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PREFACE

At the request of the Subcommttee on Oversight of the House
Committee on VWays and Means, the Qongressional Budget Ofice
prepared this staff draft analysis updating the June 1979 CBO
evaluation of the Professional Standards Review QO ganizations.
This analysis parallels the earlier evaluation in focusing on the

PSRO program's effects on hospital utilization and costs.

The analysis was prepared by Daniel Koretz of CBO's Hunman
Resources and Community Devel opnent D vision under the supervision
of David S Mundel and Nancy M. Gordon. Paul B. dnsburg of CBO
provi ded val uabl e suggestions and comrents throughout the course
of the analysis. Thanks are due to nany people in the Health Care
F nancing Admnistration, especially Alen Dobson and Roger
Mdung, for their cooperation and assistance. The author is
particularly grateful to Paul Eggers of HOFA for his generous
contributions of time and effort and his hel pful comments. Toni
Wight typed the drafts of this report and prepared the final

manuscri pt.
In keeping with CBO's mandate to provide objective analysis,

this study offers no recommendations.

Aice M Rvlin
D rector



SUMVARY

This analysis updates the results described in the June 1979
Congr essi onal Budget Ofice evaluation of the Professional
Standards Review Qganization (PSR) program as a neans of
controlling hospital wutilization and heal th-care costs.l At that
time, the nost recent available data covered the program's i npact
in 1977. Snce then, data have becone available wth which one
can assess the inmpact in 1978 Consistent with the 1979 CBO
report, this memo does not consider the costs nor the benefits of

the quality-assurance portion of the PSRO program

DCES PSRO REVI EW REDUCE USE CF | NPATI ENT HOBPI TAL  CARE?

The nmost recent data suggest that a PSRO program in which all
Medi care patients are reviewed reduces Medicare days of hospitali-

zation by about 1.5 percent.2 The inpact of the current "focused"

1. CBO The Efects of PSR on Health Care (osts; Qurrent
Findings and Future FEvaluations, June 1979. The Executive
-Sunmary of that report is appended to this neno.

Thanks are owed to many individuals in the Health Care
Financing Admnistration, especially Alen Dobson and Roger
MO ung, for their assistance.. The author is particularly
grateful to Paul Eggers of HOFA for his generous contribu-
tions of tine and effort.

2. The difference between this figure and the conparable figure
in the June 1979 report reflects refinements in the estinat-
ing procedure rather than a decline in PSRO (continued)



system in which only a fraction of cases are reviewed, is alnost
certainly less, but there are as yet no data indicating how nuch

| ess.

PSR>s affect wutilization by Medicare patients primarily by
shortening hospital stays rather than by preventing adnissions.
¢ the days of care saved in 1978, roughly 90 percent can be

attributed to shortened lengths of stay.

The evidence that PSR>s reduce Medicare utilization, however,
is not firm Qonsidering the nation as a whole, the programs
apparent effect is sufficiently small and variable that it could
be an artifact of chance variation in the data. Mor eover, the
effect of PSRGs in the South seens to be to raise utilization, a
pattern that is difficult to explain and throws all the results

i nto sone doubt.

There are still no data that allow a reliable assessnment of
the programis inpact on Medicaid patients. Differences in the
characteristics of the Mdicare and Medicaid popul ations, however,
suggest that PSRCs are likely to have less inpact on Medicaid

utilization.

2. (continued) perfornance. The same is true of the savings-
to-cost ratio presented bel ow Had | ast year's data been
analyzed with this year's nethods, the results would have
been simlar to those presented here.



HAS PSRO PERFCRVANCE | MPROVED?

The June 1979 CBO report noted that as of 1977, there was no
evidence that PSROs becone nore effective in reducing utilization
as they gain experience, and the nore recent data confirm that
findi ng. The programis performance did not inprove appreciably
between 1977 and 1978, even though the average duration of PSRO
activity in active PSRO areas increased from 16 to 25 nonths

during that interval.

DO PSRGs SAVE RESOURCES?

Athough PSRGs appear to reduce Medicare utilization, the
program consumes nore resources than it saves. The 1978 data
indicate that for every dollar spent on PSRO review of Medicare
patients, only $.40 in resources were recouped, for a net |oss of
$.60 per dollar spent.3 This corresponds to a savings-to-cost
ratio of 0.4-to-1.% In other words, the PSRO program by
increasing the quantity of resources consumed, nakes the

health-care system less efficient.

3. In all instances, only the portion of the PSRO programs
costs that can be allocated to its wutilization-reduction
activities were considered.

4, Al savings-to-cost ratios presented here assune both the
costs and the benefits of reviewing all Medicare adnissions.
The effect of the change to focused review on these ratios is
unknown.



DO PSR REDUCE FEDERAL QOUJTLAYS?

Although the PSRO program produces a sizable 1loss in

resources, it has little inpact on federal outlays.

PSRO review——and any other review system that succeeds in
lowering Medicare wutilization——affects federal r ei nbur sement
paynents in tw ways: by changing total resource expenditures for
health care, and by transferring costs to the private sector.
This paper uses the term "rei nbursement savings" to refer to the
total reinbursement change stemming from both of these factors.
Subtracting program costs from rei nbursenent savings yields the

program's net inpact on federal outlays.

The 1978 data indicate that the ratio of reinbursenent
savings to total programcosts is roughly 0.9-to-l. That is, each
dollar spent on review yields about 90 cents in reinbursenent
savings. The net budgetary inpact is accordingly a $.10 loss for
every dollar in program expenditures. 3 (This ratio of 0.9-to-l

corresponds to the cost-benefit ratio of 1.269~to-l1 in the nost

5. This figure, like the estimate above of the program's inpact
on total resources spent for health care, considers only the
Medi care portion of the program If Medicaid review were
included-—and if it were assumed that PSR are equally
effective with Medicaid and Medicare utilization——this ratio
would drop to 0.75-to-1l. This is because sone of the Medi-
caid reinbursenent savings would go to states rather than to
the federal governnent.



recent evaluation of the program by the Health Care F nancing
Admnistration (HFA in that both figures estimate the ratio of

rei nbursement savings to total program costs.)®

The figures given  above--~including HCFA's--compare the
savings generated by PSRO review to the total cost of the review
portion of the program Recently there has been considerable
di sagreenent about this approach. Sone naintain that since PSRO
review replaces earlier forns of utilization review, the programs
benefits are the incremental benefits over and above those of
pre-PSRO utilization review and should be conpared to the
incremental cost of PSRO review over pre-PSRO utilization review
The best available estimate is that the resource savings generated
by PSRO review are about 20 percent less than incremental costs,
while the reinbursement savings to the federal government are

about 20 percent greater than Incremental costs.

This last figure indicates that when only the incremnental
costs of the program are taken into account, the net inpact on
federal outlays is a savings equal to 20 percent of program
costs. This savings in outlays, however, is achieved at the cost
of a net increase of about the same anount in resources expended
for health care. Moreover, the effect on outlays is small,
anounting to less than two-tenths of one percent of the Mdicare

Part A outlays that the PSRO programwas designed to control.

6. Health Care Financing Adninistration, 1979 PSRO Program
Eval uati on (VWashi ngt on, 1980).

- V -



CHAPTER |: HOW DO PSR WORK, AND HOWN CAN THEY BE ASSESSED?

This staff draft analysis updates the results described in
the June, 1979, (ongressional Budget Ofice evaluation of the
Professional Standards Review Oganization (PSR) program as a
means of controlling hospital utilization and health-care costs. 1
At that time, the nost recent available data covered the program's
inpact in 1977. S nce then, data have become available w th which

one can assess the inpact in 1978

The PSRO program has two primary purposes: to control utili-
zation of health-care services financed under the Social Security
Act, and to assure the quality of those services. Both the
history and the language of the PSRO l|egislation suggest that
control of wutilization and costs was the nore salient of the two
goals, and the inplenentation of the program simlarly has enpha-
sized reduction of inappropriate utilization. Al t hough the man-
date of PSROs under the lawis very broad, in practice nost of the
program's utilization-reduction activities have been limted to

inpatient care in short-stay general hospitals.2

1. Gongressi onal Budget O fice, The Effect of PSR on Health

Care  Costs; Qurrent Findings and Future Evaluations
(Washi ngt on, 1979).

2. For nore background on the program see: OBQ The Effects of

PSROs, pp. 1-11; and fice of Pl anning, Evaluation, (cont.)

-1 -



This analysis, like the June 1979 report, focuses entirely on
the utilization- and cost-control aspects of the program PSRO
effects on quality are not <considered, nor are the costs
associated with quality-assurance activities. The quality-assur-
ance and utilization-control conponents of the programare largely
distinct, and the success of one need not depend on the success—-
or even the presence——of the other. This makes it feasible and

useful to evaluate the two conponents separately.

The basic questions considered in this analysis, then, are
t wo: do PSRGs reduce inpatient hospital care, and do they save
noney? The followng issues are anmong those that arise in

addressing these questi ons.

What Activities Are PSROs Conducting to Reduce Wilization?

This question is surprisingly hard to answer because PSRGs
have changed their activities over recent years in ways that are

not fully known.

Uilization review——that is, review of a course of treatnent
to verify its appropriateness and nedical necessity——has always

been the principal tool of PSRGs in controlling hospital use.3 In

2. (conti nued) and Legislation (Health Services Adninistra-
tion), PSRQ An Initial Evaluation of the Professional
St andar ds Revi ew Organization, vol. 1, especially pp. 42-47.

3. For nore background on wutilization review and on the
differences between PSRO review and other types of
utilization review, see CBO The Effect of PSRGs, pp. 5-11.

- 2.



the early stages of the program PSRGs generally conducted "con-
current review," which is so naned because patients are reviewed
at the tine of treatnent rather than after the fact. Concurrent
review typically conprises two activities: adm ssions review,
conducted within a few days of admssion, and "continued stay"
reviews conducted at set intervals to determne the necessity of
conti nued stay. During the program's first years, every Medicare
and Medicaid patient in hospitals where a PSRO was active was

given an admssion review and, if the hospitalization was suffi-

ciently long, one or nore continued stay reviews.

