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HOSPITAL REIMBURSEMENT

Introduction

Annual expenditures for hospital care in the United States comprise the
largest share of all of the outlays made for health services. During fis-
cal year 1973, for example, hospital expenditures amounted to $36. 2 billion
or slightly more than 40 percent of the total expenditures for all health

1/
services and supplies.

The bulk of the outlays for hospital care involve payments made to hos-
pitals on behalf of patients by various private and public third-party payers,
including Blue Cross and Blue Shield plans, commercial health insurance
companies, and local, State and Federal Governments. The ways in which
these third-party payers reimburse such institutions for the provision of
hospital care is the subject of this report.

Specifically, the report discusses four generic types of hospital reim-
bursement. These are: (1) reimbursement on the basis of hospital charges,
(2) reimbursement on the basis of hospital costs, (3) reimbursement on
the basis of certain controls or limitations, and (4) reimbursement through
public utility mechanisms. It is not the purpose of the report to make any
substantive evaluations of the relative advantages or disadvantages of any

of the methods mentioned above.

1. Brief History of Hospital Reimbursement

Before the development of health insurance and other third-party pay-
ment programs, hospitals obtained much of their revenue directly from

I/ "National Health Expenditures, 1929-73," Social SecurityBulletin
37, no. 2, February 1974.,YB ,vol.
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self-paying patients. Around the turn of the 20th Century, hospitals oper-

ated on what would now be called an "all-inclusive rate" basis. A hospital

would charge each patient a flat daily rate designed to cover the costs of

all services, including room and board, general nursing care, routine labor-
2/

atory services, and so forth.

Changes in the character and kinds of services provided by these institu-

tions, however, soon produced changes in the ways in which hospitals billed
3/

patients for certain services:

The development of aseptic techniques in surgery and the
increased use of anesthesia resulted in departure from the
all-inclusive daily rate system and the establishment of spe-
cial charges for the use of the operating room and anesthesia.
The discovery of the Roentgen ray in 1895 resulted in another
special charge for x-ray service. Special charges for labor-
atory services, electrocardiograms, physical therapy, drugs,
and many other services followed, until by the 1920's it was
not unusual for the total amount of special charges to exceed
the regular daily service charge.

Dissatisfaction with the variety and amount of these new special charges led

many hospitals to reconsider use of the all-inclusive rate system for pricing

of their services. Some institutions established an all-inclusive rate for

special services, thereby averaging such charges among all patients. Others

established all-inclusive rates for all services, routine and special, varying

them only according to length of stay and type of hospital accomodation.

From a historical standpoint, reemergence of all-inclusive rates is

important. The use of such a system represented an early attempt to

2/ Mannix, John R., "Blue Cross Reimbursement of Hospitals--Current
Methods and Their Evolution, " from a paper presented at the University
of Michigan-Ann Arbor Center for Continuing Hospital Education: July 14,
1969.

3/ Ibid.
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distribute and equalize the impact of the costs of certain expensive services
among all of the users of hospital services. The all-inclusive rate helped
to relieve some of the heavy financial burden that would otherwise fall upon
the occasional patient who required large amounts of specialized hospital
services. The all-inclusive rate also subsequently became one of the prin-
cipal bases upon which early third-party payers reimbursed hospitals
through negotiated payments.

Spreading the impact of hospital charges among all of the users of indiv-
idual hospitals was carried a step further by the original Blue Cross plans.
These prepayment organizations distributed the charges of several hospitals
located in various communities over the entire enrolled population even though
few of the enrollees actually received hospital care.

In the beginning, Blue plans generally reimbursed hospitals in one of two
ways, either on the basis of an individual facility's established charges for
services or on the basis of negotiated uniform rates. The latter method
appears to have been the more common. Flat negotiated rates made
it relatively easy for the prepayment plans to estimate their anticipated
liabilities (and establish their premiums), since attention could be focused
primarily on the number of hospital days actually used by plan subscribers.

Reimbursement on the basis of established charges or negotiated rates,
however, was not the only way in which the third-party bulk purchasers ofhospital care paid for services rendered. Reimbursement on the basisof
hospital costs rather than charges began to appear during the early 19 2 0's.

