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M. Chairman, | am pleased to be here today to testify about
the effectiveness of the Professional Standards Review O gani za-
tion (PSRQ program

The Congress has recently considered two principal questions
about this program what level of funding is appropriate, and
whether changes in the program's operations are needed. The
interest in these questions has been wi despread, in part because
the PSRO programis only the latest of a long-standing effort to
restrain the wuse-—-and the costs--of federally financed health
services through utilization review This effort, which dates
from the inception of the Medicare program is likely to continue,
as evidenced in the nmany recent health bills that have i ncorpor-
ated PSROs or other utilization review mechanisms.

At the request of the Subcommttee on Oversight of this
Committee, CBO has twice evaluated the perfornance of the PSRO
program M testinony today summarizes the nore recent (CBO eval u-
ation and addresses the follow ng three issues:

0 Do PSR reduce inpatient use of short-stay hospital
facilities by Medi care beneficiaries?

0 Do the reductions in health-care expenditures attributable
to PSRs exceed the costs of the progran?

o Does the PSRO program have the potential to reduce
health-care costs significantly?



THE QALS AND ACTIM TIES GF THE PSRO PROGRAM

The PSRO program was established by the Social Security
Amendnents of 1972 to "pronmote the effective, efficient, and
economical delivery of health-care services of proper quality for
which paynent nmay be nade under the [Social Security] Act." The
anendnents call for the creation of local or statew de organiza-
tions of physicians to nmonitor services to ensure that such ser-
vices:

0 Conformto appropriate professional standards,

0 Are provided only when nedically necessary, and

0 Ae provided in the most economcal but nedically appro-
priate sSettings.

A though the statute specifies that PSR® should assure
quality of care as well as restrain utilization, control of utili-
zation and costs has in some ways been the program's prinary
focus. Activities ained at utilization control were inplemented
more rapidly and still account for nost of the program's budget.
Moreover, nost of the recent controversy about PSROs has centered
on their effectiveness as a neans of controlling utilization and
costs.

The principal means by which PSRGs attenpt to control costs
Is concurrent review, which involves two activities: adm ssi ons
reviews, in which cases are reviewed shortly after a patient's

admssion to determne if admssion was needed, and periodic



continued-stay reviews, in which cases are re-evaluated to deter-
mne if continued inpatient care is warranted. A negative deter-
mnation can result in denial of reinbursenent by Medicare or
Medi caid. Sanctions against providers and practitioners are also
established in the statute, but regulations allowng their inposi-
tion have only recently been issued by the Department of Health
and Human Servi ces (HHS).

The two C€BO eval uations of the program--which differed only
in that the second used nore recent data and sonmewhat better
estimating methods-—assessed only the inpact of the program on
utilization and costs under Medicare. Quality assurance efforts
and their costs were not considered, nai n_Iy because of inadequate
data. Sinmlarly, the lack of reliable data precluded an analysis
of the program's inpact on Medicaid use, and the costs of Medicaid

review activities, therefore, were also excluded.

DO PSRGs REDUCE SHCRT- STAY HOBPI TAL USE?

CBO estimates that a PSRO program in which all Medicare
patients are reviewed reduces Medicare days of hospitalization by
about 1.5 percent. (The difference between this and Health Care
F nanci ng Administration's (HJFA) current estimate of 1.7 percent

is so small that it has no statistical or practical inportance.)



This conclusion, however, is subject to a few inportant
qualifications:
0 Sone patterns in the data are hard to explain and throw

the results into doubt. For exanple, PSR>s in the South
are associated with an increase in hospital use.

The result is based on PSRO activities in 1978 when all
Medi care cases were reviewed. Today, in response to tight
budgets, PSR® "focus" their activities, reviewing on
average fewer than half of all Medicare cases. Shifting
to focused review probably has reduced both the cost of
the programand its inmpact on utilization, but there is no
information indicating which has been reduced more.

As | noted, there is still no reliable information about
the programs effect on Medicaid use. S nce the Medicaid
and Medicare patient populations are so narkedly dif-
ferent, it is inappropriate to assune that the program
works equally well wth both groups. Because review of
Medi cai d patients absorbs about one-third of the program's
budget, a large part of the progranis utilization-control

efforts renmai ns uneval uat ed.

Wiile PSR> have been successful in reducing Medicare hos-

pi tal

use, they apparently do not become nore effective as they

gai n experience. The average PSRO's inpact on Medicare use of



short-stay hospitals did not change appreciably between 1977 and
1978—-the last years for which data are available-—-even though the
average duration of PSRO activity increased from 16 to 25 nonths

during that period.

DO PSRGs SAVE MONEY?