Inpl enentation of PSRO review in short—-stay hospitals has
been gradual . In md-1978, when the evaluation data anal yzed here
were collected, 118 of the total of 203 PSRO areas (58 percent)
had an active PSRO that had instituted review in at |east one
hospital . By the fall of 1979, that percentage had increased to
88 percent, and recently the figure has been about 95 percent. At
the sane tinme, active PSRGs have been expanding their activities
to cover a larger percentage of hospitals in their areas. In
1978, under half of all federal (Medicare and Medi cai d) adm ssions
were to hospitals where PSRO review had begun; in 1980, that
figure had reached two-thirds, and the Health Care Financing

Adm nistration (HFA hopes to exceed 90 percent in 1981



In recent years, the PSRO budget has not kept pace with the
program's expansion, and the program has been under increasing
financial pressure. As a result, full concurrent review of all
cases becane financially infeasible for nost PSRGs. The response
was to institute "focused review " a system in which only sone
cases are actually reviewed. The ideal focusing system would
select for review those types of cases where overutilization has
been nost severe or where the inpact of review would be expected

to be greatest.

As focusing has progressed, it has become increasingly
unclear what review activities are actually being conducted.
There are no figures, for exanple, on the percentage of patients
in active PSRO areas whose cases are actually reviewed. Fi gures
ranging from 20 to 50 percent have been offered by different PSRO
and HCFA officials. There are no data on the criteria used to
focus; for exanple, PSRG>s could select cases to review on the
basis of diagnosis, age, or the physician or hospital involved in
treat nment. Sone PSRGs have abandoned concurrent review entirely
in some hospitals, replacing it with retrospective nonitoring of

utilization.



Do PSRO Activities Reduce Wilization?

Evaluating the inpact of the PSRO program on utilization is
not entirely straightforward. The issues that arise in making
such an assessnent and the strategies used to resolve them are
described briefly in Chapter II. A nore conpl ete discussion can

be found in the earlier CBOreport and is not repeated here.

How Muich Do PSRO Activities Cost and How Much Do They Save?

The costs of PSRGs and the savings they generate can be tabu-
lated in many different ways, and the existing assessnents of the
program confront the reader with a thicket of confusing termnol-
ogy. This section describes the issues involved in accounting for
these costs and savings and presents a standard termnol ogy that

is used throughout this report.

Total Versus Increnental Qosts. The initiation of PSRO

review in a hospital replaces one form of wutilization review with
anot her. Hospitals participating in the Mdicare and Medicaid
prograns have been required to conduct utilization review since
the 1960s, but those utilization review activities are discon-
tinued when PSRO review is instituted. "Total cost" refers to the
outlays required to operate the PSRO program while "incremental
costs" refers to the increase in outlays required to replace
pre-existing utilization review with PSRO review

- 5-



Total Versus Incremental Benefits. Precisely the sane

distinction is applied to the benefits of the PSRO program
However, since PSRO review has always been a replacenent for
anot her pre-existing systemof review, it has never been possible
to assess the total inpact of instituting PSRO review in an area
with né pre-existing review Rather, all evaluations of the
program have been limted to assessing the incremental inpact of
PSRO review on utilization, above and beyond whatever inpact the

pre-existing review systemhad produced.

S nce total benefits of the program have never been assessed
directly, the terns "benefits" and "savings' are always used to
mean increnental benefits and incremental savings unless expli-

citly noted otherw se.

Resource Savi ngs, Rei nbur senent  Savi ngs, and Transferred

Cost s. "Resource savings" refers to the change in the total
expenditure of resources for hospital care stemmng from such
changes in utilization. "Rei nbursenent savings" refers to changes
in governnment outlays (usually federal) resulting from PSRO

i nduced changes in utilization.

The difference between resource savings and reinbursenent
savings arises because roughly 60 percent of the costs of a day of
hospitalization are fixed, and 40 percent are variable. That is,

-6 -



if utilization decreases by a given anount (say 10 percent), costs
will go down only 40 percent as nuch (4 percent). The remaining
60 percent of the costs of the days of hospitalization not used
remain and nust be absorbed by someone.®* |f the decline in utili-
zation is restricted to Medicare patients, the Medicare reinburse-
ment fornula reapportions the 60 percent of costs that are fixed
anong both Medicare and non-Mdicare patients, wth the latter
group typically bearing nost of it. In other words, sone of the
costs associated with days of care formerly consumed by Medicare
patients are transferred to private patients and wll generally
appear as higher charges. Conversely, if wutilization declines
anong private patients, some fixed costs are transferred to

Medi care patients.

These transferred costs are the difference between reinburse-
nment savings and resources savings. S nce 60 percent of costs are
fixed, the total resources saved when Medicare utilization
declines anmount to 40 percent of the costs of the days not used.
This is the actual change in resources spent for hospital care.
However, an additional portion of the costs of the days of care
not used are transferred to private patients. Wile this transfer
does not decrease the total expenditure of resources, it ‘does

reduce federal Medicare reinbursenent paynents.

4. Over the long term fixed costs beconme variable. That is, as
staffing levels change, debts are retired, and so on, costs
that are fixed in the short termwll be elimnated.

-7 -



The June 1979 CBO evaluation referred to resource savings
sinply as "savings." In contrast, the HCFA eval uati ons have gener-

ally used the term "savings" to refer to reinbursenent savings.

Net Versus G o0ss Savings. Bot h resource and rei nbursenent

savings can be either gross or net. Qoss savings are sinply
changes in resources or in reinbursenents expended. Net savi ngs

are gross savings ninus program costs.

Gonfusion sonetines arises when translating a savi ngs-to-cost
(or benefit/cost) ratio into gross and net savings. Al such
figures, however, are ratios of gross savings to program costs.
For exanple, a savings-to-cost ratio of 1l.2~to-1 neans that gross
savings anount to $1.20 for every $1.00 of costs, which corres-

ponds to net savi ngs of $0.20,

Calculating a Ratio of Savings—to—Cost. Savings—to-cost

ratios can be calculated with any conbination of total or incre-
mental costs and reinbursenent or resource savings. Al four
possi bl e conbi nati ons have been used in various assessments of the
program and there has been consi derabl e di scussion about which is

the nost appropri ate.

The savings-to-cost analysis in this report parallels the
June 1979 CBO report in enphasizing total costs and resource

- 8-



savings.? However, since incremental costs and reimbursement
savings can be inportant in some contexts, Chapter |l also pre-
sents alternative savings—to—cost estinmates based on all conbina-
tions of total and increnental costs and resource and reinburse-
nment savi ngs. D scussion of the nerits and di sadvantages of the

vari ous approaches are presented in Chapter IlI.

"Unit,” Per-Adm ssion, and Per—-Review Costs. S nce PSRGs now
focus review, many cases are never reviewed at all, and "cost per
admssion,” is not the sanme as "cost per review."® Considerable

confusion has arisen about this recently, since sone offices in
HCOFA have continued to use terminology from earlier years, using
both "unit costs" and "cost per review to nean "cost per

admission."?

5. The 1978 and 1979 HCFA evaluations of the program (HJFA
Prof essi onal Standards Revi ew O gani zation 1978 Program Eval -
uation, and HCFA, 1979 PSRO Program BEval uation) focused on
total costs and reinbursement savings. Chers in HOFA have
suggested that incremental costs are the appropriate measure.

6. In "cost per admssion," the adm ssions considered are only
those in hospitals where PSROreview is in place.

7. S nce the amount of focusing is not known, the nunber of
actual reviews, and therefore the costs per review, are not
known for the years during which review has been focused
(1979 on). Accordingly, while "per review —costs are
avail able for years through 1978, nost "per review' or "unit"
costs in HCFA naterials pertaining to 1979 and after can be
read as "costs per admission.” Costs per review, while
unknown, wll of course be higher.

- 9-



Has Focusing Altered the Effectiveness of the Progran?

The results of the current evaluation reflect the inpact of
an unfocused PSRO program in which every Medicare patient was
reviewed. The nost recent data on the program's perfornance were
collected in 1978, before any sizable amount of focusing had
begun. It is almost certainly the case that focusing has
decreased the effectiveness of review, but the extent of the
change is unknown.8 In particular, it is not known whet her focus-

ing reduces effectiveness nore or less than it reduces costs.

8. Focused review could only be as effective as unfocused review
if PSRGs were 100 percent effective in selecting the right
cases to review It would be difficut to approach this
optimum even with perfect information, and it is clear that
many PSRGs were conpel led to decide how to focus without the
advant age of adequate information. (A recent statenent by
Ix. Mark Chassin, Acting Deputy Drector of the Cfice of
Professional Standards Review Organizations, noted this.
"The process of focusing should involve first the review of
sone set of information...that identifies current problem
ar eas. Unfortunately, nost PSRGs did not have the
luxury of focusing in this way. Rather, they were forced by
budgeti ng necessity to make arbitrary decisions in designing

their focusing systens. ... V¢ have a considerabl e distance
to travel before PSROs...make the fullest possible use of our
dat a. At this point, let ne say that observing how far we

have to go should not obscure how far we have come.” [State-
nent before the National Pr of essi onal Standards Revi ew
Council, March 10, 1980.1)

Moreover, a highly focused system might lose its deterrent
effect, since the odds that any one case would be reviewed
would be low, and many providers and practitioners would know
that they had already been "focused out" and would not be
revi ened.



Since the only data on the program's inpact reflect the
effectiveness of an unfocused system this report always uses the
cost of unfocused review in estinating savings-to—-cost ratios. To
conpare the inpact of an unfocused systemto the cost of a focused
system woul d exaggerage the benefits of the program relative to

its cost.

What Has Been the Inpact of PSROs on Medicaid Wilization?

‘This evaluation parallels the earlier CBO and HCFA studies in
that the benefits and costs described are those related to the
review of Medicare utilization. These costs conprise about 68
percent of the program's expenditures for utilization reduction.
This limtation reflects the absence of any reliable data on

Medicaid utilization rates at the PSRO | evel.

