1963 there was a
rapid and sustained increase in expenditures for medical
care, especially hospital care. Table 2.2 compares personal
consumption expenditures by type of product. Total expendi-
tures for all personal consumption expenditures doubled
whereas those for medical expenditures tripled. The propor-
tion of public expenditures for medical care rose from
approximately 4 percent to 7 percent during this fifteen
year period. A portion of this increase may be attributed
to a population increase and an increase in medical care

prices above the general price level. However, on a per

6R. E. Brown, "Some Implications of Hospital Costs
and Use," Greater Detroit Area Hospital Council, Inc., The
Council, April 20, 1960.




Table 2.2. Personal consumption expenditures by type of
product, 1948 and 1963

1948 1963

Type of Product Amcunt Percent Amount Percent
Medical care $ 8 4 $ 25 7
Food 64 35 95 26
Household operation 24 14 52 13
Transportation 17 10 47 A3
Housing 16 9 50 13
Clothing 24 14 37 10
Recreation 10 6 23 6
Personal business 7 4 25 7
Personal care 2) 1 i 2
Religious and welfare 2 I 5 1
Private education 2 i 6 1
Foreign travel-net S ol .. N0 ek

Total $178 100 $375 100

Source: United States Department of Commerce, United States
Department of Health, Education and Welfare.



capita basis, with an adjustment for the increase in the
general price level, a "real" rise in medical care expendi-
tures has occurred.7

The most notable feature of the rise in medical care
expenditures is the portion of the medical care dollar going
to hospital care. Table 2.3 indicates that the hospital
portion rose from 22 percent in 1948 to 30 percent in 1963.
This rise was at the direct expense of physicians' fees
which correspondingly declined from 33 percent to 25 percent.
This substitution of the hospital for the physician gives
further evidence of the changing attitude in favor of the

hospital as the primary medical care unit.

Hospital Costs

The rapid increase in expenditures has not been
without a concurrent increase in hospital costs and rates.
Table 2.4 illustrates the rise, during 1948 to 1964, in the
costs of short-term general hospitals. During this time the
average hospital expense per patient-day increased by about
200 percent. The net increase in the Consumer Price Index
during the same period amounted to about 25 percent. The

rise in the general price level, therefore, accounted for

7Public Health Service, Medical Care Financing and
Utilization, Health Economic Series No. 1, 1962, Table 2
for statistics.




Table 2.3. Percentage distribution of private medical care
expenditures, by type of service, 1948 and 1963

Type of Expenditure 1948 1963

(%) (%)
Hospital care 22 30
Physicians' services 33 25
Dentists' services 12 10
Drugs 19 19
Eyveglasses 6 6
Nursing home care 1 1
Net cost of insurance 3 5
Other 4 4

Total 100 100

Source: Social Security Administration, "Private Medical
Care Expenditures and Voluntary Health Insurance,
1948-63," Social Security Bulletin, Vol. 28, No. 12
(December, 1964), Table 4, 15.

Table 2.4, Hospital costs (short-term general) and consumer
price index and percent of increase, for
selected years 1948 through 1964

Hospital Percent Consumer Percent
Year Costs of 1948 Price Index of 1948
1964 $ 41.58 310 $ 108.1 125
1960 32.23 250 101.4 115
1956 24 .15 190 94.7 108
1951 16.77 125 95.4 109
1948 13.09 100 88.2 100

Source: American Hospital Association. Hospitals, Vol. 39,
No. 15 (August, 1965), Guide Issue, Part 2, 448;
and Survey of Current Business, July, 1965.
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cnly one-eighth of the rise in hospital costs per patient
day°8

There are regional, state, and local differences in
hospital costs and rates. Table 2.5 indicates a regional
range in total costs per patient day from $36 to $58 and a
range in hospital rates from $35 to $55. Even within a
region as small as New England, there are inter-state differ-
ences. Costs range from $36 to $52 and rates from $34 to
$49. These variations also hold true on a local level. For
example, within the small state of Rhode Island, costs range
from $23 to $30 and rates from $24 to $33. It is important
that these differences be recognized in any attempt to estab-
lish a nationwide reimbursement formula for the purchasing
of hospital care by a third-party agency.

