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Glossary of terms

Term/Abbreviation
ABS

Account profit

Coned-out service

EBIT

Effective MBS rebate

Effective MBS rebate
rate

Episode Cone

GP
LHS
MBS

MBS item

MBS rebate

MBS service

Normal profit

PEI

PST
RHS
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Definition
Australian Bureau of Statistics

Accounting profit is a company's total earnings, calculated according to
generally accepted accounting principles. It is the difference between revenue
and explicit costs, such as operating expenses, depreciation, interest and taxes.

The MBS service provided by a pathology provider in a patient episode and
which is unfunded by the MBS.

Earnings before interest and taxes

The benefit paid for each Medicare item multiplied by the effective MBS rebate
rate, which represents the actual value paid against the actual service delivered.

Equals total MBS benefits paid divided by total MBS benefits and the total value
of unfunded MBS (or coned-out) services

The term "Episode Cone" describes an arrangement under which Medicare
benefits payable in a patient episode for a set of pathology services, containing
more than three items, ordered by a general practitioner for a non-hospitalised
patient, will be equivalent to the sum of the benefits for the three items with
the highest Schedule fees.

General Practitioner
Left Hand Side
Medicare Benefits Schedule

An administrative object listed in the MBS and used for the purposes of claiming
and paying Medicare benefits, comprising an item number, service descriptor
and supporting information, Schedule fee and Medicare benefits.

The benefit paid for each Medicare item

The actual medical consultation, procedure, test to which the relevant MBS
item refers.

Normal profits consider not just accounting profits (i.e. revenue minus explicit
costs), but also the implicit costs or opportunity costs. Opportunity costs are the
benefit that a business misses out on when choosing between alternatives.

Patient Episode Initiation
Pathology Services Table
Right Hand Side
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Executive summary

In March 2016, Australian Pathology released a report on “Estimating the Pathology Productivity Dividend”. In
a first, the report presented information on the pathology services provided for free by the industry, which is
not captured in official Medicare statistics, but provides a significant savings to government.

To provide an ongoing assessment of the performance and value for money of the pathology industry,
Australian Pathology has commissioned CBR Advisory to provide an update of the March 2016 Report.
Consistent with the previous approach, the analysis in this report draws on official data sources and primary
source data from private pathology providers. Additionally, the report extends the analysis out over a 5-year
forecast horizon to provide further insights and inform policy.

Key findings

=  Since the March 2016 report, Medicare expenditure on pathology services has increased from $2.5bn in
2014-15 to $3.0bn in 2018-19? or by an average annual growth rate of 4.5%. Over the next five years, we
have estimated this to grow at similar rates to reach $3.8bn based on the key drivers of pathology outlays.

=  Growth in total government outlays on pathology services is driven by growth in the MBS rebate (value) of
each service and the number of each services (volume). To control outlays, the government through an
arrangement with private pathology providers used two key mechanisms, which still remain:

I.  Pricing: with no indexation, there has been an effective freeze on MBS rebates for pathology items for
more than 20 years, forcing industry to find productivity efficiencies to remain viable.

Il.  Coning: Episode Coning provides that MBS rebates are made only to the three most expensive items
per episode of care, with the remaining provided for free by pathology providers per episode.

= Asaresult of the decades long Medicare freeze and large increases in coning rates, private pathology
providers delivered $3.2bn in savings to government in 2018-19, comprised of:

- $2.2bnin productivity improvements in MBS rebate services; and
- $0.6bn in non-MBS rebated (coned-out) services and $0.4bn in productivity improvements for these.

= |tis estimated that by 2023-24, the ongoing productivity gains and unpaid services provided by private
pathology providers will deliver the government savings of $5.2bn in outlays for MBS rebates. This comes
as a result of $3.5bn in productivity gains to meet the effective freeze of rebates for MBS funded services,
and a further $0.9bn from the lack of funding of coned-out services and $0.8bn in productivity gains from
those unfunded services.

Figure 1: MBS rebate
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

1 MBS, Pathology Services, Benefit Paid, All services, In and Out of Hospitals.

Evidence-based solutions CBR | 5



Productivity

=  Private pathology providers have met the pricing controls placed on the industry through consolidation,
rationalisation of services, economies of scale, technological advancement, specialisation and operational
innovations. Over the past two decades the industry has delivered an average annual growth in
productivity of 2.9%, almost 2% times the Australian industry average of 1.2%.

- Productivity of pathology is measured by estimating the costs that are implied without any
productivity gains. This is done by holding the amount of capital, labour and other costs constant per
unit of output as at 1999-00. The cost of each of these components is then indexed over time using a
wage and price index. As such, it calculates the cost had these components grown in line with other
industries. The relative change in this cost and actual cost is calculated each year and the annual
change in this rate is the productivity of the industry.

Figure 2: Productivity
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

=  Price controls on MBS items mean that the Government takes the benefit immediately in the form of
lower outlays for pathology services. Providers must then find the productivity gains within their business
to ensure they can deliver the volume of services which is growing faster than benefits received.

= Since 1999-00, Pathology’s share of Medicare payments has fallen from a peak of 16.0% to 12.6% in
2018-19. At the same time its bulk billing rates have remained the highest of any MBS funded service.

Figure 3: Pathology share of MBS rebates
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.
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= A comparative analysis of growth in expenditure and services show the efficiency of the pathology sector
over all other medical sectors in delivering services. It also highlights that the main driver in pathology
outlays has been volumes (almost 100% of total growth), whereas the main driver to growth in all other
MBS outlays has been growth in prices (with MBS rebates contributing around 60% of total growth).