In the absence of data, it is probably not safe to assune
that PSROs have equivalent effects on Medicaid utilization, since
the characteristics of the tw patient populations are so
different.? The Medicare popul ati on consists entirely of elderly
or disabled individuals, many of whom have long-termillnesses or
chronic infirnities. Anong many such patients, it is often
uncl ear whether hospitalization is required or lower-intensity

care (for exanple, in a skilled nursing facility) mght suffice.

9. For the sane general reason, it is risky to extrapol ate PSRO
performance to review of nonfederal patients.

- 11 -



Furthernore, in the case of infirm Medicare patients, there is
often pressure to extend hospitalization if the famly has no
alternative neans of providing continued post-hospital care. In
contrast, with the exception of those individuals who receive both
Medi care and Medicaid,10 the Medicaid population consists pri-
marily of children and young wonen. They are less frequently
hospitalized, less likely to have chronic illnesses, and, if
hospitalized, have far shorter average lengths of stay than Medi -
care patients. Moreover, a sizable proportion of hospital adm s-
sions in those age groups are for conditions——childbirth is
per haps the best example==for whi ch the appropriateness of hospit-
alization is rarely in doubt. S nce Mdicaid hospitalizations are
less likely to entail extended stays of arguable nedical neces-
sity, it is likely that there is less room for PSRO inpact on

Medi cai d admi ssions. 1

Do PSRO Activities Affect Wilization by Private Patients?

PSR could affect private utilization in tw different ways

even if their review activities were restricted entirely to Mdi-

10 The hospital utilization of individuals receiving both
Medicare and Medicaid is included in the Mdicare data
anal yzed in this report.

11. Relevant to this point is the finding in this year's analysis
that, among Medicare patients, roughly 90 percent of PSROs'
inmpact in hospital use was through shortened length of stay
rat her than reduced adnmi ssion rates.

- 12 -



care and Medicaid patients. PSR>s mght increase private utiliza-
tion by means of the "Roemer effect,” which is the tendency for
enpty hospital beds to generate demand for their use. 12 That is,
beds enptied by PSRs would tend to be filled by additional days
of care anong private patients. Conversely, PSROs nmight decrease
private utilization through so-called "spillover effects.” A
spillover would occur if the educational aspects of the PSRO
program | ead physicians to. be nore cost-conscious in treating

private patients.

The June 1979 CBO report lowered the program's savings—to-
cost ratio to account for the Roemer effect, but recent research
by HOFA, while not conclusive, strongly suggests that on bal ance,
neither Roemer nor spillover effects of any substance have been
caused by the PSRO program If such effects are present, they
apparently cancel each other out. The present analysis accord-
ingly makes no adjustnents for either spillovers or the Roemer

effect.

12 The Roener effect is explained in nore detail in CBO The
Effect of PSRGs, pp. 36-37.

- 13 -



CHAPTER 11:  THE IMPACT GF PSRGs ON UTILIZATION AND CGCBTS

The results of this analysis of the 1978 data are largely
consistent with the results based on the 1977 data reported in the
June 1979 CBO st udy. The sonmewhat less optimstic estinates of
the program's effectiveness presented bel ow reflect refinenments in
the methodol ogy used rather than deterioration in the progranis

per f or mance.

The present analysis suggests that a fully inplemented
program of unfocused PSRO review would reduce Medicare days of
hospital care by 1.5 percent. The inpact of the current PSRO
system which is nearly conpletely inplenented (about 95 percent

of al PSRO areas have active PSR>s) but which is focused to the

point where a majority of cases are not reviewed, is alnost
certainly less than 1.5 percent. As yet, however, there are no
data indicating how nuch Iess. Informati on about the program's
i npact on Medicaid utilization is also still Iacking.

Al though the program has had a degree of success in curbing
Medicare wutilization, it has not been successful in lowering

cost s. The gross resource savings resulting from PSRO generated



changes in Medicare utilization are about 60 percent I.ess than the
rel evant PSRO program costs. Sonewhat nore favorable estimates
are obtained if only the increnental costs of the program are
considered or if reinbursement savings rather than resource
savings are used. Even the nmbst positive estinates, however, show
gross savings that are only slightly in excess of relevant program
costs. The most favorable estimate reported below—-—a conpari son
of reinbursement savings to increnental costs, ignoring costs
transferred to the private sector-—-indicates a net budgetary
savings equal to 20 percent of PSRO program costs. This anount
corresponds to a net reduction of less than two-tenths of one
percent of the Medicare Part A outlays that the program was

intended to control.

THE EFFECT OF PSRGs ON MEDI CARE UTI LI ZATI ON

The inpact of PSR on Medicare wutilization in 1978 was

assessed by nethods sinlar to those described in detail in the
June 1979 report.1 "I nactive" PSRO areas, in which PSRO review
1. This analysis reflects three technical changes made since the

June 1979 report:

o mnor changes were nmade in the specification of the regres-
si on nodel ;

0 effects were analyzed separately within each of four Census
regi ons and then pool ed across regions; and

o interaction terns (except for PSRO by region, where appro-
priate) were excluded, since they were nonsignificant and
had little explanatory power.

- 15 -



had not yet been started, again served as a conparison group.
the 93 conparison areas in the June 1979 report, 81 renained
inactive as of July 1, 1978, and were used as conparison areas in
the present report.2 Days of hospital care per 1,000 Medicare
enrollees in 1978 in both active PSRO and conparison areas were
adjusted for the effects of 1974 (pre-PSRO) utilization rates and
eleven other variables (such as the supply of hospital beds and
the nunber of physicians per 1,000 popul ation; see Appendix B.
The difference between these adjusted 1978 utilization rates in

active and conparison areas provided the measure of PSRO inpact.

Al'though this analysis does suggest a small PSRO inpact on
utilization, the evidence is somewhat tenuous. This year's analy-
Sis is subject to a nmajor qualification described in detail in the
June 1979 report. The separation of PSRO areas into active and
inactive groups was not a random process but was based on the
initiatives of local physician organizations. Accordingly, the
active PSR may have differed from the conparison areas in ways
not adequately handled in the nodel. In addition, two further
caveats must be stressed. First, in the nore recent data, the
PSRO inpact fails to neet conventional standards of statistical

significance and only barely reaches the range generally called

2. The data were also analyzed using as conparison areas only
those PSROs that remained inactive through all of calendar
year 1978, The results were not appreciably different from
those reported here.
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"marginal.”™ To put this in concrete terms, if there were no real
effect of PSRGs, one woul d observe an apparent "effect" as large
as that found in this year's analysis in roughly one out of every
ten analyses just because of chance variation in the data. |
Second, there are striking regional differences in PSRO impact--
described in nmore detail below-—that are hard to explain and throw

the basic findings into sone doubt.

Details of the analysis of the 1978 data and some conpari sons

wi th 1977 program perfornance are described bel ow

The Effect of an Additional Year of Program Qperation

The June 1979 report noted that as of 1977, "There [was] no
evidence that PSR grow nore effective with time (wthin the
range of zero to three years of experience)."3 The nore recent
data bear out this conclusion. They fail to show any appreciable
inprovenent in the program's performance following the additional
year of program activity.l* This lack of inprovenent cannot be
attributed to the addition of 12 new PSRO>s between 1977 and 1978.
Even with the new PSR included, the average duration of PSRO

activity in the active areas increased by 61 percent, from 15.5

3. CBO The Effect of PSROs, p. 3L

4, The change in the programis inpact was assessed by reanal yz-
ing the 1977 data using the same nethods used with the 1978
dat a.
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months in 1977 to 24.9 nonths in 1978 Moreover, excluding the
new PSR from the analysis does not materially affect the

conclusion that the program's inpact has not changed.

The Inpact of PSR on Nunber of Adm ssions
and Average Length of Say

PSR can affect hospital use in tw ways: by preventing
admssions or Dby shortening lengths of stay. The 1978 data
suggest that roughly 90 percent of their effect stens from the
latter.? This finding is inportant in estimating the savings
generated by the program S nce consunption of ancillary services
Is generally highest at the beginning of a hospital stay, days
saved at the ends of stays wll generally be less costly than days
saved through the elimnation of adm ssions. Moreover, to the
extent that PSRG>s save days by shortening stays, they should have
relatively little inpact on Medicare Part B reimbursements, Since
patients at the end of their stays tend to use fewer Part B

services (such as surgery).

5. To address this issue, the data were reanal yzed to assess the
program's inpact on average length of stay. PSRO review was
found to be associated wth a snmall (roughly 1 percent)
reduction in length of stay. This reduction, multiplied by
the admssions rate, gives the change in days of care
attributable to reduction in lengths of stay. This change,
divided by the total change in days of care attributable to
PSRO review, provides an estimate of the proportion of PSRO
inpact that comes about through reductions in lengths of
stay. Wi le approximate, this nethod provides the best
available estimate.
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Regional D fferences in PSRO | npact

The 1979 CBO report noted that the 1977 data showed striking
regional differences in the program's inpact. The 1978 data
showed simlar patterns, even after adjusting for the inpact of
hospital rate setting conmssions in sone areas. The utilization
changes associated with PSRO review ranged from a l|arge reduction
in the Northeast to a snaller but still appreciable increase in

the South. The figures are shown in Table 1.

TABLE 1. PSRO IMPACT BY REG ON, 1978

Statistically
Percent Change in S gni fi cant
Regi on Hospital Days@ p less than .05
Nor t heast -4.8 Yes
North Central -2.1 Yes
West -1.4 No
Sout h +1.9b No

a Per 1,000 Medicare enrol | ees.
b. The 1980 HCOFA evaluation reported a 3.7 percent increase in
the South. The HCFA figure (for that region only) is not

adjusted for the effects of hospital rate setting comms-
Si ons.