With the steady increase in hospital costs and rates
the need for a control-oriented reimbursement formula be-

comes imperative. Without such a formula, the macro prokbklem

of rising costs will become more acute.

Hospital Financing

The financing of hospital operations has passed

through four developmental9 periods and is now entering a

8For a full explanation cof factors contributing to
this rise see Seymour E. Harris, The Economics of American
Medicine {(New York: MacMillan Company, 1964).

9Many authorities consider these periods ‘“revolution-
ary" rather than "developmental." L. Block, Hospital
Accounting, March, 1966, p. 3.
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Table 2.5. Total expense and hospital rates per patient day
by principal regions, New England States and
selected Rhode Island hospitals for 1964

Total Costs Patient Rates
Area Per Patient Day Per Patient Day
Region
Middle Atlantic $ 43 $ 39
East North Central 42 42
East South Central 36 35
West North Central 36 35
West South Central 39 37
Mountain 43 41
Pacific 58 55
New England 49 44
States
Connecticut 51 49
Maine 36 34
Massachusetts 52 44
New Hampshire 41 34
Vermont 40 39
Rhode Island 28 24
Hospitals
Rhode Island 30 33
St., Josephs 22 27
Newport 23 24

Sources: American Hospital Association, Hospitals, Vol. 39,
No. 15 (August, 1965), Guide Issue, Part 2, 456-
472; Hospital Association of Rhode Island, Compara-
tive Graphs and Schedules, 1965.
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fifth. As a result of the hospital's more extensive role
and the economic impact of rising expenditures, costs, and
rates, the pattern of fund sources has undergone radical

change.

Prior to 1910

Prior to 1910, hospitals were financed entirely by
philanthropic sources. Only non-paying patients were
admitted; paying patients were treated at home by local

_ 10
physicians.

1910 to 1930

With the discovery of the x-ray, smallpox vaccina-
tion, and insulin, physicians and the public came to accept
the idea that the sick--even the well-to-do sick--might be
better off in a hospital than at home.ll These paying
patients were accepted by the hospital out of courtesy fc
those physicians devoting their services to free patients.
Consequently, the private patients of physicians were
charged for the use of hospital facilities and serviceu12

This new source of revenue was soon to become the nonfederal

hospitals' most important financial source.

lODavis and Rorem, The Crisis in Hospital Finance
(Philadelphia: W. B. Saunders Company, 1936), p. 108.
llImpetus was given this new way of bringing health
care to the people by the American College of Surgeons in
1913 and by 1its first hospital approval program in 1918.

12

L. Block, op. cit., p. 4.
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1930 to 1940

During the early thirties, hospital pricing policy
was highly flexible. 1In an attempt to counterbalance losses
resulting from below-cost rates for routine services, above-
cost rates were set for special service departments,l3 Def-~-
icits and capital needs were met through voluntary giving
promoted by fund drives. Philanthropy continued to be a
major fund source.

In the development of hospital financing, this
decade was characterized by the birth and growth of prepay-
ment plans.l4 Premium payments, on a community rating basis,
are made to third-party organizations which in turn reim-
burse the hospital for the care of their beneficiaries. The
number of these plans increased from zero to fifty-three and
their subscribers from zero to 2.9 million.15

The depression gave impetus to this new phase. Hos-
pital debts were mounting and receipts were decreasing

because patients could not afford to pay their bills. In

l3W. J. McNerney, "“"Public Wants Voice in Hospital
Financing, " Modern Hospital, September, 1963, p. 140.

4Prepayment as we know it today began in 1929 in
Dallas, led by Justin F. Kimball. Drawing upon their expe-
rience with a sick benefit fund, a group of teachers agreed
to pay Baylor University Hospital six dollars per year in
return for hospital benefits when needed.