Al though PSR have neasurably reduced Medicare hospital use,
they have not been conparably effective in reducing costs. The
program's inpact on federal outlays has been mninal; noreover,
it actually has increased slightly the resources spent on health-
care by society as a whol e.

Before | present nore specific figures, let nme explain tw
different ways of calculating the cost of the program both of
which are used in our estimates. The cost figures that appear in
the federal budget, as well as in HCFA's evaluation of the pro-
gram reflect the total cost of operating the program The cost
of running the program however, is substantially greater than the
incremental cost of first putting it into operation. The reason
for this difference is that the PSRO program replaced an earlier
form of utilization review Medicare and Medicaid have required
hospitals to perform utilization review since the 1960s. Wen a
PSRO begins review, those pre-existing utilization review activi-

ties stop, and the resulting savings offset sonme of the cost of



PSRO operati ons. To calculate the incremental cost of PSRO
review, then, the cost of pre-PSROreviewis substracted fromthe
cost of PSRO review

Whet her total or increnental cost 1s the appropriate neasure
depends on the options being considered. |If the Congress is con-
sidering abolishing the PSRO programwi thout renoving the utiliza-
tion review requirenents in the Medicare and Medicaid statutes,

increnental cost would be germane, because pre-PSRO utilization

review would again be required. If the Congress is considering
elimnating the utilization review requirements as well, total
cost would be relevant. If the Congress is considering only

changes in the level of PSRO funding, either could be appropriate,
depending on whether the number of hosbitals under PSRO review

woul d change.

Do PSR Reduce Federal Qutlays for Medi care?

Does the estimated 1.5 percent reduction in Medicare hospi-
talization translate into a net budgetary savings? That is, do
the savings of Medicare reinbursements exceed the costs of running
the progran? This question can be answered by calculating the
ratio of reinbursenment savings to program cost.

CBO estimates that reinbursenment savings fall short of total
program cost by about 10 percent. That is, the savings-to-cost

ratio is 09 to 1 (h the other hand, we estinmate reinbursenent



savings to be twenty percent larger than the incremental cost of
the program-—a savings-to-cost ratio of 1.2 to 1. In either case,
the net inmpact of PSRO review of Medicare patients is small: a
snall net loss when total cost is considered, and a small net gain

when only incremental cost is relevant.

Do PSRG>s Reduce the Anount Society Spends on Health Care?

The inpact of PSRO>s appears less favorable if one considers
their effect on the resources spent on health care by society as a
whol e. Societal resource savings from PSRO review of Medicare
patients fall far short of programcost. CBOestinates that every
dollar in program expenditures yields only 40 cents in resource
savings, for a net loss of 60 cents on the dollar. Even when only
incremental cost is considered, the program still saves society
less than it costs, producing a net loss of 20 cents on the
dollar. Snce the cost of operating the PSRO programis itself a
part of society's total health care costs, this finding indicates
that by spending resources on PSROs, society as a whole actually
ends up paying nore for health care then it otherw se woul d.

The discrepancy between the program's effects on federal out-
lays and expenditures by society as a whole stens from the way the
Medi care rei nbursement system works. A large portion of the cost
of a day's stay in a hospital--perhaps 60 percent—-is attributable

to fixed costs such as nortgage debt. Wen PSRGs reduce Medicare



days of care, these fixed costs remain and wmust be absorbed by
soneone. The Medicare reinbursenent system apportions those fixed
costs anong remaining patients, wth private patients absorbing
most of the additional burden. In the short term PSROs=--and
indeed any successful federal wutilization review program—-bring
about federal savings in part by transferring sone costs to
private patients.

It should be stressed that extending PSRO review to private
patients would not solve the problemof costs being transferred to
t hem The fixed costs would remain, and private patients, who
would still conprise about two-thirds of the patient population,
woul d still absorb about two-thirds of them  Successful review of
private patients would, however, drive federal reinbursement
savings down, since Medicare would absorb about a third of the
additional fixed costs fromthe saved days of private hospitaliza-
tion.

Qver a period of several years, however, hospitals mght
reduce those initially fixed costs by reducing capacity. To the
extent that this occurred, the transfer of costs would decrease,
and the resource savings to society as a whole would increase,
gradual |y approaching the level of reinbursenent savings. If all
fixed costs were eventually renmoved (for exanple, all facilities

either worn out or converted to alternative use), the resource

savings woul d roughly equal the total cost of the program



In sunmary, CBO estimates that PSROs produce reinbursenent
savings about 20 percent greater than the increnental cost of the
program but this savings is achieved at the cost of a net
increase of about the sanme amount in the resources spent for
heal th care by society as whole. Moreover, the outlay savings are
small relative to the expenditures that the program was designed
to control. In 1978, for exanple, the budgetary savings from PSRO
review anounted to |ess t.han two-tenths of one percent of Medicare
Part A outlays. Fnally, in cases where the total cost of the
program are the relevant conparison, the program's net effect is

actually to increase budgetary outlays.