=  The pathology industry has faced cost pressures determined by market forces on the one hand and tightly
controlled MBS rebates on the other hand, consequently, it has needed to meet increases in service
demands in excess of all other MBS services, while delivering efficiency dividends to Government finances.

Figure 4: Growth in Medicare Benefits Paid and Number of Services (excl. Coning), 1999-00 to 2018-19

Average Annual Growth, % Average Annual Growth, %
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B Growth in Benefits Paid M Growth in Services Delivered

Source: Medicare statistics.

Coning

= The introduction of the Episode Cone has seen free tests increase in worth from $50m in 1999-00 to
$600m in 2018-19, or from 5% to 19% of paid pathology benefits. So, while the Episode Cone was
designed to prevent over ordering of pathology tests by doctors and thereby control MBS outlays, the cost
of such coning has completely shifted to be a significant burden to private pathology providers.

- The temporary slowdown in the growth in coned-out (or un-paid) services around 2015-16 coincides
with a general drop in the value of MBS benefits paid for pathology.

Figure 5: Coning
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.
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= Since 1999-00, Pathology outlays have grown at an average annual rate of 5.6%. This has mainly been
driven by the volume pressures of utilisation (referrals by GPs and Specialists) and demographic forces
(changes in population and ageing). Since 2010-11, growth has eased to an average annual rate of 4.7%.

= Qver the last two decades, however, the benefit value of unpaid services has grown at an average annual
rate of 13.9%, and over the last decade it has averaged 8.2%. Utilisation is the overwhelming driving force
behind this result, a consequence of contemporary high-quality General Practice and better management
of chronic diseases. The growth in the weighted average price also points to a trend in more expensive
services being provided free more often. This data is not captured by official Medicare statistics.

Figure 6: MBS rebate, component growth for 1999-00 to 2018-19
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Source: Medicare statistics, Australian Pathology member data.

=  Total utilisation of pathology services (average number of items per capita) includes utilisation that is paid
by MBS and that of unpaid services. The growing gap between total utilisation is the addition of unpaid
services from coning. The per capita gap in services was 0.27 in 1999-00 and 1.66 in 2018-19, and is
expected to be 2.11 in 2023-24. This is the hidden level services delivered by the industry on a per capita
basis as a result of Episode Coning.

Figure 7: Pathology items per capita
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

= In addition to per capita utilisation for unfunded services increasing at a greater rate than MBS funded
item, the average value of unfunded MBS items that are provided by pathology has also been increase at a
greater rate than the average value of funded MBS items. The average value of unfunded services was
$9.77 in 1999-00 and $14.00 in 2018-19, and is expected to be $15.39 in 2023-24. This is the hidden
average value per service delivered by the industry due to Episode Coning.
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Figure 8: Average value of MBS item
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

On a per capita basis, the hidden value that pathology provides was 0.27 x $9.77 in 1999-00 and 1.66 x
$14.00 in 2018-19, and is expected to be 2.11 x $15.39 in 2023-24.

While Episode Coning was introduced as a means of controlling service demand (volume), it effectively
operates as an extreme form of price (value) control on pathology providers. That is, the rebate price of
any test that is “coned-out” in an episode of care immediately falls to SO and the test is provided without
interruption to patient care.

- As such, pathology providers must cover the total costs of providing a) services that attract an MBS
rebate; and b) those that do not attract an MBS rebate with only the MBS rebates they receive. In
2018-19, this effective MBS rebate was 0.84 (or $3bn/$3bn+50.6bn) and the weighted average
effective MBS rebate was $23.70*0.84 or $19.85.

- Asthe total value of Episode Coning increases, the effective rebate rate falls, lowering the effective
rebate and increasing the burden on pathology providers to deliver services. It is in effect a reduction
in overall funding per episode.

Figure 9: Effective MBS rates for pathology from Episode Coning impact only
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

Profitability

The Australian health systems depends on the private provision of pathology services to deliver cost-
effective, quality testing. Pathology services are in the most part government-funded, and there exists for
government the balancing priorities of ensuring industry profits are normal and that government receives
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value for money. Getting this balance right is important for the viability of private provision and health
outcomes.

- Achieving a normal profit is a pre-request for the stability of any industry. Normal profits consider not
just accounting profits (i.e. revenue minus explicit costs), but also the implicit costs or opportunity
costs. Opportunity costs are the benefit that a business misses out on when choosing between
alternatives. Put simply, a business must decide whether it is best for it to continue or invest
elsewhere.

- If a company continues, it will usually look for opportunities to reduce costs or improve productivity to
improve profitability. Failing that, companies may start to triage expenses, cutting back on things like
research and development, training and professional development and cutting costs where it can.

- If normal profits cannot be achieved despite ongoing efforts, businesses will eventually be eroded and
exit, and new providers may not enter the market. In the case of pathology, if private provision
becomes unavailable for certain types of pathology tests or in certain locations, the public sector will
be required to cover its provision. This may be a less than optimal position for the government and
health policy outcomes.

Profitability in any industry is determined by the difference between revenue and costs. Total revenue for
pathology providers from MBS rebates has been growing slower than growth in total expenditure.
Productivity measures put in place to control total costs and maintain normal profits have not been
enough to offset the growth in the Episode Cone, which now accounts for 20% of its revenue.

- It would be difficult to find any other business in Australia where this level of free servicing is expected
to be provided and profitability is to be unaffected. Our analysis shows that this burden is expected to
only grow further to 23% of revenue over the next 5 years.