15W° J. McNerney et al., Hospital and Medical
Economics, Vol. I (Chicago, Illinois: Hospital Research and
Fducational Trust, 1962).
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the absence of the profit motive and lacking any actuarial
certainty, the birth of Blue Cross during this period of
time must be considered as a social occurrence which brought

hospitals and patients effectively together.,l6

1940 to 1960

The idea of prepayment was becoming more widely
accepted. Between 1950 and 1960 premium payments increased
approximately 350 percent.l7 Prepayment plans stabilized
and increased the percentage of disposable personal income
allocated to health care. Consequently, hospitals grew
significantly in number and complexity.

Table 2.6 indicates the changed pattern of hospital
financing during this twenty year period. The trend was
toward more reliance on the patient and his third-party
representative rather than on government and philanthropy.
This shift lessened the flexibility of hospital pricing
policies. It was no longer poésible to set rates on an
over—-all basis, by unit of production, or according to the

patient's income level. Rates were now negotiated.,

l6W. J. McNerney, op. cit., p. 141.

Y1pia., p. 142.
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Table 2.6. Proportion of voluntary general hospital revenue
derived from patients, government, and philan-
thropy, for selected years 1935 through 1964

Revenue Source 1935 1940 1948 1959 1964

(%) (%) (%) (%) (%)
Patients* 56 66 76 89 93
Government 19 13 - 6 4
Philanthropy 25 21 iy ] 3

*
Patients are defined as self-paying or represented
by third-party organization.

Source: Adapted from E. Ginzburg, A Pattern for Hospital
Care (New York: McGraw Hill, 1961), pp. 64-65; and
Health Insurance Institute, 1965 Source Book of
Health Insurance Data.

The hospital, in turn, attempted to adapt to the
demands of third-party agencies and at the same time to
retain its former prerogative of determining its own prices.
Hospital administrators were preoccupied with the influence
this new revenue source would have on the quality of care,
if the terms of the reimbursement contract were not favor-

able.

1960 to Present
The present phase of hospital financing is character-
ized by the emerging concern of the public and of third-

party agencies to obtain care which weds quality and quantity
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at a reasonable price. Emphasis is being placed on the need
for controls in order that this ideal may be attained.

With the passage of Medicare on July 31, 1965,
approximately twenty million Americans became eligible par-
ticipants in a medical insurance program sponsored by the
Federal government. This program will reduce the number of
federal hospitals. Essentially, the government is *buying
into" the voluntary hospital system instead of "buying it
out."18 As a result, voluntary hospitals will assume more
responsibility toward persons previously cared for in govern-—
ment institutions (veterans, merchant seamen, drug addicts).

How will the voluntary hospital system be financed?
The continued growth of prepayment plans and the inclusion
of special social groups, such as the aged and the medically
indigent, point toward third-party reimbursement contracts
as the main source of funds. Self-paying patients will be
expected to make up any balance. The reorientation of the
voluntary hospital will have to be in the direction of these

reimbursement formulae and their attendent administrative

controls.

l81-\ phrase coined by R. E. Brown in his address at
the New England Assembly, March 29, 1966, Boston, Massachu-
setts.






CHAPTER III

THEORETICAL CONSIDERATIONS

Economic Basis for Hospital Care
and Payment

There are two aspects to the problem cf providing
adequate hospital care: form of ownership and methods of
financing. There are three forms of hospital ownership:
proprietary, voluntary, and federal. There are three meth-
ods of financing: payment by private patients, federal sup-
port through tax levies, and prepayment plans. The ultimate
objective is to determine which combination of ownership
focrm and financing method will result in the provision cf
hospital services of acceptable quality at the lowest long-
run average cost. The following factors influence this
optimum combination: the shape and level of hospital indus-
try supply curves, the effect which the form of ownership
has on these curves, and a change in payment method result-

ing from individual reaction to a change in hospital rates.

