
ANNALS OF FAMILY MEDICINE � WWW.ANNFAMMED.ORG � VOL. 2, NO. 1 � JANUARY/FEBRUARY 2004

71

ABSTRACT
BACKGROUND We wanted to evaluate the most recent, complete data related 
to the specifi c effects of the Balanced Budget Act of 1997 relative to the overall 
fi nancial health of teaching hospitals. We also defi ne cost report variables and cal-
culations necessary for continued impact monitoring.

METHODS We undertook a descriptive analysis of hospital cost report variables 
for 1996, 1998, and 1999, using simple calculations of total, Medicare, prospec-
tive payment system, graduate medical education (GME), and bad debt margins, 
as well as the proportion with negative total operating margins.

RESULTS Nearly 35% of teaching hospitals had negative operating margins in 
1999. Teaching hospital total margins fell by nearly 50% between 1996 and 
1999, while Medicare margins remained relatively stable. GME margins have fall-
en by nearly 24%, however, even as reported education costs have risen by nearly 
12%. Medicare+Choice GME payments were less than 10% of those projected. 

CONCLUSIONS Teaching hospitals realized deep cuts in profi tability between 1996 
and 1999; however, these cuts were not entirely attributable to the Balanced 
Budget Act of 1997. Medicare payments remain an important fi nancial cushion 
for teaching hospitals, more than one third of which operated in the red. The role 
of Medicare in supporting GME has been substantially reduced and needs special 
attention in the overall debate. Medicare+Choice support of the medical educa-
tion enterprise is 90% less than baseline projections and should be thoroughly 
investigated. The Medicare Payment Advisory Commission, which has a critical 
role in evaluating the effects of Medicare policy changes, should be more trans-
parent in its methods.

Ann Fam Med 2004;2:71-78. DOI: 10.1370/afm.17.

INTRODUCTION

The Balanced Budget Act of 1997 (BBA97) included the largest cuts 
in the history of Medicare,1 accounting for almost one half of the 
total reduction in federal expenditures.2 BBA97 was projected to 

reduce Medicare payments by $119 billion, including $2.3 billion in gradu-
ate medical education (GME) payment reductions. Medicare is the largest 
single source of fi nancing of GME, which accounted for 7% of Medicare 
expenditures by 1999.2 Medicare funds GME with 2 distinct payments: 
direct medical education payments, designed to cover the direct costs 
associated with training residents; and indirect medical education adjust-
ments for additional patient care costs associated with training. Indirect 
and direct medical education payments were $4.1 billion and $2.2 billion, 
respectively, in 1998.2,3 Of course, teaching hospitals also shared in the 
$212 billion Medicare paid for health care in 1999.4 

Specifi c provisions included caps on GME-funded resident positions 
set retrospectively to December 1996, a 29% reduction in indirect medi-
cal education adjustments over 4 years,5 voluntary resident reductions 
with temporary fi nancial incentives, limited payment for outpatient train-
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ing, reductions in payments to hospitals for unin-
sured care (disproportionate share payments),6 5-year 
phased-in GME payments from managed Medicare 
(Medicare+Choice), a required report from the Health 
Care Financing Administration (now Centers for 
Medicare & Medicaid Services) on disparities in direct 
medical education payments to hospitals,3 and phased 
reduction in payments for unpaid patient care debts.

BBA97 Backlash
BBA97 generated a political backlash fueled by projec-
tions and anecdotes. An early report from the Medicare 
Payment Advisory Commission (MedPAC), which 
advises Congress about the Medicare program, pro-
jected that hospitals would lose 8.9% from inpatient 
prospective payment system (PPS) margins by 2002 but 
would still enjoy higher overall margins than before the 
BBA97. MedPAC also projected that major teaching 
hospitals would fare better than other hospitals.6 The 
Association of American Medical Colleges (AAMC) 
presented a strikingly different picture, projecting an 
average $47 million loss for members of the AAMC 
Council of Teaching Hospitals and Health Systems 
(COTH) by 2002 compared with $17 million for other 
teaching hospitals and $9 million for nonteaching hos-
pitals. The overall margins of COTH hospitals were 
projected to fall from 4% to about 1.3%.7,8