Private pathology is a critical component of modern health care in Australia, which relies on a public-
private delivery model. Where the private sector provides pathology services, it does this in place of
government provision. This delivers a ‘hidden’ savings to government as it is not responsible for the
capital and operational expenditure of maintaining facilities, investing in equipment and employing staff.

- The largely ‘hidden’ nature of its services makes it especially prone to damaging underfunding.
Over two decades of stagnant government funding threaten the sustainability of pathology
practices providing comprehensive services, as well as investment in essential research and
training. The ongoing erosion of pathology in the pursuit of necessary ‘efficiencies’ represents a
risk to the whole health system.

While in S terms revenue for pathology is higher than its expenditure, in % terms, the growth in revenue is
running slower than the growth (%) in expenditure. As such, the gap between revenue $ and expenditure
S is closing. This has caused EBIT as a percentage of revenue to decline from 14.3% in 2009-10 to 8.3% in
2018-19, with further drops expected over the next 5 years. This compares with an average profit margin
of around 11% that is considered normal across all industries, and which allows reinvestment.
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Figure 10: Profitability
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0, 3222.0 & 8155.0, MYEFO, Australian Pathology member data.

Conclusions

Pathology in Australia is largely provided by private industry. The Government recognises that contestable,
private provision offers many benefits in terms of effectiveness and efficiencies over and above public
provision. It is important that Medicare funding is re-evaluated regularly through time to ensure that a)
government receives a cost-effective service while ensuring the delivery of quality outcomes and b) necessary
returns to capital that ensure viability and enable reinvestment can be met by industry owners. This goes to
the heart of the relationship between government, industry and health policy and is a key concept that is often
missed in reports.

= In terms of the former, the analysis in this report clearly demonstrates the cost savings that the pathology
industry has provided to government through ongoing productivity improvements and free services.

= Inregard to the latter, returns to capital for the industry have been under continued pressure and there
has been a steady decline in profitability. Maintaining steady, normal profits as a percentage of revenue is
important for a viable sector, continued reinvestment in new technologies and continued delivery of
health policy outcomes.

Coning arrangements, as they currently stand, have been a success for Government in controlling demand for
MBS funded services, but not necessarily a success in controlling total demand. Coning arrangements to date
have increasingly resulted in the provision of unfunded pathology testing (in effect, a funding reduction) and
are placing an increasing burden on providers. Essentially, demand beyond the Episode Cone receives no MBS
rebate and the pathology services that are provided shift from being a government-funded service to an
industry-funded service. While this does not interfere with patient care, it is, nevertheless, a complete cost
shift from government balance sheets to industry balance sheets, for which industry has no control.

The growing impact of coning is decreasing the effective nominal MBS rebate rate received by pathology
providers. Coning has become an excessive burden on pathology providers and presents a real risk to the
viability of the industry. Policy makers need to consider the effective MBS rebate rate when setting the rebate
paid for pathology services that are eligible under their Medicare item listing. As coned-out services are not
MBS funded, total utilisation figures that include coned-out services are not represented in the publicly
available, official Medicare statistics. This report is a second in a series that provides this industry data to help
inform government policy.
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1. Introduction

Pathology in Australia is a majority government-funded service. As such, the Government rightly and regularly
looks to ensure that its outlays on pathology services are cost-effective and result in the delivery of readily
accessible, high quality services. To provide an industry perspective on pathology services, Australian
Pathology released a report on “Estimating the Pathology Productivity Dividend” in March 2016.

In a first, the March 2016 report presented information on the pathology services provided for free by the
industry under their funding arrangements with the Government. As these services are not funded by
Government, total utilisation figures of pathology services (funded and unfunded) are not present in any
official Medicare statistics that are publicly available. The March 2016 report brought together these
information sets to provide a wholistic analysis of the performance of the pathology industry in Australia.

To provide an ongoing assessment of the performance and value for money of the pathology industry,
Australian Pathology commissioned CBR Advisory to provide an update of the March 2016 Report. Consistent
with the previous approach, the analysis in this report draws on official data sources and primary source data
from private pathology providers. Additionally, the report extends the analysis out over a 5-year forecast
horizon to provide further insights and inform policy.

1.1 Structure

The report is structured as follows:

=  Section 2 details the role of pathology in mainstream health care, the level of MBS benefits for pathology,
the funding controls in place and the definition of coning;

= Section 3 presents the approach and modelling methodology used for the analysis and projections;
models alternative funding arrangements for pathology services over the forward estimates and beyond,
including baseline projections of growth in pathology outlays and the impact of three funding scenarios;

= Section 4 presents the analysis and results of the performance and value for money assessment, which
looks individually at the impacts on productivity, coning, and profitability;

= Section 5 summarises the key conclusions from the assessment and the implications for the pathology
industry and health policy in Australia; and

=  Appendix A provides details on the data sources and assumptions used in the modelling and analysis.

Note: Any references to Government expenditure on or outlays for pathology services refers to the Medicare
rebate paid for pathology services as eligible under their Medicare item listing. Additionally, all dollar values
expressed in this report are presented in nominal terms (except where specifically noted), reflecting the terms
governing past funding arrangements between the Australian Government and the pathology industry.
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2. Background

Pathology services in Australia are delivered by both public and private pathology providers. Public pathology
providers operate from public hospitals and are mainly block funded within the state government’s public
hospital funding allocation; private laboratories are majority funded by the Australian Government via a fee-
for-service basis through the Medicare Benefits Schedule (“MBS”). Public laboratories also access Medicare
Benefits where possible.