4/ Ibid.
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One of the first of the third-parties adopting cost reimbursement was the

Pennsylvania Department of Public Welfare, which reimbursed hospitals
5/

on the basis of "estimated cost per patient day.." - During the 1930's,

the Federal Government entered the hospital reimbursement field with pay-
6/

ments to non-governmental facilities providing care to crippled children.

Since not all costs incurred by a hospital necessarily relate to patient care

(e. g. , costs of running a gift shop), reimbursement was made on the basis

of certain "reimbursable costs," rather than total costs. Cost reimburse-

ment was eventually employed in a variety of government programs involv-
7/

ing the purchase of hospital services:

During the 1930's and early 1940's, the forms developed by
the Children's Bureau for calculating per diem reasonable cost
were used by the Emergency Maternity and Infant Care Pro-
gram for dependents of servicemen. These forms later served
as the starting point for the development of Joint Hospital
Form No. 1, which has been used by the Children's Bureau,
the Veterans' Administration, the Office of Vocational Reha-
bilitation, and the Division of Indian Health. This method for
determining reimbursable costs was adopted by a number of
Blue Cross plans.

Cost-based reimbursement has since become the dominant though not ex-

clusive, basis used by third-party payers to reimburse hospitals for the
8/

provision of care:

5/ "The Legislative History of Cost Reimbursement, " Reimbursement
Incentives for Hospital and Medical Care: Objectives and Alternatives,
Research Report No. 26, Social Security Administration, U.S. Depart-
ment of Health, Education, and Welfare, 1968.

6/ Ibid.

7/ Ibid.

8/ Somers, Herman M. and Anne R., Medicare and the Hospitals: Issues
and Prospects, The Brookings Institution, Washington, D. C., 1967.
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The appropriate basis of third-party payments for hospital
services has been the subject of extended study and experi-
mentation for almost three decades. Until fairly recently,
there was considerable controversy as to whether the third
party should pay on the basis of charges or in relation to
costs.... The spectacular growth of Blue Cross plans during
the 1940's and 1950's led to wider experimentation with third-
party reimbursement methods--some related to costs, some
to charges. In 1953, the American Hospital Association pub-
lished its Principles of Payment for Hospital Care in which the
cost basis of reimbursement was officially endorsed. A de-
cade later, an AIIA-Blue Cross Association Task Force
restudied the issue and produced a slightly revised version of
the Principles of Payment that reaffirmed cost-based reim-
bursement. Another review in August 1965, just after passage
of Medicare, resulted in a new affirmation.

In recent years, additional interest has developed in finding various ways

of paying for hospital care that contain incentives for controlling hospital
9/

costs and for rewarding the efficient while penalizing the inefficient: Some

of these incentive payment systems are described later on in this report.

2. Reimbursement on the Basis of Charges

Like other businesses, hospitals assign various prices or charges for

the different units of service they supply to patients. For example, spe-

cific charges may be made for room and board by type of accommodation

(private, semi-private, etc. ). Additional separate charges may be made

for specific ancillary services, such as the use of an operating room. Taken

together, these charges comprise the bill presented to the patient at the

9/ Experimentation with incentive systems of reimbursement is not entirely
new. See, for example, "Cost Control Methods in Health Care Deliv-ery, Professional Standards Review Organizations, Arthur D. Little
Inc.,, April 1973.
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conclusion of his hospital stave. For Ue -}pay;,g patient, these charges

also become the basis for hospital reimbursement.

Charges may also be the basis for redimbursement in instances where

the patient is insured through a third-party payment mechanism. The third-

party may pay the insured directly who, in turn, settles with the hospital,

or the third-party may pay the hospital directly on behalf of insured indiv-

iduals. This latter approach is still employed by a number of Blue Cross
10/

organizations as their primary reimbursement method. A number of

the Blue plans reimbursing on the basis of charges do so according to

"billed charges" (or "uncontrolled charges"). Other plans pay on the basis

of charges, if charges can be shown to be cost-related. Typically, these

plans are notified of tentative changes in a hospital's charge schedule. The

hospital, provides the plan with a budget and other material showing cost

justifications for each of the proposed changes. Still other plans pay on

the basis of "negotiated charges. " Prior to the implementation of any changes

in an institution's schedule of charges, the plan examines a budget not only

showing that such changes are cost-related, but also that the hospital has

exercised reasonable levels of management efficiency and effectiveness.