How Wul d the Nunbers Change if Medicaid VWre |ncluded?

The above estinmates exclude the costs and benefits of the
programs Medicaid portion because of the lack of reliable data.
Including Medicaid review, however, would probably produce a nore
pessimstic estimate of the programis inpact on federal outlays.
Even if PSROs were equally effective in reducing Medicaid days of
care--which is unlikely, given the nature of the Medicaid patient
population--federal reinbursenent savings per day would be |ower,
since states would receive about 44 percent of the reinbursenent
savings.

The various comparisons Of program costs and savings are

presented in Figure 1.



-10-

FIGURE 1. [IMPACT CF PSR ON CCBTS. FOWR WAYS TO CALAOULATE THE
RATIO GF SAVI NGS TO QCBTS

Savings Consi der ed

Feder al
Resour ce Rei nbur senent
Savi ngs Savi ngs
Tot al 0.4 to 1a 0.9to 1b
Cost s
Consi dered
| ncr enent al 0.8to 1 1.2to 1¢

NOTE Nunbers include only Medicare portion of the program
because of data limtations. See footnotes b and c.

a. CBO's best estinate.

b. If Mdicaid were included and if PSRs are as effective with
Medicaid as with Medicare, this would be 0.75 to 1. If
Medicaid were included and if PSR are ineffective wth
Medicaid, this would be 0.6 to 1.

c. |If Mdicaid were included and if PSR are as effective wth
Mdicaid as with Mdicare, this would be 1.1 to 1 | f
Medicaid were included and if PSRs are ineffective wth
Medicaid, this would be 0.8 to 1.

Are There Qther Justifications for Continuing PSRO Revi ew?

In light of these pessimstic findings are other reasons to
continue PSRO review? This question has to be answered in the
context of the prograam's dual nmandate to assure quality as well as
to contain costs. PSRGs, however, engage in different activities
to achieve these tw goals. Concurrent review activities (which

are the activities that CBO has evaluated) are ained primarily at



the control of use and costs. G her, less expensive activities
are aimed primarily at quality assurance. Either one of these
conponents could be expanded, cut back, or otherw se changed
wi t hout changing the other.

A second, nore difficult issue is whether PSRO concurrent re-
view activities that were designed to restrain use affect quality
as well. If they do, then these effects on quality should be
considered in evaluating the effectiveness of concurrent review

Concurrent review does sonetinmes affect quality, but it is
not clear whether this effect is, on balance, positive or nega-
tive. Preventing unnecessary surgery would often be seen as im
proving quality of care. Earlier discharges of elderly, infirm
patients, on the other hand, may reflect a decline in quality.

To answer this question, basic descriptive studies of PSRO
denials are needed. A though we have estimates of the aggregate
i mpact of the PSRO program representative data on the program's
effects on individual patients are not available. In order to
evaluate the progranis inpact nore fully, we would need
information on the health status of patients whose stays are
shortened, the alternative care available to them their

subsequent pl acenents, and so on.

PRCSPECTS FOR THE FUTURE

The failure of the PSRO program to produce substantial sav-

ings raises the question of whether the programs performance can
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be inproved. Certainly there are many ways the PSRO program coul d
be changed. Alternative nethods of review and al ternative manage-
nent strategies mght be tried. D fferent sanctions—-such as the
Department's current efforts to involve PSR in waiver-of-

liability determinations-—might also alter t he program s

performance.
Unfortunately, it is not now clear what specific changes
woul d be beneficial. Wile HHS has proposed changes and i ndivid-

ual PSR> have tried alternative procedures, there has been little
pl anned experinentation designed to find out which alternatives
are best. Mreover, evaluation of the relative effectiveness of
various procedures now in effect has been hampered by a lack of
systematic data on the practices of i ndi vi dual PSROs. For
example, little information is yet available about how PSRGs
sel ect cases for review or about different management and review
practices of various PSRGCs. Wthout information of this sort,
systematic inprovement in the program can only cone slowy.

In sum M. Chairman, a great deal is still not known about
the total inpact of PSRO concurrent review Nonet hel ess, it is
clear from both the CBO and HCOFA evaluations-—which used identical
data and simlar methods--that the program has not generated the
substantial savings many had hoped for. Mrreover, it has not yet

shown signs of najor inprovenent in that respect.