Hospital Industry Supply Curves

The shape and level of an industry supply curve are

derived from the horizontal sum of the marginal cost curves

18
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of the individual firms. This 1s true in the long run as
well as in the short run, except that in the long run the
curve 1is affected by the number of firms.

Studies of hospital short-run costs reveal that the
functional form of the relationship between total costs and
patients days is linear.)l Linearity of total costs implies
that marginal cost is constant over the observed range of
output. This is in contrast to general economic thecry that
the short-run marginal cost curve is upward-sloping, owing
to the onset of diminishing returns when one or more factors
of production are fixed while others vary.

In the hospital industry a horizontal marginal cost
curve results necessarily from a hospital’s desire for flex-
ibility. 1If a hospital's rate of output could be predicted,
the goal would be to minimize the cost of servicing that
fixed volume. Since, in reality, a hospital's rate of out-
put varies, owing to fluctuations in demand, the objective
is to select that production method which will result in the
fewest cost differences over the probable range of outputs.

The shape and level of the long-run supply curve of
the hospital industry are determined by two factors: the

shape of the marginal cost curves of individual hospitals,

lPQ J. Feldstein, An Empirical Investigation of the

Marginal Cost of Hospital Services (Chicago: Graduate Pro-
gram in Hospital Administration, University of Chicago,
1961), p. 4.
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and the reasons for the entry of new hospitals and the exit
of existing hospitals.

Studies of long-run costs disagree as to the shape
of the long-run average cost curve. Feldstein found that
patient-day cost did not differ between small and large
hospitals.2 This means that economies of scale exist
throughout the range. However, Feldstein's findings are not
consistent with those of the Commission on Financing Hospi-
tal Care, which show high correlation between the range of
services and the patient-day costo3

A U-shaped cost curve for the long run is very
plausible. Starting with very small output, efficiency will
increase 1in size, owing to the specialization of labor and
equipment. Starting with a large output, efficiency will
diminish with size, owing to more complex management. Two
additional factcrs reinforce this outcome. At the lower end
of the scale, a low rate of occupancy raises average cost
per patient-day. At the higher end of the scale, a wider
range of services and expanded adjunct functions contribute
to an increase in costs.

In the manufacturing industry the entry or exit of
firms is determined by profit expectations. Current and

future profits attract, losses repel. However. in the

21pid.. p. 63.

3J. H. Hayes, Factors Affecting the Costs of Hospi-
tal Care, Vol. 1 (New York: Blakiston, 1954), 107.
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hospital industry it is the type of ownership that governs

entry and exit.

Hospital Ownership

It has been noted that proprietary hospitals provide
a small fraction of the service in the United States. Gov-
ernment hospitals are more numerous, but their services are
normally restricted to special groups, rather than being
extended to a representative cross-section of the community.
In most areas it is the voluntary hospital that serves the
population at large.

To say that a service, such as hospital care, falls
properly within the scope of government expenditures is not
the same as saying that government should produce that ser-
vice. It is frequently practicable for government to pur-
chase the service from private industry. In theory, there
is no reason why the government could not purchase hospital
care services for its beneficiaries from voluntary hospitals.
Unlike the administration of courts, the administration of
hospitals is a type of activity that can be entrusted to
private operations. Certain government functions must be
national in scope, e.g., defense, since it cannot be divided
geographically, and radio and television, owing to the dis-
tances involved. What, then is the criterion for determin-
ing whether government should produce a service or purchase
it? Most economists agree that the choice should be made on

the basis of efficiency.
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Present Economics of Care and
Payment

The present economic basis for providing hospital
care in the United States lies somewhere in the middle of a
continuum polarized by sccialized medicine and pure competi-
tion. It is not like the free health program cf Great
Britain in which hospitals are owned and operated by govern-
ment, nor 1is it marked by the competition characteristic of
other industries,

On the supply side, there are a large number of
voluntary hospitals, organized into state and national
associations, not in competition for the sale of services.
On the demand side, the purchasers of hospital care are few,
owing to the fact that many consumers are represented by
large third-party agencies, of which the government is one.
Therefore, the present economic system of providing hospi-
tal care in the United States consists, for the mcst part,
of a combination of private voluntary ownership and private
payment through third-party organizations which, by means of
premium assessments and tax levies, distribute the financial

burden over the entire community.