MBS fees for pathology services sit within the Pathology Services Table (PST) of the MBS. There are around 430
individual pathology services listed under Medicare that have been identified as eligible to receive a rebate.
These individual items are classified according to the following 13 main categories.

1. Haematology 8. Infertility and Pregnancy Tests

2. Chemical 9. Simple Basic Tests

3.  Microbiology 10. Patient Episode Initiation

4. Immunology 11. Specimen Referred

5. Tissue Pathology 12. Management of Bulk Billed Services

6. Cytopathology 13. Bulked Billed Pathology Episode Incentive
7. Cytogenetics Items

2.1 Pathology an integral part of primary care

Pathology plays a critical role in Australian health care and contributes to the good health of all Australians.
Pathology provides crucial information: for diagnosis and screening; to formulate treatment plans; and to
monitor responses to treatments. Approximately 70% of all clinical decisions rely on a Pathology test and 100%
of cancer diagnoses are made by Pathology.

Pathology services underpin personalised medicine, allowing treatment and management of disease to be
tailored to the individual and avoiding trial and error of a treatment designed for a broader population, for
example, antibiotic sensitivity testing for bacterial infections and genomic testing for cancer and autoimmune
diseases. As well as saving patients from undergoing therapy that will not be effective, it allows targeting of
expenditure so that expensive therapies are directed to those most likely to benefit.

Pathologists are part of a medical team providing care for patients and investment in high quality pathology
services that reflect best clinical practice ultimately saves taxpayers from much higher downstream costs in
the acute care sector and can greatly improve patients’ experiences and outcomes.

A large proportion of the medical conditions driving the growth in pathology testing are preventative health
measures, including general check-ups or chronic disease management. The significant benefits to both
patients and the general health system that flow from early detection and improved management of diseases
include reduction of the incidence of the disease, the complication rate, incapacity, mortality and the costs
associated with treating the disease.

2.2 Measuring pathology outlays

Pathology testing differs from many other health and medical services in that it is a referred service. This
means that GPs and medical specialists request pathology tests on behalf of their patients and pathologists
respond to these requests.

GPs directly request 70 per cent of all pathology tests and, through their critical gatekeeper role in the
Australian health care system, control referral to specialists and admissions to hospitals which is responsible
for the other 30 per cent of pathology test ordering.
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= In 2018-19, there were 161.1 million attendances to GPs and 32.1 million to specialists.
= Inthe same period, there were 147.3 million pathology services funded by the MBS.

Pathology testing requested by GPs is the mainstay of preventive health and the early detection of disease in
the Australian health system. On average, every Australian receives approximately five pathology services each
year.

The growing demand for pathology services is driven by the increasing demand for medical services in general.
This demand trend can be attributed to:

=  greater expectations for positive health outcomes, a greater appreciation within the public of the
importance of early diagnosis and disease prevention and an ageing population;

= by the medical advances including the development of new tests; and

= anincrease in the number of medical practitioners and changes in medical practice to include more
careful screening and monitoring procedures, meaning doctors are increasingly using pathology testing to
predict and prevent disease during general health check-ups.

Pathology is the most accessible and affordable medical service and has the highest bulk-billing rate of any
medical service in Australia with over 99.4% of Out of Hospital Pathology Services being bulk-billed in 2018-19.
The MBS rebate paid for all pathology services was $3.0bn in 2018-19 and we have estimated this to reach
$3.8bn in 2023-24 based on the key drivers of pathology outlays.

Figure 11: Pathology bulk billing rate and MBS rebate
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

2.3 Pathology funding agreements

This accessible, freely available, high quality, low cost to Government, and efficient pathology service has been
achieved through what has been long running co-operative arrangements between the Australian Government
and the private pathology sector. To control outlays on pathology services, the Government has used two key
mechanisms:

I.  Pricing to contain growth in the MBS rebate (value) of each MBS item for pathology.
II.  Coning to contain growth in the number of each pathology service.

Each of these are described further below.

Pricing

Pathology services are provided on a fee for service basis. The PST of the MBS details the benefit paid for each
Medicare item. The MBS item fees for pathology do not generally reflect the cost of the tests performed, nor
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do they always reflect contemporary best practice. MBS pathology fees may exceed the cost of providing the
test or be less than the cost of the tests. That is, there is a degree of cross-subsidisation within the Pathology
Services Table (PST) of the MBS. Currently anatomical pathology, microbiology and genetics are underfunded,
and is cross subsidised by chemistry and haematology?.

Increases in price (or the MBS rebate) for each pathology item are slower than inflation, forcing industry to
find productivity efficiencies to remain viable. In fact, there has been no significant increase in pricing and no
indexation for approximately 20 years. Previously significant cost savings from laboratory automation,
reduction in staffing, task substitution and the rationalisation and centralisation of services have been made
over time. Some of these innovations have been largely in the areas of high-volume haematology and
chemical pathology tests where there is little pathologist input. It is not possible to achieve these savings in
some of the other areas of pathology such as anatomical pathology, cytology, microbiology and cytogenetics
which remain medically and scientifically labour intensive.

Coning
There are two major types of Coning — coning within a Medicare item and Episode Coning.

Coning within a Medicare item

Currently, the Royal College of Pathologists of Australasia manual lists over 750 individual tests spread across
450 different items listed under Pathology in the MBS3. As a result, a single Medicare item may include a
number of tests or groups of tests and in some cases more than 20 tests. The tests performed are then billed
under a single MBS item number, but only a subset of these are covered by the benefit for the Medicare item.

