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JUST AS FRAGILE
AS A PATIENT

This op ed originally appeared in the
Los Angeles Daily Journal on October
30, 2014:
The American hospital has evolved
greatly over the past 100 years, from
the almshouse once visited mainly by
the desolate and poor as a last resort
to that enigmatic , cutting edge
institution which today forms the
foundation of modern American health
care. Advances in technology and
medical science have transformed what
were once terminal illnesses into minor
health inconveniences, with the real
battles against serious health threats
typically occurring inside the four walls
of a patient’s local hospital. The modern
hospital has become such a beacon of
hope that in 1986 Congress passed laws
granting nearly everyone an unrestricted entitlement to emergency
medical treatment at most acute care
facilities.
Placing the modern hospital on such a
pedestal can be a dangerous move if we
fail to recognize that the institution can
be just as fragile as the patient, including
a patient with Ebola hemorrhagic fever.
The last few decades have seen the
financial condition of America’s health
care institutions take a marked turn for
the worse, and in many of the country’s
rural areas the fate of the community
hospital is now as tenuous as the
prognosis of an early almshouse patient.
Yet even as the plight of these recently
lost hospitals gains national attention,
few would consider seeking important
health care treatment anywhere else.
When faced with matters of life and
death, a hospital is simply the best place
to be.
Such is the confidence instilled in
patients by the past half-century of
medical, scientific and technological
developments, the modern hospital is
now faced with little room for error,
k

and society’s dependence on hospitals
to address important health care issues
can create the perception of catastrophic results with even a single
transgression. The nation’s response
upon learning that health care workers
in Dallas, Texas had contracted Ebola in
their workplace provides us an
opportunity to examine our understanding of, and trust in, America’s
current health care system.
There is no viable alternative to the
hospital, and so it must be treated with
the respect it deserves and bolstered
accordingly. Whether responding to the
outbreak of an epidemic, natural
disaster or act of terrorism, the
hospital plays an essential role in the
nation’s ability to protect its own, and
any failure to embrace and fortify the
emergency health care system in such
times of need may prove devastating to
its integrity. While unintended
occurrences may steal the public
spotlight from time to time, it is
incredulous that a single isolated event
could cause Americans to distrust the
institutions into which the nation has
recently poured billions of dollars, not
to mention incalculable amounts of
energy and resources in the form of
promulgated regulations, a historical
restructuring of the entire health care
system, and countless hours of public
debate.
The historical measure of any disaster
is not derived from its force, the
number of casualties or even the
resulting damage, but rather from an
obscure and often unpredictable
merging of statistical information
combined with public perception. This
d y n a m i c c a n b e i l l u s t r a t e d by
comparing the 7.0 magnitude
earthquake near Port-au-Prince, Haiti
that killed 316,000 in 2010, the 8.9
magnitude earthquake off the coast of
Tõhoku, Japan that killed nearly 20,000
in 2011, and the 6.7 seismic event in
Northridge, California that killed 57 in
1994.
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The widespread devastation in Haiti
underscored the dangers of a society
that has limited means to develop an
infrastructure, while in Japan the
world questioned a nation’s ability to
create but not control, or at least
contain, its advanced infrastructure. In
California, the legacy from 20 years
ago continues to resonate, through
seismic safety legislation costing
billions of dollars.