Reasons for the Present Basis

With the decrease among suppliers of hospital care
of small proprietary units, on the lower end of the scale,
and of government institutions, on the higher end of the

scale, the implications are that the long-run average cost
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curve is U-shaped and that the voluntary hospitals will be
able to operate at its bottom.

On the demand side the preference for prepayment
plans would seem to be based on an economic raticnale nor-
mally associated with the utility maximizing criterion. In
considering the very real possibility of illness in the
future, many people are aware that few substitutes for hos-
pital care are likely to be available. A plan of preventive
health care and/or some current financial arrangement must
be undertaken. A preventive plan ordinarily entails good
general care, periodic examinations, and precautions regard-
ing those foods, beverages, and activities considered harm-
ful to health. The majority of people do practice some form
of preventive medicine. However, certain types of illness
cannot be prevented.

Persons who can afford to do so, may make financial
provision by establishing a savings plan or by subscribing
to a prepayment plan. This latter 1s the more common prac-
tice because it entails fewer difficulties. Those who can-
not afford such a plan, rely on hospital charity and local
welfare programs.,

As hospital rates rise, there is an increase in the
number of medically indigent who qualify for welfare support.
Moreover, as hospital prices increase, more people, at the
margin, decide that it is econcmically wiser to subscribe to

a prepayment plan than to rely on savings. The rationality
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of consumer choice of prepayment plans may be illustrated
through microeconomic analysis. Let us assume a person is
maximizing his total utility and is at an equilibrium point.

This may be expressed thus:

Mul _ Mu2
Pl P
where:
Mu, = the marginal utility received from each unit
of hospital care.
Mu2 = the marginal utility received from all other

goods in present basket of goods.
Py = the price per unit of hospital care.

P, = the price per unit of all other goods.

If Pl increases, in order to return to equilibrium, the con-
sumer must choose either: (1) the practice of preventive
medicine, or (2) a subscripticon to a prepayment plan.
Either action will decrease the marginal utility cf all

other goods and bring the consumer back into equilibrium at

a lower total utility level. This may be expressed thus:
Py Py

Consequently, the rise in the number of prepayment plans and
subscribers must be attributed to the fact that most people,
in the face of steadily rising prices, are making the second

choice.
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The present system is not without its defects. With
the voluntary form of ownership, there is the danger of in-
efficiency since the ordinary economic incentives are lack-
ing. Hospitals claim that inefficiency of operation is
diminished by the fact that the trustees of voluntary hospi-
tals aré men of affairs devoted to the institution's inter-
est and that administrators are increasingly better trained.
The writer is of the opinion that, despite their reliance on
personal integrity and academic knowledge, voluntary type
hospitals are in need of economic incentives. Even though
management techniques are employed, singleness of purpose
and consistent goals are impeded because of the traditional
method of dividing authority among trustees, physicians, and
administrators. This conflict between the physicians®
demand for high quality of care at any cost and the adminis-
trators® desire for standard gquality of care at least cost
is magnified by the lack of cost-control measures in third-
party reimbursement contracts.