In 1999, the Congressional Budget Offi ce reported 
that BBA97 had overshot its Medicare spending reduc-
tion mark by $88 billion. This amount appeared to 
corroborate AAMC projections and other anecdotal 
reports of worsening fi nancial performance for hos-
pitals.9 For example, after strong revenue reports for 
several years, the University of Pennsylvania reported a 
$198 million defi cit in 1999. At least 3 other academic 
medical centers posted losses exceeding $50 million 
that same year.10,11 The Commonwealth Fund also 
indicated that academic health centers shouldered an 
increasing uncompensated care burden even as they 
faced declining margins.12 

Conjecture vs Reality: Incorporating Real 
Figures Into the Analysis
Although assessments of the BBA97 impact rely on pro-
jections or partial data, actual data about hospitals’ fi nan-
cial health and status of their GME programs through 
1999 have recently become available.9,13,14 MedPAC 
fi rst used actual hospital cost reports and determined 
that the proportion of teaching hospitals with negative 
overall margins increased from 25% in 1996 to 38% in 
2000.15 We sought to verify the MedPAC assessments 
of the fi nancial health of teaching hospitals and clarify 
the methods used to examine the effects of BBA97. We 
also evaluated differences between types of teaching 

hospitals using 2 distinct groups: those that belong to the 
AAMC COTH, and hospitals with only family medicine 
residencies (family practice single-residency hospitals). 
We sought to (1) evaluate the fi nancial health of teaching 
hospitals; (2) evaluate effects of the BBA97 on Medicare 
payment margins; (3) evaluate changes in full-time-
equivalent residents since BBA97; and (4) evaluate differ-
ences by teaching hospital type, COTH vs non-COTH, 
and family practice single-residency vs multiple-residency 
hospitals. We also defi ne cost report variables and calcula-
tions necessary for continued impact monitoring.

We chose to study cohorts to refl ect opposite ends 
of the teaching hospital spectrum. AAMC COTH 
hospitals comprise the largest part of the medical 
teaching enterprise and have sustained advocacy for 
BBA97 relief. Family practice single-residency teaching 
hospitals are most unlike COTH hospitals, tend to be 
more diversely distributed across rural-urban and com-
munity size, and place many graduates in underserved 
communities. We hypothesized that COTH hospitals 
would have better fi nancial margins and realize less 
impact on full-time-equivalent residents than other 
teaching hospitals. We also hypothesized that family 
practice single-residency hospitals would fare worse 
than COTH hospitals. 

1998 was the fi rst year of a 5 year phase-in of 
Medicare+Choice (managed Medicare) direct medical 
education payments, and it was anticipated to provide 
$4 billion in funding to teaching hospitals by 2002 
(about $730 million in 1998, rising to about $2.6 bil-
lion in 2002).16-19 There is, however, little evidence 
accounting for Medicare+Choice direct medical educa-
tion payments, and we hypothesized that the reported 
payment amounts would be lower than expected.

METHODS
The sample frame consisted of all teaching hospitals in 
the 1996 Medicare hospital cost report public user fi le 
(PPS13). Hospitals were included if they also received 
Medicare GME payments in 1998 and 1999 (PPS15 
and 16) and if reports for each of the 3 years included 
at least 364 days but not more than 366 days (to per-
mit direct comparisons of annual data). Hospital cost 
reports are fi led annually and capture income and costs 
from all sources. Closed Medicare public user fi les of 
hospital cost reports were used for all analyses. Sole 
community hospitals were excluded because of their 
special Medicare payment status. Excluded hospitals 
were compared with those that included using self-clas-
sifi cation variables.

COTH status was determined using a fi le provided 
by the AAMC, which included 278 unique hospital 
provider identifi cation numbers (received February 
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2001). Family practice single-residency designation 
relied on a survey of family practice residency pro-
grams asking whether their residents trained in hos-
pitals with no other residents.20 Hospitals were also 
excluded from family practice single-residency status 
if they sponsored other residency programs according 
to the American Medical Association Fellowship and 
Residency Interactive Database or if the Accreditation 
Council on Graduate Medical Education listed them 
as a teaching institution for other residents. All other 
teaching hospitals were classifi ed as multiple residency.