Our modern health care system exists
due to an inextricable dependence on
cutting edge technology, yet such
progress comes at a price, and now
more than ever the American hospital
faces mounting financial challenges
that from a business standpoint do
not always reconcile with its
fundamental purpose, that of saving
lives. Rather than focus on random
events that command much in the way
of news coverage, we as a nation must
focus on the real epidemic at hand —
the growing number of hospitals
across the country that have closed
after losing long, protracted financial
battles. Widespread failure at this level
demands a different response from
well-publicized instances of isolated
confusion, as access to care is of
primary importance, epidemic or no.
Whatever the threat faced by our
health care system, today’s patients
have little choice but to trust the past
century of epic improvements and
fight to keep their local medical
institutions available to serve in times
of need. Everything else is beside the
point.
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THE PROBLEM WITH VALUE-BASED
PURCHASING
“A perfection of means, and confusion of aims, seems to
be our main problem.” — Albert Einstein
This article first appeared in AHLA Weekly on October
30, 2014:
From its inception on October 1, 2012, the Hospital ValueBased Purchasing (“VBP”) Program shifted Medicare’s
paradigm to emphasize performance over costs in
determining hospital reimbursement. Reducing the overall
Medicare reimbursement to hospitals by an estimated $1.4
billion for Fiscal Year (“FY”) 2015, the VBP Program was
quick to secure the attention of the nation’s health care
providers. Technically “budget neutral,” the VBP Program
will return this same $1.4 billion to hospitals the following
year in the form of performance incentives. According to
the Federal Government: The program’s “benefits will be
seen in improved patient outcomes, safety, and in the
patient’s experience of care.
However, [the Federal
Government] cannot estimate these benefits in actual
dollar and patient terms.”
As the Federal Government waits to assess the accuracy
of its prediction, the FY 2015 reduction of 1.50% will finally
level off at two percent (2.0%) in 2017. An additional two
years, however, are unnecessary to evaluate the VBP
Program because the VBP Program is fundamentally flawed,
and data from 2015, 2016 or 2017 will not present
opportunities for correction. The smaller hospitals may
bear the greatest collateral damage from the VBP Program,
larger systems will suffer as well.
Nevertheless, the
number of hospitals forced into financial distress or
insolvency by the Hospital VBP Program remains to be
seen.
The VBP Program reduces the base Medicare
reimbursements for most inpatient acute care hospitals,
and in the process creates a “bonus pool” for those
hospitals successful in the program, as determined by each
hospital’s Total Performance Score (“TPS”). Calculation of
a hospital’s TPS combines measures for specific clinical
conditions or procedures as well hospital patient
satisfaction scores determined by Hospital Consumer
Assessment of Healthcare Providers and Systems
(“HCAHPS”) surveys. Recently, the VBP Program added a
new measure that includes in the TPS Medicare Spending
per Beneficiary (“MSPB”) for each hospital, a measure
designed to evaluate a hospital’s efficiency by assessing the
cost to Medicare of services it performs as well as those
of other health care providers during an MSPB episode
(which includes all Part A and Part B claims starting from
the three-day window before an inpatient admission
through 30 days after discharge). The Centers for Medicare
& Medicaid Services (“CMS”) then convert each hospital’s
TPS into a value-based incentive payment percentage using
a linear exchange function, which ultimately converts each
percentage into a modification of a hospital’s Medicare
payment per discharge.
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For most hospitals in the United States, participation in the
VPB Program is mandatory. Beginning October 1 each year,
hospitals will lose the percentage per Medicare patient
from the overall reduction from the VBP Program, which in
FY 2015 will be one and one half percent (1.5%), or $1.4
billion. Hospitals meeting or exceeding the performance
standards of the VBP Program will enjoy an increase in its
base operating DRG payment amount for each patient
discharge in that FY.
For many companies, however, the availability of excess
cash on hand (as a percentage of total revenue) may be
unrealistic.
For entities with excess cash, other
opportunities may be more attractive than the
preservation of cash, such as the acquisition of supplies on
a greater scale with added leverage in negotiating price, or
alternately, the accumulation of additional interest income.
Irrespective of the reasons, the ability to avoid penalties
and fees due to late payments is often consistent with
company resiliency due to unexpected decreases in
revenue or increases in operating expenses.
For hospitals, cash on hand plays an integral role for
survival; perhaps more so than in most other industries.
Hospitals generally operate on smaller margins than larger
industrial entities, and in health care the role of the coffers
is critical when attempting to sustain any charge at
profitability. By operating on 90-day terms, a hospital nearly
doubles its cash on hand, thereby affording it an ability to
benefit from interest income and increased buying power,
not to mention the elimination of fees and penalties,
among other things.
The VBP Program began in FY 2013 with a one percent
(1%) decrease in Medicare revenue for each patient
discharge.
CMS held this amount, approximately
$963,000,000, for use as future bonuses to hospitals under
the VBP Program. A hospital with a lower TPS received
only 99% of its Medicare revenue in comparison with the
prior year, and a hospital with a higher TPS could receive
up to 101% of its Medicare revenue in FY 2013. In
analyzing the VBP Program from a cash perspective, each
and every participating hospital received only 99% of its
revenue from the year before, irrespective of the potential
for a bonus the following year. This number increased to
1.25% in FY 2014, and will increase to 1.50% in 2015,
1.75% in FY 2016 and 2.00% in FY 2017 and all FYs after.
These oversimplified illustrations nonetheless highlight a
fundamental principle in accounting, namely that cash is a
necessary and critical component for survival. The VBP
Program remains unable to quantify the benefits from
motivations relating to performance improvement and
patient satisfaction, while the inherent risks are all too
apparent. These risks, including the depletion of cash and
fiscal instability, have become a fundamental tenet of
Medicare as it transitions from a system based on cost to
one of performance.
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SAFEGUARDING THE
PHARMACEUTICAL SYSTEM