These regional differences are difficult to interpret. As
noted in the 1977 CBO report, geographic region is inportant not

in its ow right, but rather as a proxy for variables that have
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been omtted from the nodel. The fact that PSRO inpact varies so
markedly from region to region makes it inportant to know what
those omtted variables are. What characteristics the North
Central region (apart fromthe variables already in the nodel; see
Appendi x B) can account for a program effect less than half the
size of that in the Northeast? The negative inpact of the program
in the South (which is larger than the average beneficial inpact

in the nation as a whole) is even nmore difficult to explain.

If these regional differences in program inpact do not
reflect some real but unmeasured characteristics of the regions,
they nust be due to chance variations in the data or to selection
bias. 6 As explained in the next section, the estinmate of the
inmpact of a nationally inplemented program will differ dependi ng

in which of these explanations is correct.

Estimating the Inpact of a Nationally |nplemented PSRO Program

As noted in Chapter 1, inplenentation of PSRO review of
hospital utilization is nearing conpletion. A nost all PSRO areas

have active PSRGs at present. In order to nake the evaluation

6. Selection bias is discussed in detail in CBO The Efects of
PSRCs.
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di scussed here gernane to the decisions now before the Congress,
it is necessary to make the results as applicable as possible to

the present, nearly fully inplenented program

In principle it is straightforward to estimate what the
inpact of a fully inplemented program would have been in 1978
The anal ytical procedure used by both CBO and HCFA is designed to
do precisely that. It yields an estimated effect of an "average"
PSRO after adjusting for differences between the active and
i nactive areas. The percent change in utilization caused by an
average PSRO-—-adjusted in that fashion——is equivalent to an
estimate of the percent change brought about by a fully

i npl enented program in 1978.7

7. Active and inactive areas are known to differ in various
ways——including the presence or absence of PSRO review——and
to have differences in utilization rates. The met hod used

(multiple regression) in effect adjusts the figures to
conpensate for all of the neasured differences between the
two types of areas except for PSRO review, so that any
remaining differences in utilization can be attributed to the
effects of review and not some other difference. If the
nodel was specified correctly—--meaning that the correct set
of differences have been neasured and accounted for=-then the
nmet hod produces an estimate of a fully inplemented program
If the nmodel is incorrectly specified, both the finding of a
PSRO effect and the use of the results as an estinate of a
fully inplemented programare called into doubt, and both for
precisely the sane reason. If there are additional dif-
ferences between the active and inactive areas that night
make the PSRO effect different in inactive areas when it is
begun, these same unneasured differences wll contribute
spuriously to the apparent effect of the program |In statis-
tical terns, the issue is one of internal validity. (S nce
the entire population of PSRO areas is in the analysis,
external validity is not in question.)

- 21 -



An anbiguity arises, however, because of the pattern of
regional differences discussed in the preceding section. As shown
in Table 2, the four regions differed in 1978 not only in the
effectiveness of their PSRO prograns, but also in the degree of
program inplenentation (that is, the percentage of PSRO areas in
each region that had active PSR3). In the Northeast, where the
average PSRO was far nore effective than in any other region, very
few regions renmained inactive, whereas in the South, where the
average PSRO seened to increase utilization, the program remnai ned
less than half inplenmented. Inplenmentation was also |ess conplete
in the North Central and Wstern regions. Thus the PSRGs that
have becone active since these data were collected have been drawn
di sproportionately fromareas where the effect of the program has

been relatively weak or even in the wong direction.

What should be assuned about the effectiveness of these new
PSRGs? |If the regional discrepancies in observed program inpact
are due to sonme real underlying difference between the regions,
the best estimate for any new PSRO is the observed average effect
in that region. If, for exanple, there is sone real difference
between the South and the Northeast that accounts for the discrep-
ant programinpacts in the tw regions, then the best estinmate of
the expected inpact of a new PSRO in the Northeast is the 4.8

percent decrease already observed in that region, while a new PSRO



TABLE 2. REA ONAL D FFERENCES IN PROGRAM | MPACT AND DEGREE CF
PROGRAM | MPLEMENTATI OGN 1978

Percent Change in Per cent
Regi on Hospi tal Days@ ImplementationP
Nor t heast -4, 8% 83.3
North Central -2.1 59.9
Vst -1.4 75.9
Sout h +1.9 4. 4
a. Per 1,000 Medicare enrollees. This figure is equivalent to

the inpact of the average PSRO in each region and is
unaffected by the degree of inplenentation as neasured here.

b. Percent of Medicare enrollees residing in active PSRO areas,
July 1, 1978

in the South would be expected to produce a 19 percent increase
in utilization. If, on the other hand, the regional disparities
in program inpact are due to selection bias and chance factors,
the best estinmate of the expected inpact of a new PSRO--regardless
of the region it is in--is the average observed effect in the

nati on as a whole.8

8. An exanple wll help to nmake this statistical point clearer.
Suppose that two individuals——one aged 20 and the other aged
40-—apply for identical term [ife insurance policies. The
insurance conpany responds that the older person nust pay
more, since their experience has been that 40-year-olds are
more likely to die over the course of the contract than are
20-year-ol ds. Few would contest their claim (continued)
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Because of the sizable magnitude and statistical significance
of the observed regional disparities in program inpact, the
decision was reached in conducting this analysis to assunme that
they reflect real underlying regional differences. The 1.5 per-
cent decrease in Medicare utilization estimated above to be the
inmpact of a fully inplenented PSRO program therefore assunes that
those regional discrepancies in program inpact have persisted.
dven the lack of any convincing explanation of what the rel evant
underlying regional differences mght be, however, a strong
argunment can be nade for assumng that the disparities reflect
only selection bias or chance factors. |If that were the case, the
best estimate of the inpact of a fully inplemented program would
be the observed national average effect, based on a single
nati onal regression analysis. Wsing this alternative assunption

and nmethod, the inpact of the program would be estinated to be

8. (cont i nued) since it is apparent that their experience
reflects real age differences in nortality rates. But sup-
pose that two individuals who are both 40 years old apply,
and the conpany wants one to pay a prem um based on the col or
of his house. Their experience has been that people in blue
houses have higher nortality rates than people in yellow
houses. Most consuners would argue that the company's exper -
ience with house colors was chance, that no real connection
exists between house color and nortality, and that both
should pay the sane rate. The question is whether the
observed regional differences in PSRO inpact are analogous to
age or to house col or.



smaller——roughly a 1.2 percent decrease in utilization. (Al of
the savings—to—cost ratios reported below would al so be reduced by

about 17 percent.)9

An additional ambiguity arises because the present concern is
not the inpact of a fully inplenented programin 1978, but rather
the inpact of such a program in 1980. The data provide no clue
about the effects of the changes=—apart from increased inplenenta-
tion——that have occurred in the program between 1978 and 1980.
The forenost of those changes has been the rapid growth of focus-
i ng. As noted in Chapter I, the effect of focusing has al nost
certainly been to lessen the inpact of the program, but the degree
to which this has happened is unknown. This is a major limtation

of this and all other available evaluations of the program

THE EFFECTS CF PSRs ON HEALTH CARE OCSTS

In order to translate the utilization effects described above
into monetary savings, it is necessary to decide on the appro-

priate neasure of program costs (total or incremental), find the

9. Unlike the figures given above, the estimate of inpact

’ provided in the nost recent HOFA evaluation (a 1.7 percent
decrease in utilization) was designed to measure the effect
of the programat the degree of inplenentation that had been
reached in 1978. It would not be appropriate to use the 1.7
figure as an estinmate of the inpact of a fully inplenented
program regardless of the assunptions nade about the nature
of the regional disparities in inpact.
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monetary value of the days of hositalization that have been saved,

and finally conpare the savings to the costs.

This section discusses four aspects of the analysis of
savings and costs. The argunents in favor of using both total and
increnental costs are presented, and an estimate of increnental
costs is provided. A savings-to-cost ratio (based on resource
savings and total costs) is calculated by nodi fying the cost-bene-
fit ratio presented in the nost recent HCFA evaluation of the
pr ogr am For conparative purposes, a range of savings-to-cost
ratios is calculatd using all conbinations of total and increnen-
tal costs and resource and reinbursement savings. Finally,

long-term savings are contrasted with short-term savings.

Estinating the Increnental Cost of PSRO Revi ew

Since PSRO review is a replacenent of an existing program
rather than a totally new one, considerable disagreenent has
ari sen concerning neasurenent of the program's cost. Should the
measured benefits of the programbe conpared to its total costs or
to its incremental costs above and beyond pre-PSRO review? The
controversy has centered around three questions:

0 Are total costs or increnental costs the nost appropriate
measur e?

0 Are the data on incremental costs reliable enough to be
useful ? and

o Wat is the best available estimate of increnental costs?
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The Appropriateness of Increnental and Total GCost Measures.

The principal argument in favor of looking at increnental costs is
that the available research assesses the increnental, rather than
the total, benefit of the program That is, the evaluations
nmeasure the change in utilization that acconpanies the change from
pre-PSROto PSROreview, and it would be consistent to look at the
correspondi ng change in costs. This argunent has been advanced. by

the HCFA's Health Standards and Quality Bureau.

There are two countervailing argunents in favor of consider-
ing total costs, both advanced by HCFA's Ofice of Research,
Denmonstration, and Statistics.l0 The first of these is that the
quality of the data on the costs of pre-PSROUR is so poor that it
is not possible to estimate the incremental cost of PSRO review
with any confidence. This argunent is discussed in the follow ng
section. The second argunent is that pre-PSRO URis not a viable
alternative to PSROreview D ssatisfaction with pre-PSRO UR was
wi despread, and in the absence of data, it was widely believed
that such review had little or no inpact on utilization. d ven
that dissatisfaction, it is likely that if PSRO review were term -

nated, it would be replaced by a new form of review——or by no

100 See, for exanple, Supplenental Statenent by Or. difton Gaus,
Review of PSRO Medical Cost Control, Hearings before the
Subcommttee on Oversight of the Coomittee on Vays and Means,
96:1 (1979), Serial 96-36, p. 158.
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review at all--rather than by a return to pre-PSRO utilization.
The cost of naintaining the PSRO program is therefore its total
cost, not its increnental cost. Moreover, if pre-PSRO utilization
review was in fact largely ineffective, the increnental benefits
of the PSRO program would be approxinmately the same as its total
benefits, so total programcosts would be an appropriate figure to

use in conparison.