For example, MBS Item number 66500 for pathology can have up to 29 chemical tests involving:

= "acid phosphatase, alanine aminotransferase, albumin, alkaline phosphatase, ammonia, amylase,
aspartate aminotransferase, bicarbonate, bilirubin (total), bilirubin (any fractions), C-reactive protein,
calcium (total or corrected for albumin), chloride, creatine kinase, creatinine, gamma glutamyl transferase,
globulin, glucose, lactate dehydrogenase, lipase, magnesium, phosphate, potassium, sodium, total
protein, total cholesterol, triglycerides, urate or urea - 1 test ".

= Each of these tests indicates a normal/abnormal function of the body and each one requires reagents and
processes to complete. The cost of all these tests above the first 5 is absorbed by the industry provider.

Another example are the hormone tests performed under the, MBS item number 66695, involving:

= “Quantitation in blood or urine of hormones and hormone binding proteins - ACTH, aldosterone,
androstenedione, C-peptide, calcitonin, cortisol, DHEAS, 11-deoxycortisol, dihydrotestosterone, FSH,
gastrin, glucagon, growth hormone, hydroxyprogesterone, insulin, LH, oestradiol, oestrone, progesterone,
prolactin, PTH, renin, sex hormone binding globulin, somatomedin C(IGF-1), free or total testosterone,
urine steroid fraction or fractions, vasoactive intestinal peptide, - 1 test “.

= Again, the cost of all these tests above the first 5 is absorbed by the industry provider.

The above examples are known as coning within a Medicare item.

Episode Coning

Another form of coning is Episode Coning or the Grand Cone. This was introduced in 1995 with the aim of
preventing the over ordering of Pathology by requesting doctors. Episode Coning is an arrangement, which
places an upper limit on the number of services in a patient episode for which Medicare benefits are payable.
For pathology services under the MBS, a patient episode comprises of a pathology service or services which
are requested for a single patient, on the same day by one or more practitioners.

2 https://publicpathology.org.au/wp-content/uploads/2019/02/PPA-PreBudget-Submission-Feb-2019-FINAL.pdf
3 https://www.rcpa.edu.au/Manuals/RCPA-Manual/Pathology-Tests
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When more than three items are requested in an episode by a general practitioner for an out-of-hospital
service, Medicare only pays for the three most expensive items. Pathology services requested for hospital in-
patients, or ordered by specialists, are not subject to these coning arrangements.*

In practice, a GP or specialist will request a pathology service (e.g.: blood count, iron levels etc.)
= This will be covered under an MBS item:
- The average Medicare benefit for a pathology request was around $23 per MBS item in 2018-19.

= |f more than three pathology services are requested by a GP at a time; only the three most expensive MBS
items receive a Medicare benefit. Any services requested in an episode outside the cone must be provided
by the pathology provider for free.

Figure 12: Patient Episode Initiated (PEI) pathology service and the impact of coning
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As a Medicare benefit is not provided for any coned-out pathology test that is undertaken by pathology
providers, official Medicare statistics on the value and services delivered are not available. As such, the coning
system requires pathology providers to carry the cost of additional testing over the three reimbursed tests
which are not reimbursed and does not allow utilisation statistics to be accurately collected and analysed. This
has implications for epidemiological research, MBS fee settings, wider health policies and the pathology sector.

In an effort to address this shortfall in official data, members of Australian Pathology, have collated primary
industry data on Episode Coning, which is used in the report. The analysis in this report does not include the
testing done for free by the pathology industry as a result of coning within a Medicare item (described earlier).
As such, the results presented in this report will understate the level of productivity gain and savings provided
to Government.

4 https://www1.health.gov.au/internet/main/publishing.nsf/Content/26CEC8388EE86854CA2580210016EF82/SFile/MBS-
Review-Interim-report-Final-%204%200ct.pdf
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3. Approach
3.1  Modelling methodology

Our approach to modelling pathology expenditure and services is consistent with the original March 2016
Report. The approach also enables analysis that extends beyond the data that is currently available to provide
projections. International accepted methodologies are adopted to move beyond the data frontier and combine
economic techniques and official forecasts to generate estimates of key quantities. This approach consisted of
the following.

3.1.1 Information gathering

In addition to data provided by Australian Pathology, EY undertook a targeted review of the literature and data
available to inform the modelling undertaken and the analysis presented in this report. Information was
gathered from a range of reliable and verifiable official data sources to ensure the transparency, robustness,
and replicability of the results.

Industry specific data

CBR Advisory consulted with the members of Australian Pathology, which represent more than 95% of the
private pathology providers in Australian by Medicare benefit paid. Extensive primary source data was
collected on the private pathology industry that provided updates on:

= the value and services that are provided for free by industry as a result of coning

= the cost breakdown of providing pathology services in Australia.

3.1.2 Modelling update and development

Working collaboratively with Australian Pathology and its industry members, the modelling framework to
assess the performance and value for money of the pathology industry was updated and extended to include a
forecasting component. The modelling framework comprised of five separate but interlinking modules. Each of
the modules were dynamically linked within the framework, sharing data (inputs and outputs), assumptions
and parameters to ensure the modelling approach was integrated, consistent and transparent. Each of the
modules is explained below:

=  Module 1: MBS items: disaggregates government outlays on MBS items for pathology and the number of
services that receive Medicare benefits. This module unpacks the key drivers for growth: utilisation,
demographics and price. Using official parameters as forecast inputs, these are applied to the key drivers
to estimate outlays and services over the forecast horizon.