The ultimate success of the voluntary hospital sys-
tem in terms of an optimum allocation of resources depends
upon operation efficiency. A formal control system is
necessary as a substitute for the implicit controls of the
pure competition model. This system would be most effective

if incorporated directly into the reimbursement contract.
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Reimbursement Contract Objectives

All purchasers and providers of service are in agree-
ment as to the general objectives of a reimbursement con-
tract. F. S. Groner, President of the American Hospital
Association, expressed them thus:

A reimbursement formula to be wholly satisfactory
both to hospitals, the public, and the purchasers
of care, should (1) assure fair and adequate pay-
ment of services purchased; (2) provide funds to
maintain essential hospital services; and (3}
encourage high standards of care.%

These broad objectives do not indicate ways of imple-
mentation. Purchasers and providers of hospital care do not
agree upon the theoretical constructs of reimbursement. As
a result, there exists a number of acceptable reimbursement
formulae. The major formulae in use differ in the four
following points: (1) the basis of reimbursement, (2) the
elements of service to be included in the calculation, (3)

the manner of allocating service costs among the purchasers

of care, and (4) the techniques of limiting cost increases.

Bases of Reimbursement

Early Plans

The first reimbursement method was that of the "Ilump

sum" payment. The purchaser of care, ordinarily an industrial

4F. S. Gromer, "Changing Times Requires Revision of
Government Reimbursement Formula,® Hospitals, July 1, 1961,

p. 76.
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enterprise, entered into an agreement with a local hospital
as to the total sum to be paid for the hospital care of its
employees. The discontinuation of this reimbursement scheme
was chiefly brought about by the recommendation, in 1937, of
the American Hospital Association and the American Public
Welfare Association°5

Subsequently, a number of methods based on some form
of "per diem" schedule came 1into existence. These methods,
in essence, were based upon a daily rate, predetermined
through mutual agreement. Three of the most popular per
diem plans were the "fee schedule," “straight per diem," and
"weighted average."”

The "fee schedule” was modeled after that of the
government in its purchasing of physicians' services. A set
amount was paid for each drug, test, service, and accommoda-
tion. There was no flexibility in the choice of accommoda-
tion nor was there any recognition of variation in quality
of service. Furthermore, the fee schedule was subject to
abuse and was extremely difficult to audit.

On a "straight per diem" plan, the third-party
agency reimbursed the hospital an arbitrary amount for each
day of care. The amount of daily payment was arrived at

through negotiations between the hospital and the agency.

5American Hospital Association and American Public
Welfare Association, Statement of General Policy Regarding
Hospital Reimbursement, The Association, 1936, p. 18.
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This method was simple and easily understood by all con-
cerned, especially by the public. However, this plan
penalized the hospital in which higher costs resulted from
the provision of better care. Moreover, 1t ignored other
cost differences resulting from hospital location, size, and
occupancy.

In the "weighted average method" each individual
hospital in a specified group was paid an amount equal to
the group's average "per diem" cost. This was a fair method
for areas in which all hospitals operated under similar eco-
nomic conditions. However, this similarity was rarely found.

These early plans were crude attempts to determine
an adequate and equitable basis for reimbursement. Simplic-
ity was their best feature. However, important individual
differences went unrecognized. The inevitable result was

the discarding of these early methods.

Current Plans

It is logical to assume that the general public and
third-party agencies should pay equal rates. However, prior
to the end of World War II, hospital rates were below cost.
Rates were determined by social philosophies instead of
price economies.,6 These losses were offset by endowment

income, capital, and current gifts.

6G° C. Stewart, "How Method of Fayment Affects Cost
of Prepayments, * Hospitals, September 1. 1956, p. 40.
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At the present time, losses incurred in certain
departments are recouped by charging above-cost rates in
other departments. This practice of subsidization is unfair
to third-party agencies since, in effect, they are paying
toward services not covered in their subscribers' contracts.

Although reimbursement based on rates was the cur-
rent practice, only a passing reference was made to it at
the 1951 conference of the American Hospital Association,
attended by hospital and third-party agency representatives.7
It was merely stated that rates to third-parties should not
exceed those charged to self-paying patients receiving the
same care.

Table 3.1 indicates the changes that have occurred
in the type of payment method used by Blue Cross plans up
until 1964. It is noteworthy that after 1951 the rate basis
of reimbursement actually did lose favor. The number of
plans using the rate basis decreased from 28 to 22; whereas,
the number using the cost basis increased from 33 to 51.