Are There Wbable Data on the Increnental Costs of PSRO Re-

view? The increnental costs of PSRO review can be estimated only
if there are adequate estinmates of the costs of both PSRO and pre-
PSRO review Wiile nost of the costs of PSRO review (except for
indirect costs to hospitals, such as space and utilities) are
clear, little is known about the cost of pre-PSRO review Esti -

mates of PSRO incremental costs are therefore very unreliable.

The lack of adequate estinates of pre-PSRO review costs stens
directly from the way in which such costs have been reinbursed.
(Pre-PSRO utilization review is still being conducted in hospitals
where PSRO review has not started, and it is still reinbursed in
the manner described here.) A lowable costs for pre-PSRO utiliza-
tion review are not distinguished from other hospital costs in
determining Medicare rei n:oursemants. Snlarly, utilization

review costs incurred in reviewng Mdicare cases are not



differentiated from other utilization review costs.ll Hospitals
have no reason to tabulate utilization review costs separately
from other costs, and consequently, Medicare has no data on its

rei nbursenents for utilization review

Because of this lack of information, several volunmes of the
1977 COPEL report on PSRO>s were devoted to estimating pre-PSRO
utilization review costs. 12 Extensive interviews were conducted
with the staffs of a nunber of hospitals in order to identify what
review activities were being conducted and to specify the costs
associated with them Sone of the hospitals were in active PSRO
areas and were conducting PSRO review, while others were in
inactive PSRO areas and were conducting pre-PSRO wutilization
revi ew The resulting estimates cannot be considered reliable,
however, principally because the nunber of hospitals providing
information on pre-PSRO review costs was too small. nly 23

hospitals in two inactive PSRO areas were exanined to obtain an

11. Medicaid Reinbursenent Minual, Section 2126, p. 21-15.4.

12. dfice of Panning, Evaluation, and Legislation (QH),
Health Services Adninistration, PSRQ An_Eval uation_of the
Pr of essi onal Standards Review Qganization (Véshington,
1977), vols. 8-10. Al figures here correspond to what the
CPEL report calls "new UR," that is, review after the
Novenber 1974 WR regul ations (Federal Register, 39 (231),
Novenber 29, 1974).
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estimate of pre~PSRO review costs. Basing estimates of the
national increnental cost of PSRO review on those figures would be

risky and potentially greatly msleading.

Wat is the Best Available Estimate of PSRO | ncrenental

Costs? If it is decided that increnental costs are the nost
appropriate measure and that the relevant data, although weak, are
sufficient to warrant an estimate of incremental costs, what
should that estimate be? Al available estinates are based on the
CPEL report, but very different figures have been produced by

adjusting the report's estimates in various ways.

The CPEL figures, taken at face value and not further
adjusted, provide the nost appropriate estimate of PSRO increnen-
tal costs. This is not to say that they are adequately reliable,
only that they are the best available. Those figures suggest that
PSRO review is far nore expensive than pre-PSRO review Usi ng
data from all sanpled hospitals, the report estinmated that PSRO
review is about tw ce as expensive as pre-PSRO review. 1> (ki ng a
nore carefully matched set of two active and two inactive PSRO
areas, PSRO review was found to be about three tinmes as expen-

sive. 14 Since the OPEL st udy overestinmated PSRO operating costs

13. CPEL, PSRQ vol. 1, p. 136.

14. CPEL, PSRQ wvol. 8, p. 116. This conparison should ideally
be adjusted in several ways: i ncreased costs associated with
greater medical audit activity should be del eted; nost of the
cost of Medicaid state agency review should be del eted; and
the costs of the PSRO-related portion of HSB should (cont.)
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(which inflated the estimate of increnental costs), the best esti-
mate is that the increnental costs of PSRO review are roughly half

of total program costs.

These incremental cost figures are based on the total costs
of both PSRO and pre-PSRO revi ew If only the costs to the fed-
eral government are considered, the cost of replacing pre-PSRO
reviewwith PSRO review is greater. The governnent pays the full
cost of each PSROreview of a Medicare patient, but because of the
way in which pre-PSRO review costs are reinbursed, the government
often pays less than the full cost of each pre-PSRO review of a
Medi care patient. The balance of the cost of such a review is
borne by private patients. 15 As a result, when PSRO review

repl aces pre-PSRO review, the government often not only pays the

14. (continued) be added. Precise figures for these corrections
are not available, but the corrected conparison would still
show PSRO review to be roughly three tines the cost of pre-
PSRO utilization review

15. UWilization review costs are lunped in with other hospital
costs under general categories such as "general and overhead"
or "adninistrative costs." Under Medicare reinbursenent
regul ations (see Medicare Reinbursenent Manual, Section
2126), these costs are apportioned to Medicare and other
payors in proportion to their use of hospital days and ser-
vices but wthout regard for which, if any, nonfederal
patients are reviewed. Moreover, if only Medicare patients
are reviewed, paynents to physicians for services on utiliza-
tion review commttees are not reimbursible at all. The
federal governnent therefore pays the full costs of utiliza-
tion review covering Medicare patients only if all patients
are covered and if non-Medicare review costs per adm ssion
are as great as Medicare review costs.

- 31 -



increase in review costs, but also assunes the portion of the cost
of Medicare reviews that was absorbed by private patients under

pre-PSRO utilization review

The average percentage of the cost of pre-PSRO review of
Medicare patients paid by the federal government is not known.
dven the reinbursement system however, the percentage should
vary from 100 percent in sone hospitals to 30 percent or less in
others.10 |t s probably reasonable to estimate that the
increnental costs to the governnent of the PSRO systemare in the

range of 65 to 75 percent of total costs. 17

16. If only Medicare patients were reviewed in a hospital that
has a typical nmx of patients, Mdicare would pay about 34
percent of the nonphysician costs of utilization review and
none of the physician costs.

The extent of UR covering nonfederal patients is not
preci sely known, but evidence indicates that sone nonfederal
patients are not received and that nany are reviewed |ess
intensively than are federal patients. See Paul Gertman,
A an Mnheit, Jennifer Anderson, J. Breckinridge Eagle, and
Dana Kern Levenson, "Wilization Review is the United States:
Results from a 1976-1977 MNational Survey of Hospitals,”
suppl enent to Medical Care, 17 (8 (August 1979).

17. This range is obtained by assumng that the federal share of
its WIRcosts is in the range of 60 or 70 percent and relating
that assunption to the CPEL estimate of total increnental
cost s.

Hgh estinate: pre-PSRO costs are 1/2 of PSRO costs; federal
share of wutilization review equals 50 percent.
(conti nued)
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Two other ways of using the CPEL data to obtain estinates of
PSRO i ncrenental costs have been suggested by HOFA  Both invol ve
adjusting the CPEL data in various ways--adjusting them for infla-
tion or the growth in federal hospital admssions, for exanple.
They produce |lower estinmates of PSRO increnental costs, but they

suffer from technical and conceptual problens.

The first of the other nethods, suggested by HCFA's Health
Standards and Quality Bureau, conpares OPEL's estinmates of pre-
PSRO utilization review to the PSRO program's actual budget in
fiscal 1980. The CPEL figures for utilization review were for
fiscal year 1976, so HS@B inflated them to take into account
gromth in the nunber of federal hospital admssions and inflation
of review costs. Wking this nethod, HS@ has estinated that PSRO
review costs about the sane as or even less than pre-PSRO utiliza-

tionreview 18

17. (conti nued)
Governnment increnmental cost = 1 - (.50)(.50)
= 75%
Low estinmate: pre-PSRO costs are 1/2 of PSRO costs; federal
share of utilization review equals 70 percent.

Governnent increnental costs = 1 - (.50)(.70)
= 65%

18. Menorandumto Daniel Koretz fromD. Helen Snmits, Director of
HS@B, August 23, 1979; Supplenentary naterials on the fiscal
year 1981 appropriations estinmates presented to the House
Conmittee on Appropriations by Leonard Schaeffer, Admnistra-
tion of the Health Care Financing O gani zati on, My 1980.
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This alternative estinmate of incremental costs is inappro-
priate because it does not correspond to HCFA's——or CBO's--measure
of the program's increnental benefits. Al of the national evalu-
ations of the programestinmate the increnental benefit of replac-
ing unfocused wutilization review wth unfocused PSRO review
HSQB's nethod of assessing incremental costs, however, conpares
unfocused utilization review to a highly focused PSRO program in
which only a snall fraction of admissions are actually reviewed.
Wile the swtch from unfocused to focused PSRO review has
undoubt edly | owered costs-—indeed, |owering costs has been a pri-
marily notivation in focusing--it is also likely to have |owered
the programs inpact on utilization.l? In other words, this
nmethod does not estimate the increnental costs of the system of
unfocused PSRO that was in effect in 1978 and that produced the
decrease in utilization that has been neasured. Rather, it esti-
mates the increnmental cost of a cheaper——but presumably |ess

effective--system of focused review.20

19. See Chapter |I.

2. The HSB estinmate has technical problens as well. It depends
in part on an estimate in the rate of increase in federal
(Medicare plus Medicaid) hospital admissions, and the rate
used is nore than 200 percent too high. (A increase of 27
percent over the four year period was used in HSB s cal cu-
lations while the correct figure is roughly 8 percent.) It
also requires the conparison of PSRO costs assessed by one
accounting method with utilization review costs estinated by
another. This has the effect of confounding differences in
the costs of the two prograns wth differences in the
accuracy and bias of the accounting nethods used. In addi-
tion, error in the choice of an inflation factor (review
costs may not increase at the sane rate as the CPI or as
total hospital costs, for exanple) would also contribute
falsely to the difference in program costs.
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A second additional estimate of PSRO incremental costs was
recently conpleted by HFA's Office of Research.2l It estinates
PSRO review to be about 4 percent nore expensive than pre-PSRO
utilization review This estinmate, however, did not include PSRO
operating costs and was based on a high estimate of pre-PSRO
utilization review costs. If adjustments are nade for these two
factors, this nethod produces an estinmate of incremental costs

quite close to the 50 percent figure explained above.22

Both of these alternatives are estinmates of overall incremen-
tal costs rather than increnental costs to the governnent. As
noted above, increnmental costs to the governnent are substantially

hi gher .