=  Module 2: Industry activity: using primary industry data, this module builds a bottom up calculation of
industry supply by individual providers. It disaggregates the cost of production by key expenditure items
and is linked to module 1 to calibrate against total MBS benefits and services.

=  Module 3: Productivity: using industry specific data this module applies cost indices to each of the key
expenditure items from Module 2 to estimate the cost of production in the absence of the productivity
gains delivered by the industry. Module 2 is then compared to Module 1 to estimate the productivity
dividend.

=  Module 4: Coning: using primary industry data modules builds a bottom up calculation of value and
number of MBS services that are undertaken by pathology providers as a result of Episode Coning. This
module unpacks the key drivers for growth: utilisation, demographics and price. Again, sing official
parameters as forecast inputs, these are applied to the key drivers to estimate outlays and services over
the forecast horizon.

=  Module 5: Profitability: using modules 1-4, a bottom calculation of revenue and expenses is calculated for
individual pathology providers. This is calibrated to the official Medicare statistics and projected forward
using official parameters as key inputs to estimate the forecasts.
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4. Analysis and results

Pathology providers are entitled to claim MBS fees for tests for MBS-eligible patients in line with the PST. Data
on Government-funded expenditure and services on these MBS items for pathology are publicly available and
published online. The analysis in this report used the Annual Medicare Statistics, which contains data relating

to Medicare for Financial Year 1984-85 onwards®.

4.1 MBS expenditure on pathology

Projections for MBS expenditure on pathology are derived by first applying non-demographic growth to
current spending on MBS benefits per person. The average annual change in the weighted average unit price
of MBS items are used as a basis for price projections, which are applied to derive nominal projections of total
MBS expenditure. In short, volumes (or services) are multiplied by values (prices) to derive total outlays.

Total cost = Total cost_1y * (1 + Population growth) (1 + per capita utilisation) x

(1 + Change in weighted average MBS price)

4.2  Productivity

In Australia, private pathology is a complete service, from collection, to transport, to laboratory testing and to
delivering the results. Each of these processes requires people. There are regulations in the pathology
industry, as with other parts of the health care sector which ensure it remains a labour-intensive service. This
section examines the extent of productivity gains achieved in the industry.

4.2.1 Cost Structure

Industry participants provided their cost structure broken into capital (rent and equipment), labour and other,
dating back to the financial year 1999/2000. These were collated and rounded to protect the commercial
information of the providers.

Cost Component % of Cost
Labour 55%
Capital 10%
Other 35%
Total 100%

4.2.2 Productivity estimate

Productivity of the pathology industry is derived from estimating what the costs would have been for
delivering the same number of services through time without any productivity gains. This is done by holding
the amount of capital, labour and other costs constant per unit of output as at 1999-00. The cost of each of
these components is then indexed over time.

Labour makes up the largest share of expenditure for private pathology providers. The cost of labour was
indexed using the wage price index from the ABS. Forecasts of wage growth were based on official parameters
from the Government’s latest Budget document.

Capital expenditure in pathology broadly relates to investment (in newer equipment, such as, Genome
sequencers), depreciation and amortisation of plant and equipment; and rent of buildings and collection
centres. The other component represents a broad range of input items such as consumables, energy, utilities,
contract services, etc. These components were indexed by CPI as a conservative assumption and because it

5 https://www1.health.gov.au/internet/main/publishing.nsf/Content/Annual-Medicare-Statistics
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also allowed for the forecasts to be consistently based on official parameters from the Government latest
Budget document.

The final result is the total cost for all the tests performed in each year in absence of productivity. We then
compare this to the actual costs to Government via the MBS payments. The gap between these two numbers
is the productivity achieved in the industry through more productive workers and better utilisation of capital
(multi-factor productivity).

There is also additional productivity realised in the coned-out services that are provided by the pathology
industry, but which are not captured in the official Medicare statistics. The productivity released is applied to
the estimates based on primary industry data.

Productivity assessment

Private pathology providers have met the pricing controls placed on the industry through consolidation,
rationalisation of services, economies of scale, technological advancement, specialisation and operations. Over
the past two decades the industry has delivered an average annual growth in productivity of 2.9%, which is
almost 2% times the Australian industry average of 1.2%.

Figure 13: Productivity
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

Pathology is a critical component of modern health care in Australia, providing crucial information for
screening, diagnosis, treatment and monitoring upon which the entire health system is reliant. The impacts of
productivity improvements by pathology providers can be seen in the Medicare statistics.

Price controls on MBS items mean that the Government takes the benefit immediately in the form of lower
outlays for pathology services. Providers must then find the productivity gains within their business to ensure
they can deliver the volume of services which is growing faster than benefits received.

Although pathology services represented over one-third of all MBS services in 2018-19, it only accounted for
12.6% per cent of total benefits paid. This compares with the largest MBS item — Professional Attendances —
which claims a more equal share of MBS benefits (42.7 per cent) for its share of services (48.0 per cent).

=  Since 1999-00, pathology services have grown from 31.9% of all MBS funded services in 1999-00 to 38.9%
in 2018-19. Over the same period. Pathology’s share of Medicare payments has fallen from a peak of
16.0% to 12.6% in 2018-19. At the same time, its bulk billing rates have remained the highest of any MBS
funded service.
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Figure 14: Pathology share of MBS rebates
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

A comparative analysis of growth in expenditure and services show the efficiency of the pathology sector over

all other medical sectors in delivering services. That is, aggregate outlays for pathology services have grow

n at

an average rate of 5.6% per annum and 5.4% for all other services funded by the MBS. At the same time, the
volume of pathology services delivered has grown at an average annual rate of 7.0 per cent, compared to all

other services at 3.7 per cent.