In 2000 MedPAC began using a new formula for 
Medicare margins that included a PPS, GME, bad debt, 
skilled nursing facility, home health, and non-PPS Medi-
care payments and costs. MedPAC published the for-
mula for calculating PPS inpatient margins but declined 
to reveal the actual variables used to calculate the overall 
Medicare margin.21 Because public user fi les do not con-
tain information on skilled nursing facility, home health, 
or non-PPS payments, we constructed a Medicare mar-
gin formula using PPS (both inpatient and outpatient), 
GME, and bad debt variables. We believe our Medicare 
margin formula closely approximates that of MedPAC, 
although skilled nursing facility and home health pay-
ments were 13.2% of total Medicare payments in 1999.22 

Descriptive statistical analyses of GME payments 
and hospital margins (PPS, GME, bad debt, and total 
Medicare margins) were done for each group. Margins 
are the difference between payments and costs, divided 
by payments. PPS payments include part A payments 
for inpatient services, indirect medical education adjust-
ments, and disproportionate share and capital payments, 
as well as outpatient coinsurance deductibles and Part B 
payments. PPS costs included inpatient operating and 
capital costs, as well as outpatient Part B operating costs. 
Because PPS cost variables exclude education costs, we 
subtracted indirect medical education adjustments from 
the PPS margin calculations to avoid inappropriately 
infl ating the margin. GME payments included indirect 
medical education adjustments, direct medical education 
payments (parts A and B). Costs included direct salary, 
benefi ts, and program costs, and indirect paramedical 
education. Bad debt margins included part A and B pay-
ment and cost variables. Calculation of overall Medicare 
margins included payments and costs from PPS, GME, 
and bad debt, and avoided double-count of indirect 
medical education payments. 

We were concerned that averaging margins might 
normalize effects across hospital groups, when, in fact, 
there is considerable variation in hospital payments. 
For example, a hospital with 1 resident might have the 
same Medicare margin as a hospital with 500 residents 
but have very different payments and costs. To account 
for this difference, we also calculated margins for each 

hospital cohort using total payments and costs to dollar-
adjust the effect for volume of GME dollars and costs. 
Finally, total margins were calculated and included pay-
ments and costs from all sources including Medicare.

Financial reserves were calculated as the difference 
between total assets less fi xed assets and liabilities. We 
subtracted fi xed assets because these cannot be readily 
liquidated. We included accounts receivable even though 
these might overestimate actual reserves. Full-time-
equivalent resident costs and Medicare+Choice direct 
medical education payments came directly from cost 
reports. All formulas and variables are displayed in the 
supplemental Appendix, which is available online at 
http//www.annfammed.org/cgi/content/full/2/71/DC1.

RESULTS
Sample
Selection criteria reduced the sample to 713 of a poten-
tial 1,241 hospitals that received any GME payments 
in 1999 (57.5%). Those hospitals included were signifi -

Table 1. Comparisons of Hospitals Excluded 
from Analysis With Those Included

Hospital 
Characteristic

Excluded 
Hospitals (%)

Included 
Hospitals (%)

Type of hospital 

General short term 82.9 98.6*

General long term 2.0 0.7

Cancer 1.3 0.1

Psychiatric 5.9 0.1

Rehabilitation 3.9 0

Childrens’ 4.0 0

Referral center 6.6 5.7

Medicare-dependent 
hospital? 

1.3 1.4

Type of hospital control*

Nonprofi t 77.4 68.2

For profi t 8.0 16.3

Government 14.6 15.5

Total hospital beds, 
mean No.*

262.1 
(SD 192.2)

327.5 
(SD 209.7)

* P <.001.

Table 2. Hospital Cohort Sample Sizes 
and Comparisons

Hospital Type COTH Non-COTH Total

Family practice 
single-residency 
hospital

4 104 108

Multiple-residency 
hospital

188 417 605

Total 192 521 713

COTH = Council of Teaching Hospitals and Health Systems.
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cantly more likely to be general short-stay hospitals, 
to be for profi t, and had a signifi cantly higher mean 
number of beds (Table 1). Although COTH and family 
practice single-residency hospital cohorts are not mutu-
ally exclusive, only 4 of 108 family practice single-resi-
dency hospitals were members of COTH (Table 2). 