It is clear that the trend is toward the cost basis of reim-
bursement. The fact that large-scale contractors are pre-
pared to guarantee definite and uniform payments for all
their subscribers is the primary reason why they object to

reimbursement based on rates. Unless some other agency or

7E° R. Rorem, "Impact of Third-Party Payment on

Hospital Economics," Hospitals, January, 1953, p. 51.
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Table 3.1. Methods of payment by Blue Cross plans at
inception, 1953 and 1964

Number of Blue Cross Plans Using

Method of Payment At Inception 1953 1964
Charges-full 10 15 16
Charges-discount 5 13 _6
Total 15 28 22
Cost-no limit 2 10 0]
Cost-100% charge limit 0 13 39
Cost-discount charge
Limit 0 10 12
Total® 2 33 51
Negotiated 54 6 0
Other 3 7 3

*

Of the plans using the cost method in 1964, six
plans use previous years' cost and forty-five plans use cur-
rent cost.

Sources: G. C. Stewart, "How Methods of Payment Affects
Cost of Prepayment," Hospitals, Vol. 30, No. 40
(September 1, 1956), 41; and Graduate School of
Business, Indiana University, Third-Party Reim-
bursement for Hospitals, Indiana University,
Indiana, 1965, pp. 30-32.
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group will become responsible for the balance, third-party
agencies want payment to equal the actual cost of the ser-
vices received.

The cost basis assures the hospital that it will
recover its costs and assures the agency that it is not sub-
sidizing nonplan patients. Nevertheless, unless the proper
cost formula is used, an increase in prepayment premiums may
result. The principal objections to the use of cost as a
basis for reimbursement are: (1) there is no universally
accepted listing of the items of service to be included,

(2) it is difficult and expensive to install a uniform
accounting system that will provide the necessary data for
cost allocation, and (3) cost payments may subsidize ineffi-
ciency, since they lessen the motivation for holding costs
to a minimum. The remaining sections of this chapter are

devoted to a theoretical analysis of these objectives.

Debatable Items of Service

A hospital or group of hospitals must, over a period
of time, be reimbursed for the full cost of services; con-
versely, all third-party contractors should pay the full
cost of services rendered to their beneficiaries. Apparent
though this may seem, it is not easily attainable. A prin-
cipal difficulty lies in the interpretation of "full cost of

services." There is little disagreement that "out of pocket
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expenses" (normal operating costs) are admissible items of
service. However, there is much disagreement over the inclu-
sion of capital costs and the expenses of adjunct functions.
Table 3.2 lists all the items of service subject tc debate.

\

The principal ones are: (1) depreciation, (2) interest, (3)

education, (4) research, and {5) charity and bad debt losses.

Table 3.2. Handling of items of expense when cost method
is used; by number of Blue Cross plans

Inadequate

Item of Expense Included Excluded Information
Interest

On capital debt 18 14 1

On current debt 22 9 1
Depreciation*

On buildings 28 5 0

On eguipment 32 1 0
Rent 29 2 2
Donated services 31 1 1
Bad debts 5 28 0
Charity losses 5 27 1
Collection fees 16 15 2
Nursing education 31 0 2
Legal fees 29 2 2
Cost of research 5 24 4
Purchase discounts 14 le 3
Taxes 24 6 3

Real estate 27 2 4

Sales 32 0 1

Employee

*.
Depreciation is based on arbitrary percentage in
lieu of depreciation based on historical cost c¢f plant and

eguipment in use.

Source: G. C. Stewart, "How Methcd of Payment Affects Cost
of Prepayment," Hospitals, Vol. 30, No. 40 (Septem-
ber 1, 1956), 42.
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Depreciation

The inclusion of depreciation on buildings and equip-
ment as a cost of patient care has been the subject of
debate for many y<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>