It also highlights that the main driver in pathology outlays has been growth in volumes (almost 100% of total

growth), whereas the main driver to growth in all other MBS outlays has been growth in prices (with MBS
rebates contributing around 60% of total growth).

The pathology industry has faced cost pressures determined by market forces on the one hand and tightly
controlled MBS rebates on the other hand, consequently, it has continued to meet increases in service

demands in excess of all other MBS services, while delivering efficiency dividends to Government finances.

Figure 15: Growth in Medicare Benefits Paid and Number of Services (excl. Coning),1999-00 to 2018-19
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Source: Medicare statistics.

4.3  Coning

The unique coning arrangements in the Australian Pathology industry require a number of tests to be
performed for no payment. That is, the coning system requires pathologists to carry the full cost of any
additional pathology services requested in a patient episode. The precise arrangements of coning are
described in Section 2.3.
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4.3.1 Coning estimates

Primary source data on Episode Coning was collected from the members of Australian Pathology on the
number of coned-out pathology services provided and value of those services. For consistency and
comparison, projections for the total value of coned-out services were estimated using the methodology that
was applied to estimate MBS-funded expenditure on pathology services.

That is, the projections for coned out services were derived by first applying non-demographic growth to the
current value of coned-out services per person. The average annual change in the weighted average unit price
of coned-out services were used as a basis for price projections, which were applied to derive projections of
the total cost of providing coned out services by pathology providers. In short, volumes (or services) are
multiplied by values (prices) to derive total costs.

Total coning cost = Total coning cost._qy * (1 + Population growth) * (1 + per capita utilisation) *

(1 + Change in weighted average MBS price of coning)

4.3.2 Coning assessment

The introduction of The Episode Cone has seen the value of free tests increase in worth from $50m in 1999-00
to $6000m in 2018-19, or 5% to 19% of paid pathology benefits. The cost of coning is completely borne by
private pathology providers, with no Medicare benefit provided for the testing undertaking.

=  The temporary slowdown in the growth in coned-out (or un-paid) services around 2015-16 coincides with
a general drop in the value of MBS benefits paid for pathology.

= The impact of coning is expected to continue to increase going forward. Based on key drivers, we estimate
that by 2023-24, coned-out services will be valued at $890 million and represented 23% of MBS benefits
for pathology services.

Figure 16: Coning
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

To understand the growing impact of coning and design appropriate policies, it is useful to compare the key
drivers of MBS-funded outlays of pathology services and the value of coned-out services provided by industry.

Since 1999-00, Pathology outlays have grown at an average annual rate of 5.6%. This has mainly been driven
by the volume pressures of utilisation (referrals by GPs and Specialists) and demographic forces (changes in
population and ageing). Since 2010-11, growth has eased to an average annual rate of 4.7%.

Over the last two decades, however, the benefit value of unpaid (coned-out) services has grown at an average
annual rate of 13.9%, and over the last decade it has averaged 8.2%. Utilization is the overwhelming driving
force behind this result, a consequence of contemporary high-quality General Practice and better
management of chronic diseases. The growth in the weighted average price also points to a trend in more
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expensive services being provided free more often. This data on coning is not captured by official Medicare
statistics.

Figure 17: MBS rebate, component growth for 1999-00 to 2018-19
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Source: Medicare statistics, Australian Pathology member data.

Total utilisation of pathology services (average number of items per capita) includes utilisation that is paid by
MBS and that of unpaid services. The growing gap between total utilisation is the addition of unpaid services
from coning. The per capita gap in services was 0.27 in 1999-00 and 1.66 in 2018-19, and is expected to be
2.11in 2023-24. This is the hidden level services delivered by the industry on a per capita basis as a result of
Episode Coning.

Figure 18: Pathology items per capita
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

In addition to per capita utilisation for unfunded services increasing at a greater rate than MBS funded item,
the average value of unfunded MBS items that are provided by pathology has also been increase at a greater
rate than the average value of funded MBS items. The average value of unfunded services was $9.77 in 1999-
00 and $14.00 in 2018-19, and is expected to be $15.39 in 2023-24. This is the hidden average value per
service delivered by the industry due to Episode Coning.

= On a per capita basis, the hidden value that pathology provides was 0.27 x $9.77 in 1999-00 and 1.66 x
$14.00 in 2018-19, and is expected to be 2.11 x $15.39 in 2023-24.
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Figure 19: Average value of MBS item
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.

While, Episode Coning was introduced as a means of controlling service demand (volume), it effectively
operates as an extreme form of price (value) control on pathology providers. That is, the MBS rebate price of
any test that is coned-out in an episode of care immediately falls to $0 and the test is provided without
interruption to patient care.

As a function of this, pathology providers must cover the total costs of providing a) services that attract an
MBS rebate; and b) service that do not attract an MBS rebate with only the MBS rebates they receive. This can
be described as an effective MBS rebate.

Total MBS rebates
Total MBS services

Effective MBS rebate = Effective MBS rebate rate *

Where:
Total MBS rebates

Effective MBS rebate rate =
frecti Total MBS rebates + Total coning value

* |n 2018-19, this effective MBS rebate was 0.83 (or $3bn/$3bn+50.6bn) and the weighted average effective
MBS rebate was $23.70*0.84 or $19.85. As the value of coning increases, the effective rebate rate falls,
lowering the effective rebate and increasing the burden on pathology providers to deliver services. It is in
effect a reduction in overall funding per episode.