CALIFORNIA’S ANNUAL DATA
BREACH REPORT

In November 2013, Congress passed and President
Obama signed into law the Drug Quality and Security Act
(the “2013 Act,” Public Law 113-54), which intended to
create uniform, national licensing standards for wholesale
distributors and third-party logistics providers for the
purpose of safeguarding the pharmaceutical distribution
system. In passing this new law, Congress recognized the
need for clarity in distinguishing between manufacturers,
wholesalers and distributors. To this end, the 2013 Act
established uniform, national licensing standards that
specifically preempted existing state licensing
requirements for participation in the supply chain of
pharmaceutical products.

In the October 2014 California Data Breach Report,
Attorney General Kamala D. Harris offers a number of
recommendations to protect the 38 million consumers in
California, the same state where 17 percent of 2012 data
breaches in the United States occurred and with a 28
percent increase in 2013. Some key findings from the AG’s
report include:
• In 2013 the AG’s Office received 167 data breach
reports.
• The retail industry reported the most breaches in 2013
(26 percent). Health care made up for 15 percent of
statewide breaches in 2013.
• More than half of the 2013 breaches (53 percent) were
caused by computer intrusions (malware and hacking).
The remaining breaches resulted from physical loss or
theft of laptops or other devices containing unencrypted
personal information (26 percent), unintentional errors
(18 percent) and intentional misuse by insiders (4
percent).
• Between 2012 and 2013, lost or stolen hardware or
portable media containing unencrypted data made up the
majority of breaches in the health care sector (70
percent).

The 2013 Act was in part a response to the 2012
meningitis outbreak that the Federal Government
attributed to unsanitary conditions at a Massachusetts
compounding pharmacy, as well as concerns over
increases in counterfeit, falsified, substandard and
dangerous prescription medications. While the focus of
the 2013 Act was compounding pharmacies, California’s
statutory oversight of wholesalers and manufacturers
does not provide a statutory distinction between
dangerous drugs and dangerous devices, both of which the
Board of Pharmacy (the “Board”) regulates principally
under Article 11 (Wholesalers and Manufacturers),
Chapter 9 (Pharmacy), Division 2 (Healing Arts) of the
California Business and Professions Code.
California responded with Assembly Bill 2605 (introduced
in February 2014 and signed by Governor Brown in
September 2014). AB 2605 clarified existing law in
California so that the applicable statutory provisions
complied with the 2013 Act and its preemptive reach. In
doing so, AB 2605 affected 26 statutes in California,
including but not limited to California Business and
Professions Code Sections 4160, 4167, 4168 and 4169.

One key recommendation for California’s health care
industry was the consistent use of strong encryption to
protect medical information on laptops, other portable
devices, and desktop computers. Of the total breaches in
California’s health care industry, stolen hardware included
16 laptops and 8 desktops. Lost digital media included four
USB drives and one disc.
According to the report:
“Breaches of this type are preventable. An affordable
solution is widely available – full disk strong
encryption, to the standard set by the National
Institute of Standards and Technology. This is a lesson
that must be learned by the health care industry and
applied not only to laptops and portable media as we
recommended in last year’s report, but also to
computers in offices. The desktop computer in an
office can be encrypted when shut down at night and
decrypted in the morning. If someone should break in
after hours and steal the computer, the data on it
would not be accessible. Even small practices that lack
full-time information security and IT staff can do this.
They owe it to their patients to do it now.”
Both articles on this page first appeared as e-Bulletins from the
Health Law Committee of the Business Law Section of the
California State Bar.
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