In addition to some of the Blue Cross plans, most commercial insurers

rely on charges as the basis for reimbursement for hospital care. Certain

services, such as room and board, may be reimbursable on a "full charge"

basis. Usually, however, ceilings are placed on the overall amount of

10/ Data from a recent Blue Cross Association survey indicates that 24
of 56 plans responding intended to use charge-based reimbursement as
their primary method of payment during calendar year 1974. See Ap-
pendix of this report.



charges for which the insurer will assume liability. The insurer "indem-

nifies" the insured up to a specified dollar amount. Charges in excess of

this indemnity payment are either borne entirely by the patient or are pay-

able according to some cost-sharing schedule (e. g., a percentage of billed

charges in excess of the dollar ceiling).

One of the key features of charge-based reimbursement arrangements--

especially those paying on the basis of uncontrolled charges--is the freedom

and latitude granted hospitals. Institutions receiving a sizable proportion

of their revenues on the basis of charges are in an excellent position to ob-

tain target revenue levels without much concern for, the rationality of their

pricing policies. Charges for certain services may be entirely unrelated

to the costs associated with the production of such services. Cost increases

are countered easily by changes in the charge structures of hospitals.

There is little pressure on facilities so reimbursed to economize or to

resist cost increases in their operations.

Some degree of cost containment may develop if a hospital is obliged

to show that changes in charges are both cost-related and warranted. Sim-

ilarly, payment on the basis of negotiated charges may add an element of

cost containment to the reimbursement process, particularly where the

third-party payer stipulates maximums on the charges it will recognize as

reimbursable during a contract period. Any price increases in excess of

those maximums occurring during this contract term are not borne by the

third-party payer.
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3. Reimbursement on the Basis of Costs

Reimbursement on the basis of hospital costs rather than hospital charges

is currently the predominant method used by third-parties to pay for hospital
11/

care. Basically, cost reimbursement involves determinations, usually

in accordance with established cost principles, of the actual costs incurred

by a facility in the rendering of care. The actual charges incurred by a

specific patient do not directly affect the basis of payment, except (1) where

patient charges are used as measures of relative hospital use in apportion-

ing costs among different third parties (see below) or (2) where the reim-

bursement contract provides that payment will be on the basis of charges

if charges are less than costs.

There are a number of ways of reimbursing hospitals pn a cost-basis.

For many years, third-party payers, such as Blue Cross, paid on the basis

of "average per diem costs. " Under this arrangement, the total costs of

operating the inpatient services of a facility are summed and certain "non-

allowed" costs (e. g., bad debts, collection agency fees, etc.) are deducted

from the total. The adjusted total is then divided by the total number of

inpatient hospital days to arrive at an "average per diem cost. " The "per

diem" rate is then multiplied times the number of days actually used by per-

sons covered under the third-party plan. From this estimated total liabil-

ity are deducted various amounts for disallowed services, non-contract

11/ The majority of the membership of Blue Cross plans are in plans em-
ploying cost-based reimbursement schemes. The two largest Federal
health care programs, medicare and medicaid, also use costs rather
than charges as the basis for paying for hospital care. See Appendix
of this report.



charges, and the like. The balance constitutes the third-party's liability

to the institution.

Cost reimbursement on a per diem' basis, however, fails to take

notice of the differences in the utilization patterns of lengths of stay among

various users of hospital services, especially between the aged and the non-

aged. For example, the elderly generally have longer lengths of stay. It

is the nature of hospital care that the greatest use of ancillary services

takes place early during a hospital stay. Since the aged remain hospitalized

longer, their average per diem costs for ancillary services are spread over

a longer period and are thus lower than those of non-aged patients. If the

enrollees of a third-party are largely or entirely older persons, the dis-

abled, etc., reimbursement on the basis of "average per diem cost"

derived from the experience of all patients puts that third-party in the posi-

tion of subsidizing a portion of the costs of the non-enrolled population.

In enacting medicare, Congress intended to prevent such cross-subsid-

ization of the non-medicare population and it was for that reason that

"average per diem cost" reimbursement was not adopted by the program.