Total Margin, Financial Reserves, 
and Medicare Margin
By 1999 the average teaching hospital margin was 
2.5%, and nearly 35% were operating with negative 

total margins. Between 1996 and 1999, mean total 
margins fell more than 50% for all teaching hospitals 
except family practice single-residency hospitals, for 
which total margins fell only 21% (Table 3). Despite 
this difference, the proportion of family practice single-
residency hospitals operating with negative total mar-
gins nearly tripled. 

Medicare margins remained relatively stable, aver-
aging nearly 13% for all teaching hospitals (Table 4). 
The major component of the Medicare margin is the 
PPS margin, which on average rose from 17.5% to 

Table 3. Total Hospital Margins and Financial Reserves by Cohort

Financial Characteristic
COTH 

(n = 192)
Non-COTH 
(n = 521)

Family Practice 
Single Residency 

(n = 108)

Multiple 
Residency 
(n = 605)

All Hospitals
(n = 713)

1996 total margin, % 4.5 5.5 6.2 5.0 5.2 

1998 total margin,  % 2.8 2.9 4.7 2.5 2.9 

1999 total margin, % 2.1 2.6 4.9 2.1 2.5 

1996 vs 1999 total profi t margin 
difference, % (relative change %)

-2.4 (-53.3) 2.9 (-52.7) -1.3 (-21.0) -2.9 (-58.0) -2.72   

1996 hospitals with negative 
total margins, %

30 (15.6) 89 (17.l) 12 (11.1) 107 (17.7) 119 (16.7)

1998 hospitals with negative 
total margins, %

58 (30.2) 158 (30.3) 23 (21.3) 193 (31.9) 216 (30.3)

1999 hospitals with negative 
total margins, %

67 (34.9) 181 (34.7) 30 (27.8) 218 (36.0) 248 (34.8)

Financial reserves, mean $ 30,025,524 17,882,667 24,913,424 20,480,330 21,151,822

COTH = Council of Teaching Hospitals and Health Systems.

Table 4. Medicare Hospital Margins by Cohort

Financial Characteristic
COTH 

(n = 192)
Non-COTH
(n = 521)

Family Practice 
Single Residency 

(n = 108)

Multiple 
Residency
(n = 605)

All Hospitals 
(n = 713)

Medicare margin, %

1996, mean (median) 7.4 (11.1) 14.6 (20.4) 18.9 (20.3) 11.8 (18.6) 12.9 (18.9)

1998, mean (median) 8.6 (13.1) 16.5 (21.6) 20.2 (21.7) 13.3 (18.9) 14.3 (19.7)

1999, mean (median) 8.2 (13.0) 17.7 (23.1) 16.3 (17.9) 10.7 (15.9) 11.5 (16.2)

GME margin, %

1996, mean (median) -27.8 (-1.7) -76.4 (-5.7) -58.7 (-15.3) -64.0 (-2.8) -63.2 (-4.0)

1998, mean (median) -55.7 (-19.0) -101.3 (-24.4) -60.8 (-28.0) -93.8 (-20.3) -88.8 (-21.6)

1999, mean (median) -55.3 (-19.2) -118.2 (-24.1) -84.5 (-30.5) -103.9 (-21.8) -100.9 (-23.8)

GME margin, dollar adjusted, % 

1996 -9.8 -19.8 -14.5 -12.4 -13

1998 -31.2 -38.3 -33.1 -33.1 -33

1999 -31.9 -44.7 -38.5 -35.2 -35

PPS margin, % 

1996, mean (median) 16.8 (17.4) 20.3 (20.2) 20.1 (20.1) 19.2 (20.1) 19.4 (19.2)

1998, mean (median) 23.8 (23.8) 25.8 (25.9) 25.2 (25.1) 25.3 (25.2) 25.3 (25.2)

1999, mean (median) 23.7 (24.3) 25.1 (25.2) 24.3 (23.9) 24.8 (24.8) 24.7 (24.8)

PPS margin, dollar adjusted, %

1996 15.0 19.4 19.8 17.2 17.5

1998 22.5 25.1 25.2 23.8 24.0

1999 22.3 24.2 23.7 23.5 23.5

COTH = Council of Teaching Hospitals and Health Systems, GME = graduate medical education, PPS = prospective payment system.
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23.5% between 1996 and 1999. The dollar-adjusted 
PPS margin was not substantially different. Bad debt 
margins fell 33% in 1998 and 67% in 1999, refl ecting 
scheduled reductions. 