21. Menorandum to Alen Dobson from Roger MQung and Sherry
Terrell, April 17, 1980.

2. This estimate paralleled the first HS@B alternative in
inflating estimate utilization review costs and conparing
them to PSRO costs. However, utilization review costs were
conpared to PSRO costs in 1978, thereby avoiding the problem
of conparing unfocused utilization review to focused PSRO
revi ew Costs per review were conpared rather than total
costs, circunventing problens arising from incorrect esti-
mates of the nunmber of federal discharges. The other tech-
nical probl ens nentioned above* however, apply to this alter-
native as well.
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Recal cul ation of the PSRO Savings—to=Cost Ratio

Based on the nost recent data, CBO estimates that the
resource savings generated by PSRO review are 60 percent |ess than
total costs. In other words, the savings—to-cost ratio is 0.4
to-l. In contrast, the nost recent HCFA evaluation estinmated a

savings-to-cost ratio of 1.269-to-1, which would indicate that the

savings generated exceed costs by 27 percent.23

Four factors contribute to the difference between the HCFA

and CBO estimates. They are described bel ow

23. Both the CBO and HCFA savings-to-cost estinmates omt two of
the program's costs and one of its savings. These onissions
tend to cancel each other out.

The cost figures used in both analysis exclude two conponents
of the program's total costs: indirect costs to hospitals of
conducting PSRO review, and the portion of the HS(B operating
budget that is attributable to PSRO activities. Al t hough
representative data on hospital indirect costs are |acking,
recent unpublished studies by the CGeneral Accounting Cfice
suggest that these costs may amount to roughly 24 percent of
the direct costs of review Sone of that 24 percent, how-
ever, is already paid for by the governnent through Medicare
rei nbursenents of general overhead and admnistration. HSB
operating costs attributable to the PSRO program total
roughly $8.5 mllion. Since a large proportion of both of
these costs is likely to be fixed, however, it would not be
appropriate to include the full anounts as program costs.

The savings figures exclude possible Part B reinbursenent

savi ngs. There are no applicable data about such savings,
but as noted earlier in this chapter, they are probably
snal | .
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Resource savings vs. Medicare reinbursenment savings. As

noted earlier, whenever Medicare utilization rates go dow, sone
additional costs are transferred to non-Mdicare patients. The
1979 HCOFA evaluation counted all changes in Medicare reinburse-
ments as program savings, wthout subtracting that portion of the
rei nbursenment change that was the result of costs transferred to

non- Medi care patients.

Gorrecting the HJA estinate to reflect resource savings
rather than reinbursement savings reduces benefits by 55 percent.
This single correction is sufficient to bring the HCFA estimate of
savings well below their estimate of costs (yielding a savings-to-

cost ratio of 0.6-to-1).24

Revised estimate of PSR>s effects on utilization. As not ed

earlier, CBO now estimates that PSRO concurrent review has reduced
Medi care days of care by approxinately 1.5 percent, conpared to
HCFA's estimate of 1.7 percent. Repl acing the HCFA estinate with

the CBO estimate reduces estinmated savings by 12 percent.

24. The transfer of costs to the private side occurs even if
there are no changes in private utilization. It should not
be confused with the so-called "Roemer effect," which refers
to changes in wutilization resulting from changes in the
nunber of available beds.

The savings-to-cost estimates presented in this chapter,
unli ke those CBO has previously published, do not make any
adjustnent for the Roemer effect. A brief explanation of
this change can be found in Chapter 1.
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Reduced ancillary per diem as a percent of total per diem

r ei nbur senent . CBO and HOFA used different assunptions about the

volune of ancillary services saved when PSRGs elimnate days of
hospitalization. HCFA assumed that the days of care saved by
PSROs are sinlar to the average Medicare inpatient day in terns
of the armount of ancillary charges. This is not a reasonable
assunption, for two reasons. First, PSRGs seemto affect utiliza-
tion nore by reducing length of stay than by preventing adnis-
si ons. Since the first part (especially the first day) of hos-
pital stays typically involves nore use of ancillary services than
do later days, the days elinnated by shortening length of stay
wll tend to have lower ancillary charges than the average day.
Second, if PSROs are doing their job correctly, the patients whose
discharges the PSR are hastening should have less need for
hospital services——including ancillary services——than patients

whose stays are allowed to continue.

Wile the direction of the bias in the HOFA analysis is
clear, its magnitude is not. For this re-estinmate, HCFA's esti-
mate of per diem ancillary reinbursenents has been reduced by 30

percent.2> This reduces estimated savings by 7.4 percent.

25. The 30 percent figure is an assunption; the available data
were not sufficient to provide a precise estimate. However,
the savings-to-cost ratio is not very sensitive to this
assunption, and the use of a figure substantially larger or
smaller than 30 percent would not naterially affect the
analysis.
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Adj usti ng the per diem rei nbursenent rate. Per diem reim

bursements vary greatly from region to region and hospital to
hospital. The HCFA report used the average per diemin those PSRO
areas that were already active in 1978, This distorts the savings
estimate if it is used to gauge whether a nationally inplenented
PSRO program (such as is presently in operation) is effective, for
the areas that happened to be active in 1978 were atypically
expensi ve. Repl acing HCFA's per diemwith a national per diem

lowers estinated savings by 16 percent.

The result of these four adjustment factors is a savings-

to-cost ratio of 0.4-to-1,26

Aternative Savings-to-Cost Ratios

The savings-to-cost estimate given above conpares resource
savings to total program costs. The followi ng sections provide
alternative ratios based on the other conbinations of types of

costs and savings.

Federal Reinbursenent Savings Conpared to Program Costs.

Al though a conparison of federal reinbursenent savings to program

costs overstates the actual savings generated by the program for

26. Savings-to-cost ratio = HCFA estimate tines the four
correction factors.

S C=1.269 (1-.55)(1-.12)(1-.074)(1-. 16)
= 0.4
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society as a whole, it can nonetheless be useful information for
certain purposes. For exanple, the net budgetary inpact of a
change in PSRO funding can be calculated from the ratio of reim

bursenment savings to costs.

CBO estimates that the ratio of reinbursenent savings-to-
cost ratio for review of Medicare patients is 0.9-to=-1l; that is,
rei nbursenment savings are roughly 10 percent less than costs. 2/
The ratio would fall to 0.75-to-1 if Medicaid were included, even
if one assunes that PSR are as effective with Medicaid as wth
Medi care patients. This decrease is due to the fact that over 40
percent of the Medicaid reinbursenent savings would go to the
states rather than to the federal governnent. If PSRGs are inef-
fective with Medicaid patients, the reinbursement savings=—to—cost

ratio would fall to 0.6-to-1.

Ratios of Savings to Increnental Costs. Al of the estinmates

di scussed above, including HCFA's, conpare sone neasure of savings
to total costs. Keeping in mnd the caveats described earlier in

this chapter, one can estinate very roughly the ratio of savings

27. More precisely, 0.87-to-1:

S/ C= 1.269 (1-.12)(1-.074)(1-.16)
= .87

28. 0.4 =08
0.

(%}
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to Increnental costs. As noted above, the best available estinate
is that the incremental costs of the PSRO program are roughly 50
percent of the program's total cost. Adjusting the CBO

savings-to-cost ratio of O.4-to-1 to correspond to increnental

costs would raise it to 0.8-to-1.28

Since the incremental costs to the federal government are
higher than the overall increnental costs, a different adjustnent
is required calculate the ratio of reinbursement savings to incre-
mental costs. Consi dering Medicare only, the ratio of reinburse-
nment savings to costs (0.9-to-1when total costs are considered)
rises to l.2-to~l if incremental costs are considered. If the
Medicaid portion of the program were included also, the ratio
woul d probably be substantially |lower, perhaps in the range of

0.8-to-1to 1.1-to-1.29

29. The Medicare calculation is 1.2 = .87/.7, where .7 is the
m dpoint of the range of federal increnental costs described
earlier.

The higher of the two figures including Mdicaid assunes
that PSRGs are as effective with Medicaid as with Mdicare.
The lower assunmes that PSRGs are ineffective wth Medicaid.
The cal cul ations are:

1.1

«75/.7.

0.8

.59/.7.
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Table 3 presents the range of cost estinmates discussed in
this section. They are arranged in accordance with the set of
benefits (total savings vs. federal reinbursenent savings) and the
set of costs (total programcosts vs. increnental costs) they take

into account.

Long- Termvs. Short-Term Savi ngs

Long-term savings from PSRO review nmay be substantially
|arger than short-term savings. If PSROinduced reductions in
hospital days of care are maintained, it should be possible over
the long term for hospitals to elimnate even the portion of
costs that are fixed in the short term For exanple, over the
long term hospitals can adjust by elinnating staff, beds, and
t he associ at ed over head. As fixed costs are reduced, costs that
have been transferred in the short termwll be elimnated and

resource savings wll increase.

The nmaxi num possible long-term savings would occur if all
fixed costs associated with saved days were entirely elimnated.
In that case, both resource and reinbursenent savings woul d equal

the entire cost of days saved.30 This amount would be slightly

30. Goss savings resulting from PSRO review are adjusted
throughout this analysis (and in the earlier CBO and HCFA
evaluations) by subtracting the <cost of conpensatory
increases in anbulatory and |ong-term care. Patients whose
hospitalizations are elimnated or shortened by (continued)

- 42 -



TABLE 3. RANGE OF SAVINGS-TO-COST RATIOS

Savi ngs Consi der ed

Resour ce Feder al
Savi ngs Rei nbur senent Savi ngs
Tot al 0. 4-to-12 0.9~to-1b
Cost s
Consi der ed
I ncr enent al 0. 8-to-1 l.2-to-1¢
NOTE Tabled figures include only Medicare portion of the
program because of data limtations. See footnotes b and
Ce

a.