Medicare determines program liability by means of the RCCAC method of

apportioning hospital costs. RCCAC is shorthand for "the ratio of bene-

ficiary charges to total hospital charges applied to allowable hospital costs. "

Under RCCAC, the total charges of the beneficiary population (i. e., the aged

and the disabled) are divided by the total charges incurred by all users of

hospital services. This ratio, established in each hospital, is then multi-

plied by total allowable costs to arrive at the Government's reimbursement

liability.

('Us
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Note that the individual charges of the medicare patient affect the reim-

bursement only to the extent that they increase the percentage of the allow-

able hospital costs for which the program is liable. The aggregate charges

incurred by the covered population become a statistical device for apportion-
12/ing costs between medicare and non-medicare populations.

Because charges are used to apportion costs under the various RCCAC

methods, careful examination must be made of the charge structures of

individual hospitals. If charges are reasonably related to costs, a. third-

party that reimburses on the basis of RCCAC will probably pay close to its
e a 13/"fair" share of the costs of providing services to its enrollees. How-

ever, if such charges are not cost-related, the third-party could end up

paying more or less than its proper share of costs. Care must alsn be

taken to assure that an institution does not manipulate its charges in s ich

a way as to favor one group of patients or another in order to obtain addi-

tional amounts of revenue from particular groups.

12/ In actuality, there are a number of RCCAC methods used to apportioncosts among different third-parties. These include gross RCCAC, thecombination method, and the departmental RCCAC method. The grossRCCAC method, which is described in the paragraph p-receding footnote#12, is used in a program like medicare to apportion program costs foroutpatient services. The combination and departmental methods areemployed in the case of inpatient services. For a more detailed dis-cussion, see "How Medicare Pays Hospitals, " CRS Multilith Report
72-236 ED, November 9, 1972.

13/ "Cross subsidization" is not precluded by the use of RCCAC methodsof reimbursement. For example, it is possible for hospitals to increasethe level of charges generally without altering the ratio of benefici-ary charges to total charges incurred by patients. Under these circum-tances, self-paying patients and others whose services are reimbursedon the basis of charges, rather than costs, may subsidize patients under
cost-based reimbursement plans.
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Cost-based reimbursement has been widely criticized as lacking in any

effective cost control features. There is little pressure imposed on hos-

pitals to contain costs, since such increases are merely passed along to

those who are paying for services on the -basis of such costs. It has even

been suggested that cost-based reimbursement systems contribute to inef-

ficiences, since such systems guarantee payment for costs that are not

determined in a competitive market, are virtually unregulated by public

authority, and are not effectively controlled within the institutions them-

selves. Facilities that affect economies in their operations simply reduce

the amount of revenue received from third-parties reimbursing on the basis

of costs.

4. Reimbursement Limitations and Controls

The dramatic and steady increases in charges for and costs of hospital

care have prompted many third-party payers to adopt alternative ways of

reimbursing medical institutions. Institutions have entered into some of

these alternative arrangements voluntarily. In other cases, the new reim-

bursement procedure was authorized by statute. The principal purpose of

these innovations has been to introduce some degree of constraint on charge

and cost increases by setting limits on the amount that will be paid during

a future period (called a "target rate"); and, in some cases, providing

incentives for improved hospital efficiency by sharing savings with hospitals

that perform at even lower costs.



CRS-12

a. Average group cost method. Variations on cost-based reimburse-

ment have been explored. One of these variations may be called the

"average group cost" method of payment. Under this system, all of the

institutions reimbursed by a third-party are grouped according to shared

characteristics--e. g., size, services, geographic location, type of owner-

ship, etc. In theory, similarly grouped hospitals should be subject to sim-

ilar economic conditions and pressures. An "average cost" is established

for each of the groups and individual hospitals within a group are reimbursed

on the basis of this "average cost. "

Hospitals with higher than average costs are penalized, and those with

lower than average costs may be rewarded. In some instances, hospitals

with lower than average costs retain some or all of the difference between

their actual costs and the average for the grouping.

Because of the lack of precision in the grouping of institutions and

because of the possibility of unforeseen exigencies, provision is made for

the special consideration of institutions that would otherwise be treated

unfairly.

b. Prospective budgeting. Another incentive payment scheme is often

referred to as "prospective budgeting." The needs of each hospital depart-

ment are assessed for a prospective period of time. Areas of possible sav-

ings are noted and an overall target budget is prepared. The target budget

takes into account any areas for cost-reduction developed during the survey

process.