GME margins have the widest variation, even within 
hospital cohorts. COTH hospitals had the best median 
GME margins, and family practice single-residency hos-
pitals had the worst, but both experienced substantial 
declines in GME margins. Using dollar-adjusted GME 
margins made a considerable difference and brought down 
both COTH and non-COTH margins. Average 1999 
fi nancial reserves were $17 to $30 million (Table 3).

GME Payments
Direct medical education payments actually increased 
for all groups except family practice single-resi-
dency hospitals (Table 5). Indirect medical educa-
tion payments declined, however, by an 
average of 12.1% even as reported teach-
ing costs increased on average by 11.9%. 
Total Medicare+Choice GME payments to 
teaching hospitals were only $31 million 
for 1998, the fi rst year of the 5-year phase-
in of Medicare+Choice payments (Table 
6), an amount signifi cantly and substan-
tially lower than any projections.23 In 1999, 
Medicare+Choice GME payments rose to $69 
million, still only a fraction of that projected. 

Resident Full-Time-Equivalent Changes
In aggregate, approved full-time-equivalent resi-
dent positions did not change much between 

1996 and 1999. On average, almost 1 primary care full-
time-equivalent position was added by hospitals (Table 7). 

DISCUSSION
Teaching hospitals of all sorts are in dire straits. Con-
trary to our hypothesis, COTH hospital Medicare mar-
gins are 50% less than non-COTH hospital Medicare 
margins, and COTH hospital overall margins are nearly 
25% lower. Also contrary to our hypothesis, family 
practice single-residency hospitals have better Medi-
care margins, and their total margins are more than 
double those of multiple-residency hospitals. Despite 
having better average margins, however, the number 
of family practice single-residency hospitals with nega-
tive margins tripled in just 3 years, and family practice 
single-residency hospitals had the lowest median GME 

Table 5. Mean Graduate Medical Education Payments and Education Costs by Cohort 
for 1996, 1998, and 1999 (Dollars)

Payments and Costs 
by Year

COTH
(n = 192)

Non-COTH
(n = 521)

Family Practice
Single Residency

(n = 108)

Multiple 
Residency
(n = 605)

All Hospitals
(n = 713)

Indirect medical education, $

1996 13,691,133 1,755,634 1,249,026 5,633,865 3,543,382,898

1998 12,060,494 1,557,235 1,126,552 4,967,382 3,126,934,074

1999 12,110,166 1,517,857 1,137,392 4,947,301 3,115,955,490

Change (%) -1,580,967 (-11.5) -237,777 (-13.5) -111,634  (-8.9) -686,564 (-12.2) -12.1

Direct medical education, $

1996 5,461,634 823,278 647,633 2,326,640 1,477,561,405-

1998 5,505,803 873,858 701,156 2,374,660 1,512,394,341

1999 5,690,298 888,583 691,915 2,447,540 1,555,488,746

Change (%) 228,664 (4.2) 65,305 (7.9) -44,282 (-6.8) 120,900 (5.2) 5.3

Education costs, $

1996 21,035,967 3,089,953 2,171,425 8,949,186 5,648,771,242

1998 23,043,238 3,361,482 2,455,411 9,773,266 6,175,634,084

1999 23,482,602 3,482,820 2,532,887 9,999,433 6,323,208,632

Change (%) 2,446,635 (11.6) 392,867 (12.7) 361,462 (16.6) 1,050,247 (11.7) 11.9

COTH = Council of Teaching Hospitals and Health Systems.

Table 6. Actual Reported Managed Medicare 
Graduate Medical Education Funds

Hospital Type

Managed Medicare GME Payment

1998 
Total Payments 
to All Hospitals

$ (Mean $)

1999
Total Payments 
to All Hospitals

$ (Mean $)

COTH (n = 192) 22,515,903 (117,270) 50,635,504 (263,727)

Non-COTH (n = 521)    8,703,370 (16,705)  18,661,695 (35,819)

Family practice single 
residency (n = 108)

1,491,959 (13,814) 3,219,338 (29,809)

Multiple residency 
(n = 605)

 29,727,314 (49,136) 66,077,861 (109,220)

GME = general medical education, COTH = Council of Teaching Hospitals and Health Systems.
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margins. Average hospital fi nancial reserves provide 
little protection given narrow total margins and the 
overall costs of teaching and service missions. Despite 
funding caps, the number of full-time-equivalent resi-
dents remained stable with slight growth in primary 
care positions between 1996 and 1999.