CBO's best estinate.

If Mdicaid were included and if PSR>® are as effective
with Medicaid as with Medicare, this wuld be 0.75-to-1.

If Mdicaid were included and if PSR are ineffective wth
Medi caid, this would be 0. 6-to-1.

If Medicaid were included and if PSR>s are as effective
with Medicaid as with Medicare, this wuld be 1l.l-to-l.
If Medicaid were included and if PSRGs are ineffective with
Medi caid, this would be 0. 8-to-1.
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larger than short-term reinbursenent savings, since as long as
sone costs remain fixed, Medicare wll absorb some portion of
t hem If this optinum were eventually reached, the resource
savings would approximately equal the total costs of the

program. 31

There are no data indicating how nmuch tinme would elapse
before an appreciable portion of fixed costs would be elimnated.
Before the process of elimnating them can begin, however, two
things must happen. First, hospital admnistrators have to
discern that PSRO>s have lowered their occupancy rates from what

they otherwi se would have been. This mght not be apparent to

30. (continued) PSROs are assuned to obtain in another setting a
portion of the services they would have obtained in the
hospital. The cost of doing so is substantial from the val ue
of days saved to obtain gross savings.

Smlarly, the nmaxinmum long-term savings from PSRO review
would be the entire cost of days saved mnus the cost of
offsetting increases in anbulatory and |ong-term care. The
figures above reflect that adjustnent.

3l. This figure refers to total program costs. If only incre-
nmental costs are considered, the maximum |ong-term savings
woul d be about double program costs.

This figure is based on an estimate that reinbursenent
savings correspond to about 88.5 percent of total per diem
costs (HFA 1979 PSRO Evaluation, p. 157). Total per diem
costs are the maxi num total |ong-term savings. Therefore:

max. |ong-termsavings = rei nbursenent savings . total per diem
costs costs r ei nbur senent
savi ngs
.99=.87 1
1 85
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them for sone tine, since the typically small occupancy changes
caused by PSRGs (which average about 1/2 percent) woul d be swanped
by much larger seasonal and yearly fluctuations in wutilization.
Second, the admnistrators nust decide that the change brought
about by PSRGs is reasonably pernmanent, so that it would be sensi-
ble to start naking long-termadjustnents. ce that decision had
been nmade, fixed costs would gradually be elimnated, but there is

no information on the speed at which the adjustments take place.

Caution is required in relating long-term savings to program
costs. The savings—to-cost ratios discussed here conpare costs
and savings from a single year of program operation. Wen | ong-
term savings are considered, however, such a conparison would not
be sufficient, since the program would have to operate for sone
tine at the lower short-term savings rate in order to eventually
achieve the higher, long-termsavings rate. A conpl ex discounting
procedure would be needed to conbine the short- and long-term

savi ngs.
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CHAPTER [11: PQLI CY ISSUES AND QUESTIONS FCR RESEARCH

The evaluation results reported here are consistent wth
earlier evaluations of the PSRO program in indicating that while
the program does have sone inpact on utilization, even the nost
optimstic estimates show it to be nmarginal as a neans of control -
ling costs. These findings raise a nunber of policy issues and

point to a need for several types of additional research.

PCLI Cy | SSUES

Several policy issues arise in translating a savings—to-—cost

analysis into a decision about a program's val ue.

Changes in Efficiency Versus Reductions in Qutlays. Two

distinct strategies appear frequently in attenpts to control
federal outlays for established health benefit prograns. e
approach is to limt outlays by pronoting greater efficiency in
the health-care industry. Reduced costs then reduce federal reim
bursenents. Health planning, at least in theory, is an exanple of
this approach. The second strategy ains at a reallocation or

transfer of <costs between the federal governnent and ot her
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payors. Regul ations designed to reduce the Medicare share of
hospital malpractice premuns are an exanple of this latter
appr oach. Such a reallocation generally does not inprove effi-
ciency, but as long as the neasure does not require the expen-
diture of a significant amount of additional resources, efficiency

will not be |owered.

Underlying the current debate about whether the PSRO program
is saving or losing noney is a disagreenent about whether the
program should be evaluated as an attenpt to increase efficiency
or solely as a means of reducing reinbursements by the federal
governnent, regardless of effects on efficiency. The criteria
used to evaluate the program would differ accordingly, but the
range of savings-to-cost estinates provided in Chapter Il allow

one to assess the program's success by both criteria.

If the goal of the program is to reduce reinbursenents by
means of increased efficiency in the health-care system it has
not succeeded. The measure of success in that case would be the
total change in resources consumed by the system That change is
shown by the ratio of resource savings to costs. Since that ratio
is less than 1,0-to-1 for the PSRO program (regard ess of whether
total or incremental costs are considered), the net effect of the
programhas been to increase the system's consunption of resources

somewhat=—that is, it has made the systemless efficient.
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Evaluating PSROs as a reallocation programis nore conplex.
A reallocation programis usually evaluated by conparing the size
of the transfer to the amount of inefficiency produced (that is,
to any increase in resources required to bring about the trans-
fer). However, in the case of PSRGs, the change in federal out-
lays stems not just fromreallocation, but rather from a conbina-
tion of reallocation, resource savings from reduced utilization,

and program costs.

As a first step, the ratio of reinbursement savings to costs
given in Chapter Il provides an estimate of net federal outlay
changes attributable to the program's operation. Depending on
whether total or increnmental costs are used, the program's net

effect ranges a 10 percent loss to a 20 percent savings.

The second step is to conpare this estimate to the ineffi-
ciencies created, using the ratio of resource savings to costs.
The inefficiency created is the net resource |oss estinmated by
that ratio. Since the ratio is either 0.8-to-1 or O0.4-to-1
(depending on whether increnental or total costs are considered),

the inefficiency anounts to 20 to 60 percent of program costs. !

1 1-.4 = .6, or 60 percent.
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Third, by conbining these figures, one finds that the mnost
favorable estimate (which considers only increnental cost s)
indicates that for every dollar in net federal outlay savings
generated by the program a dollar is added to the total resources
consurmed by the health-care system (This reflects the finding
that net reinbursenment savings and the net resource loss are both
equal to about 20 percent of program costs.) In contrast, suc-
cessful reallocation prograns typically generate transfers many
times as large as the inefficiencies they produce. The provision
in HeRe 934 to elimnate the Medicare differential reinbursenent
rates for nursing services, for exanple, would save $191 mllion
in fiscal year 1981 while requiring no increase in resources

consuned.

Uhcounted Costs and Benefits of the PSRO Program  The snall

net reduction in outlays that nay have been produced by the PSRO
program could have costs other than the loss of efficiency noted
above. Li kewise, there may be benefits other than the savings
accounted for in the savings-to-cost ratio. In particular, there
may be both nonetary and nonnonetary costs or benefits to patients

and their famlies.

e reason for concern about possible uncounted costs is the
fact that the data indicate that PSR affect wutilization pri-

marily by shortening lengths of stay. A ven the conposition of
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_the Medicare population, it is likely that nany of the discharged
patients still have lingering illnesses or infirmties that limt
their functioning but are not severe enough in the view of the
PSROto require inpatient hospital care. Their discharge a day or
nore earlier as a result of PSRO action mght be not only stress-
fu to the patient and the famly, but also costly in a financial
sense. It mght be necessary, for exanple, for a wage-earner to

mss work for several days to be home with the di scharged patient.

Uncounted benefits mght also be substantial. Wile earlier
di scharge fromthe hospital may inpose hardships for sone patients
and their famlies, others may benefit from the earlier transfer
to a less restrictive and less isolating environment. Many
patients would also benefit in various ways if PSRGs are success-
fu in elimnating unnecessary use of medical treatnments such as

surgery or X-rays.

Ideally, such uncounted costs and benefits of the program
should be included with its known costs and benefits (that is,
the costs and benefits analyzed above and in Chapter 1II) in
determning the value of the program This cannot be done at
present, however, since the relevant information on the uncounted

costs and benefits has never been coll ected. In the absence of



such data, a troubling possibility remains that the savings-to-
cost analyses presented here provide an inconplete and inaccurate

view of the program s val ue.

QUESTI ONS FCR RESEARCH

A nunber of critical questions about the PSRO program renain
unanswered, and several new pieces of research and evaluation
woul d be useful to the Congress in deciding the future course of

utilization review

Descriptive Studies of PSRO Denials. As noted above, solid

descriptive information on the inpact of PSRO denials of
adm ssions or continued stays is |acking. Research could usefully
address questions such as:

o Wat is the health status of the patients whose stays are
shortened (or adm ssions denied) by PSRGs? Wat are their
di agnoses? Wat continued treatnments do they need?

o Wat options are available to such patients? In
particular, do they have skilled nursing care available, if
appropriate? Were do they end up after discharge?

o Wat famly and other supports are available to such
patients? Do PSRO denials distinguish those living wth
others who can offer sone care fromthose |iving al one?

0 Are sone denials ignored in practice because of a lack of

suitable alternative placements (such as nursing homes)?
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Such questions can be answered only by a careful descriptive study
of a representative sanple of denials. S nple anecdotal evidence

is inadequate and is too easily slanted: proponents of the pro-

gramwll find cases illustrating hidden benefits, and opponents
wll find "horror stories.”

Descriptive Information on PSRO Activities. As noted in
Chapter |, there is currently a lack of systematic information on

what activities PSROs are actually conducting. There are no over-
all statistics, for exanple, on the extent of focusing or the
preval ence of various criteria for focusing. As a prelimnary
step toward assessing what types of PSRO activities are nost
effective, it is necessary to ascertain what activities are cur-

rently underway.