At the end of the prospective period (e. g., a year), incentive payments

may be made to the hospitals which have achieved the targeted budgets or
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performed below the targeted rate. T-rperience in excess of the targets

may involve penalties of one sort or another (such as reimbursement at

less than the actual excess costs incurred). Incentive payments may simply

be the difference between actual experience and the target rates established

I the prospective budget.

Experience suggests that prospective budgeting may produce only rel-

atively small amounts of savings, usually in connection with the operations

of the non-medical departments of hospitals where management can effect

most of its changes. The potential impact of prospective budgeting in the

medical departments depends on the cooperation of the house staff and the

physicians that have privileges at a particular institution.

c. Cott r case reimrw ement; Under this system, average lengths

of stay byage groupings and 4gnosis are established. A lump sum pay-

ment is then made to a hospital by multiplying the expected average length

of stay by some daily reimbursement rate. Thus, the institution receives

a fixed payment amount' for each patient regardless of how long or short

thep t stays in the facility The incentive is for the hospital to keep

S of0$stay down in order to hold costs at or below the costs for an

average ase.

This method, like others, ties financial incentives to effective util-

ization control. Provisions must be made to assure that the quality of care

does not suffer in the interest of nancial reward.

While the above models illustrate important prototypes, it should be

reognzed that thenumber of possible approaches is very great and that

ten isao agreement on which prospective rate systems, or which com-

nts of the systems, should be widelydopted.
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5. t {1i: I~'ypcDO ICe L 1Ciin

Hospitals possess a number of characteristics which liken them to public

utilities. The services they provide in communities are "essential" ser-

vices. No acceptable substitutes can be found for many of the types of care

hospitals render. Hospitals are confronted with high fixed costs and are

in a position to engage in certain monopoly pricing practices. In order to

assure that the prices charged by hospitals are reasonable and not excess-

ive, some attempts have been made to establish rates through some type
14/

of hospital rate-setting authority. ~

An agency assigned rate-setting responsibilities may perform a variety

of tasks, depending upon the degree of authority granted to it. The agene;,

for example, may or may not be given powers to control the distribution

15/and production of hospital services as well as having rate -setting authority.

The duties of the rate-setting agency may include: certifying that total hos-

pital costs are reasonably related to total services offered; that aggregate
rates bear a reasonable relationship to aggregate costs; and that rates are

applied equitably to preclude any possibility of discriminatory pricing among

various services and patients of a hospital. Agencies may also be given

powers to compel financial disclosure and to perform audits of hospital

operations for purposes of the rate-setting process.

14/ The Health Services Cost Review Commission established by the Stateof Maryland is an example of a recent hospital rate-setting initiative.

15/ States that have established hospital rate-setting agencies have gener-ally separated the rate-making functions from those related to suchactivities as licensing, franchising, and facility planning.
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Hospital rate-setting is a relatively new area. It is also an exceedingly

complex activity. Utility regulation in general requires the development

of standards with which to measure and price various units of service. This

is difficult to accomplish in the hospital field where there are qualitative

differences in the various outputs of health facilities. In addition to the

difficulties encountered in attempting to standardize and value the

units of service provided by hospitals, the unpredictability of the composi-

tion and nature of the demand for hospital services raises, serious problems

for rate-setting agencies. These and other problems suggest that additional

experience with hospital rate-setting is needed, before this approach

to paying for hospital care achieves wide-scale acceptance.
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Appendix

Blue Cross Generic Methods of Payment (Inpatient)

Methods Intended for
Calendar Year 1974

a. Retrospective costs

b. Prospective, budget-
negotiated costs

c. Prospective, formula-
determined costs

d. Charges - no controls

e. Charges related to costs

f. Controlled charges

PLANS

Predominant Method** Subsidiary Method
Number Percent Number Percent

24 42.1 3 5.3

3

5

8

4

12

5. 3

8. 8

14. 0

7. 0

21. 1

6

0

0

2

1

10. 5

0. 0

0. 0

3.5

1. 8

Source: Blue Cross Association. Data represents responses from plans
which accounted for about 80 percent of Blue Cross membership.

The Predominant Payment Method is that method most often used for
hospitals contracting with the Plan. A Subsidiary Payment Method is
any method used that is not Predominant.