We found support for our hypothesis that 
Medicare+Choice GME payments would be low, 
but were surprised that they were only 5% to10% of 
expected. The difference may contribute to the dramatic 
decline in GME margins. Inquiries of Centers for Medi-
care & Medicaid Services regarding this fi nding remain 
unanswered, and the 2002 MedPAC report to Congress 
did not provide an explanation. Payments of only 5% 
to 10% of expected may refl ect an avoidance of teach-
ing hospitals by Medicare+Choice plans or a failure to 
collect GME payments. Medicare+Choice enrollment 
actually peaked in 1999 within the anticipated range 
at nearly 6.5 million enrollees, so reduced enrollment 
is not a likely explanation.24 A fuller accounting of 
Medicare+Choice GME payments is needed.

Total margins, GME, and bad debt margins were in 
steep decline between 1996 and 1999; however, overall 
Medicare margins for teaching hospitals appear to be 
relatively stable. Although this fi nding supports our 
hypothesis that the fi nancial health of teaching hospi-
tals has been affected by BBA97, it suggests that other 
forces contributed as much or more. 

Contrast with MedPAC 2002 Report
In March 2002, MedPAC reported on the fi nancial 
standing of 852 of 1,107 teaching hospitals (no 
sampling method described). It is not clear whether 
MedPAC calculated and averaged margins for each 
hospital, or whether total payment and cost dollars 
for each hospital type were used. MedPAC reported 
total margins, overall 1999 Medicare margins, and the 
percentage with negative margins as 2.4%, 13.1%, 

and 43.0% for major teach-
ing hospitals, and 4.0%, 5.1%, 
and 31.1% for other teaching 
hospitals. It is unclear whether 
our COTH cohort corresponds 
with the MedPAC major teach-
ing category, but assuming it 
does, the major difference in 
our fi ndings is the Medicare 
margin, which we found to be 
higher for non-COTH hospi-
tals (8.2% for COTH vs 17.7% 
for non-COTH hospitals in 
1999). MedPAC reported that 
between 1996 and 1999 the 
overall Medicare margin fell 

23.5% for major teaching hospitals and 46.9% for 
all other hospitals. We found Medicare margins to 
be more stable than did MedPAC. It will be essential 
to know the MedPAC formula constructs to explain 
these differences.

Relief Before Research
In response to aggressive lobbying, Congress passed 
legislation designed to ameliorate the effects of the 
BBA97 in late 1999. The Medicare, Medicaid, and 
SCHIP Balanced Budget Refi nement Act (BBRA) delayed 
indirect medical education adjustment cuts by 2 years 
and partially restored disproportionate share payments. 
BBRA also established a new average payment method 
for direct medical education payments, with minimum 
payments set at 70% of the locally adjusted national 
average. The BBRA increased resident caps for primary 
care programs by up to 3 full-time-equivalent positions 
and allowed rural hospitals to increase their cap by up 
to 30%. The new legislation did not allow adjustment 
of the 1996 cap to account for full-time-equivalent resi-
dents in ambulatory settings before 1997.13,25

Whereas the BBRA took important steps to reverse 
the unintended negative impact of the BBA97 on pri-
mary care training programs and rural hospitals, its 
main effect was to postpone it by 1 to 2 years. One 
study projected that the BBRA would restore just 8.6% 
of Medicare payment reductions.14 The Medicare, 
Medicaid and SCHIP Benefi ts Improvement and Pro-
tection Act of 2000 (BIPA) provided another $11.5 
billion in relief for hospitals distributed over 5 years. 
Indirect medical education payments were frozen for 
1 additional year, and disproportionate share payment 
reductions slowed. Minimum direct medical education 
payments were further raised to 85% of the adjusted 
national average to correct well-documented varia-
tions.26,27 As later cost reports become available, it will 
be possible to measure BBRA and BIPA effects. 