The Rel ative Effectiveness of Dfferent Types of PSRO Manage-

ment and Review The June 1979 CBO report explained in detail why

the data then available provided little reliable infornation on
the relative effectiveness of different types of PSRG>s or methods
of review The nore recent data offer no inprovenent in this
regard. ly tw questions of this sort were answered by this
year's evaluation data: () PSR> do not seemto inprove their
performance appreciably as they grow older, and (2 there are

large——and unexplained-—regional differences in PSRO inpact. In



the light of the marginal performance of the programto date, nore
information of this sort is critical to help program managers

i nprove the performance of nany PSRGs.

I nportant questions of this sort include:

o Wat alternative review procedures are available, and how
effective are they?

o Wat is the inpact of focused review relative to unfocused
review? Wiat degree of focusing is optinal? Wat are the
best criteria to use in selecting cases for review?

0 Wat accounts for the striking regional disparities in
PSRO i npact ?

PSRO Inpact on Medicaid Wilization. Al though review of

Medicaid patients accounts for roughly a third of PSRO program
costs, there are as yet no reliable data on the program's i npact
on Medicaid utilization. In the absence of such information, the
data on Medicare inpact have sonetimes been used as an approxi mate
neasure of the program's total effectiveness. This could be nis-
leading, for as noted in Chapter |, the programs inpact on Mdi-
caid is probably different--most likely substantially smaller—-—
than its inpact on Medicare. Additional research on the program's
inpact on Medicaid is needed to assess the effectiveness of the

entire PSRO program



APPEND X A EXEQUTI VE SUWARY CF THE JUNE 1979 CBO REPCRT, "THE
EFFECTS OF PSRGs ON HEALTH CARE QOOBTS CURRENT
F NDNGS AND FUTURE EVALUATI ONS'

The Social Security Anendnents of 1972 established the
Prof essional Standards Review Organi zation (PSR) programin order
to "pronote the effective, efficient, and econom cal delivery of
health care services of proper quality for which paynment nmay be
made under the Act." The PSRO program attenpts to neet this goal
by means of a peer review system that is funded by the U.S.
Department of Health, Education, and Wl fare (HBY. Wile the
goals of the programare broad enough to include both reduction of
expendi tures and assurance of quality, the prinmary enphasis of the
program has been to reduce utilization of-—and thereby expendi-
tures for—-—-short-stay hospital care by means of "concurrent
review.” Typically, PSRO concurrent review consists of examning
hospital admssions to certify that, from a medical standpoint,
they are appropriate and reassessing each case periodically to
determ ne whether continued inpatient care is warranted.

Revi ew and reanal ysis of the research on the effectiveness of
PSRGs indicate that concurrent review is reducing the nunber of
days of hospital care of Medicare enrollees by about 2 percent.
This estinmate has to be viewed with caution, however. Mst extant
eval uation studies are too flawed to be reliable, and furthernore,
they yield inconsistent evidence. Even the best research avail-
able--a generally sound study conducted by HEW's Health Care
Financing Admnistration (HFA, on which the 2 percent estinate
is based-—also suffers from sonme inportant weaknesses.

Because of the lack of relevant data, it cannot be assuned
that PSR are equally effective in reducing utilization by other
federal beneficiaries (prinarily Medicaid patients) whose care is
subject to PSRO review Snlarly, it is not clear what effects
PSRO revi ew woul d have on other groups (for exanple, veterans and
private patients) if the program's authority were extended to
t hem

Al though PSROs seem to be effective in reducing Medicare
utilization, it is doubtful that they produce a net savings. The
recent HOFA analysis concluded that the nonetary benefits of the
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Medi care portion of the PSRO program have been about 10 percent
greater than its costs. That analysis inplies an extrenely snall
net savings relative to expenditures for services that are
currently being reviewed by PSR (less than 0.1 percent of rele-
vant Medicare reimbursements). A OBO reanalysis of the data
revealed no net savings at all; CBO has concluded that the best
estimate is that the savings generated by the program are about 30
percent |less than programcosts. Both the CBO and HCOFA esti mates,
however, rest on controversial assunptions and are open to consid-
erable error.

A nunber of factors, including budgetary constraints, current
concern with the contai nment of health-care costs, and continuing
changes in the PSRO program suggest that further evaluation of
the effectiveness and cost-effectiveness of PSRG>s is needed.
Moreover, the inconclusiveness of nuch of the existing research on
PSRGs indicates the inportance of inproving the quality of eval ua-
tions of the program To some degree, quality can be increased by
i nproving the research nethods enpl oyed. However, the reliability
of even nethodologically sound evaluations——for exanple, the
recent HCFA evaluation, which is for the nost part a careful and
wel | -desi gned study—have been limted by the way the program
itself has been inplenented.

Unl ess changes are nmade soon in both inplenmentation and

evaluation, future evaluations of the programwll continue to be
unreliable=—-often to such a degree as to be useless in formulating
pol i cy. This problem extends both to new PSRO activities (for

exanple, reviewof long-termcare) and to refinenents of existing
activities (such as focusing review on certain diagnoses, pro-
viders, practitioners, or patient groups that offer the greatest
potential for a PSRO effect).

The nost inportant inprovenent in the evaluation of PSRGs
would be a nore careful wuse of conparison groups. Wen the
effects of a certain conponent of the PSRO program are to be
eval uated, that conponent nust be inplenented only in some areas
(the "treatment" group), while other selected areas (the "conpari -
son” group) are left without it. |If the treatnent and conpari son
areas are initially simlar in all other respects, conparing them
after the programis underway reveals whether seemng "effects" of
the program are actually caused by other factors. For exanpl e,
recent years have shown a general trend toward a shorter average
length of stay for hospitalized patients; use of conparison groups
woul d avoid mstaking this trend, which began before the existence
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of PSRCs, for an "effect" of the PSRO program n the other hand,
conpari sons between areas with and without PSR® can be seriously
msleading if the treatnent and conparison areas were not equiva-
lent (or nearly so) before the program For exanmple, if the
program were inplemented in areas already experiencing a decline
in average length of stay, and the conparison areas were those in
whi ch average length of stay was stable, the conparison would show
a spurious "effect" of PSRGs on length of stay.

The way in which the PSRO program has been inplenented has
hindered reliable evaluation by preventing the creation of an
appropriate conparison group. ldeally, the treatment and conpari -
son areas should be chosen randomy; as a second-best alternative,
they could be selected to be alike in as many respects as pos-
sible. To date, however, the inplermentation of the PSRO program
has relied on "self-selection": that is, areas have chosen on
their own initiative whether or not to participate. Those that
chose to participate became the treatnent group, while those that
chose not to participate becane the conparison group. Self-selec-
tion virtually guarantees that the treatnment and conpari son groups
will be dissimlar in many respects=—often in ways that wll cloud
eval uation of the program

Depending on what specific conponent of the program is
i nvol ved, changing the nanner of inplementation to permt the use
of good conparison areas mght require legislative as well as HEW
initiative. For exanple, several PSRG>s are currently pilot
testing a new nethod of concurrent review that mnakes use of
information on severity of illness and intensity of nedical
services as well as broad diagnostic categories. |In contrast, the
nore traditional form of concurrent review is built around
regional, diagnosis-specific norns for length of stay. The new
net hod has received considerable attention as potentially cheaper
and nore effective than the traditional nethod. To test the new
method reliably, one would randomy assign sone PSRGs to use it,
while other areas would be left to use the old nethods. S nce the
current statute gives individual PSR> the authority to choose
their own criteria for review however, HCFA would be unable to
assign PSR to the new systemw thout legislative initiative.

G her inprovenents in the evaluation of the program could be
made entirely on agency initiative. Milti-site evaluations shoul d
be stressed, and |ess enphasis should be placed on eval uations of
i ndi vidual PSRGs. The neasures of utilization enployed should be
conprehensive and should relate clearly to health-care costs.
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Wen feasible, utilization of health-care resources should be
measured repeatedly over a considerable time span before the
program is inplemented; this allows one to assess pre-existing
trends and clarify initial differences between the irrelevant
patterns for PSROeffects. A fewof the best evaluations of PSRGs
have i ncor porated sone of these improvements, but further inprove-
ments is still greatly needed.

Rel i abl e assessnments of the effects of a given PSRO program
conponent are often feasible only at early stages of that com
ponent's inplenentation. As inplenmentation continues and the
nunber of areas with that conponent increases, it becones increas-
ingly difficult--and eventual |y impossible--to create a reasonabl e
conparison group. For that reason, if current or pending changes
in the PSRO programare to provide reliable evaluations that are
useful in formulating future policy, inprovenents of the sort
di scussed here nmust be nade in the near future.
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APPEND X B: THE REGRESSI ON MCDEL

A nunber of regression nodels were used in the analysis. Al
were variations on the prinmary nodel described here, which is the
exact nodel used to estimate the inpact of the PSRO program on

hospital wutilization.

The primary nodel was a multiple regression nodel wth PSRO
areas as the units of observation. The dependent variable was
Medi care days of care per 1,000 enrollees. The i ndependent
variables were as follows:

0 Baseline utilization rate (1974 Medicare-paid days of care
per 1,000 Medi care enrollees);

0 Census region (3 dummy variables for 4 regions);

0 Proportion of total population age 65 or over (1974 to 1976
change);

0 Short-stay hospital beds per 1,000 popul ation (1974 to 1976
change);

o Population per square mle (1976);

o Proportion of total hospital days accounted for by Mdicare
enrollees;

0 Physicians per 1,000 popul ation (1974 to 1976 change);

o Hospital occupancy rate (1976);

- B8 -



0 Proportion of famlies with incomes under $5, 000;

0 Number Of Medicare-certified |ong-term care beds per 1,000
Medi care beneficiaries (1978);

0 Number of beds in teaching hospitals per 100 total short-
stay beds;

0 Cost commssion (present vs. absent);

0 PSRO "longevity" (Mnths of PSRO review zero for inac-
tive);

o

PSRO by region interactions.
The regional dummes and PSRO by region interactions were of
course excluded in all wthin-region regression runs. Al other

two-way interactions with PSRO | ongevity were excluded because of

their nonsignificance as a set.
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