Table 7. Changes in Resident Full-time-Equivalent (FTE) by Cohort

Resident FTE 
COTH

(n = 192)
Non-COTH
(n = 521)

Family Practice 
Single Residency

(n = 108)

Multiple
Residency
(n = 605)

Primary care FTE

1996  92.6  18.4  17.4  42.1

1998  94.9  20.0  19.1  43.9

1999  93.7  19.3  18.5  43.0

Relative change 
1996 vs 1999

 1.3  0.9  1.1  0.9

Other FTE

1996  115.8  9.1  1.9  44.2

1998  116.5  10.1  2.1  45.3

1999  112.8  8.7  1.8  43.0

Change 1996 –1999  -3  -0.4  -0.1  -1.2
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Our study has several limitations. We are able to 
report the impact of BBA97 only through 1999 because 
of the time lag in hospital cost report closure. We were 
not able to include many teaching hospitals. Excluded 
hospitals were less likely to be short-stay hospitals, 
but this limitation should not affect generalizability, 
because most of this difference is explained by the 
exclusion of children’s, psychiatric, and rehabilitation 
hospitals, none of which received GME payments 
for the period studied. Included hospitals were more 
likely to be for-profi t and to have more beds, both of 
which could infl ate margins for the included hospitals. 
MedPAC experienced similar diffi culty in evaluating all 
teaching hospitals. 

The skewness of GME margins may be a result of 
the variability of direct medical education, but ques-
tionable validity of GME cost reporting could also be 
a factor. Since the uncoupling of actual GME costs 
from payments in 1984, there has been little incentive 
to account for these costs correctly and perhaps a real 
incentive to assign them to other cost centers where 
payments are linked to costs. This possibility suggests 
that GME margins might actually underestimate the 
real costs of educating resident physicians. Given avail-
able information, we were able only to approximate 
MedPAC impact analyses, and we did not include 
Medicare skilled nursing facility, home health, and 
non-PPS payments or costs, which might explain the 
differences in our fi ndings for overall Medicare mar-
gins. Even so, these 3 items make up a small proportion 
of overall Medicare costs and payments.

CONCLUSION
Our fi ndings indicate that the period of 1996 through 
1999 was one of deep cuts in hospital profi tability. 
These cuts are not entirely attributable to the BBA97. 
Overall, Medicare payments remain an important 
fi nancial cushion for teaching hospitals, which is poor 
consolation when more than one third of teaching hos-
pitals already operate in the red, and most others have 
slim margins and fi nancial reserves. How will teaching 
hospitals cope fi nancially with patient safety mandates, 
increasing pressure to improve resident work environ-
ments and hours, rising malpractice premiums, and 
other rising health care costs? If changes in the non-
Medicare health care marketplace have had a greater 
impact on the fi nancial health of teaching hospitals, the 
near future does not offer much optimism. 

What role should Medicare have in rescuing these 
hospitals? Family practice single-residency hospitals, 
on average, appear fi nancially healthier; however, their 
larger shifts into negative operating margins and low 
GME margins suggest they might be particularly vul-

nerable to market and Medicare payment changes. Both 
classes of teaching hospital are valuable resources that 
warrant specifi c monitoring and, perhaps, advocacy. 
The substantial declines in GME payments relative to 
steep GME cost increases mean that the role of Medi-
care in supporting this important function needs special 
attention in the overall debate. To their credit, teaching 
hospitals have absorbed this real loss in support of their 
teaching mission.28 BBRA and BIPA helped delay GME 
reductions, but their recent expiration caused addi-
tional indirect medical education reductions of $600 to 
$800 million.29,30 

MedPAC recently proposed another 50% reduction 
in indirect medical education adjustments but decided 
against it.31 Medicare+Choice support of the medi-
cal education enterprise is 90% less than any baseline 
projections and should be thoroughly investigated to 
be sure these programs are not short-changing teaching 
hospitals purposefully or otherwise. Finally, MedPAC 
has a critical role in evaluating the effects of rather 
blunt Medicare policy changes and should be more 
transparent in its methods.

To read commentaries or to post a response to this article, see it 
online at http://www.annfammed.org/cgi/content/full/2/1/71. 
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