= This only considers the coning impact on the nominal MBS rebate and does not consider the additional
falls in the real value of MBS rebates, once price changes are taken into account.
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Figure 20: Effective MBS rates for pathology
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4.4 Profitability

Since the March 2016 report, Medicare expenditure on pathology services has increased from $2.5bn in
2014-15 to $3.0bn in 2018-19 or by an average annual growth rate of 4.5%. Over the next five years, we have
estimated this to grow at similar rates to reach $3.8bn based on the key drivers of pathology outlays. The cost
to Government in MBS benefits on pathology services would have been $6.3 billion in 2018-19 without the
Pathology industry delivering productivity gains and unpaid services through coning and increasing to $9.0bn
by 2023-24.

As a result of the arrangements in place, private pathology providers delivered $3.2bn in savings to
government in 2018-19, comprised of:

*  $2.2bnin productivity improvements in MBS rebate services; and
= $0.6bn in non-MBS rebated (coned-out) services and $0.4bn in productivity improvements for these.

It is estimated that by 2023-24, the ongoing productivity gains and unpaid services provided by private
pathology providers will deliver the government savings of $5.2bn in outlays for MBS rebates. This comes as a
result of $3.5bn in productivity gains to meet the effective freeze on rebates for MBS funded services, and
$0.9bn in coned-out services and $0.8bn in productivity gains from those unfunded services.

Figure 21: MBS rebate, Sbn
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0 & 3222.0, MYEFO, Australian Pathology member data.
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It is no coincidence that these savings to Government have coincided with declining profitability of the
pathology industry as government has looked to share in the efficiency dividends.

4.4.1 Profitability estimates

Profitability in any industry is determined by the difference between revenue and costs. The process for
estimating and projecting total revenue is described in Section 4.1. Industry revenue equals Government
outlays on MBS expenditure. Industry expenditure is equal to the costs incurred to deliver pathology services.

Primary source data was collected from the members of Australian Pathology across key expenditure items,
and the number of MBS-funded services provided. Information was also collected on the MBS rebates received
(industry revenue) and this used to calibrate the expenditure data from members to derive industry wide
expenditure.

The projections for industry expenditure calculated by using parameters derived from historical growth rates
and applied to each expenditure item on a per unit basis and informed by official parameters from the
Government’s latest Budget document. The number of services estimated as part of the calculation described
in Section 4.1 where then multiplied by the projected unit cost to derive total expenditure.

4.4.2 Profitability assessment

The Australian health systems depends on the private provision of pathology services to deliver cost-effective,
quality testing. Pathology services are in the most part government-funded, and there exists for government
the balancing priorities of ensuring industry profits are normal and that government receives value for money.
Getting this balance right is important for the viability of private provision and health outcomes.

Achieving a normal profit is a pre-request for the stability of any industry. Normal profits consider not just
accounting profits (i.e. revenue minus explicit costs), but also the implicit costs or opportunity costs.
Opportunity costs are the benefit that a business misses out on when choosing between alternatives. Put
simply, a business must decide whether it is best for it to continue or invest elsewhere.

If a company continues, it will usually look for opportunities to reduce costs or improve productivity to
improve profitability. Failing that, companies may start to triage expenses, cutting back on things like research
and development, training and professional development and cutting costs where it can.

If normal profits cannot be achieved despite ongoing efforts, businesses will eventually be eroded and exit,
and new providers may not enter the market. In the case of pathology, if private provision becomes
unavailable for certain types of pathology tests or in certain locations, the public sector will be required to
cover its provision. This may be a less than optimal position for the government and health policy outcomes.

Total revenue for pathology providers from MBS rebates has been growing slower than growth in total
expenditure. Productivity measures put in place by industry to control total costs and maintain normal profits,
have not been enough to offset the growth in the Episode Cone, which now accounts for 20% of its revenue.

= |t would be difficult to find any other business in Australia where this level of free servicing is expected to
be provided and profitability is to be unaffected. Our analysis shows that this burden is expected to only
grow further to 23% of revenue over the next 5 years.

Private pathology is a critical component of modern health care in Australia, which relies on a public-private
delivery model. Where the private sector provides pathology services, it does this in place of government
provision. This delivers a ‘hidden’ savings to government as it is not responsible for the capital and operational
expenditure of maintaining facilities, investing in equipment and employing staff.

= The largely ‘hidden’ nature of its services makes it especially prone to damaging underfunding. Over two
decades of stagnant government funding threaten the sustainability of pathology practices providing
comprehensive services, as well as investment in essential research and training. The ongoing erosion of
pathology in the pursuit of necessary ‘efficiencies’ represents a risk to the whole health system.
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While in $ terms revenue for pathology is higher than its expenditure, in % terms, the growth in revenue is
running slower than the growth (%) in expenditure. As such, the gap between revenue $ and expenditure $ is
closing. This has caused EBIT as a percentage of revenue to decline from 14.3% in 2009-10 to 8.3% in 2018-19,
with further drops expected over the next 5 years. This compares with an average profit margin of around 11%
that is considered normal across all industries, and which allows reinvestment.

Figure 22: Profitability
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Source: Medicare statistics, ABS Cat no. 6504.0, 6345.0, 6401.0, 3101.0, 3222.0 & 8155.0, MYEFO, Australian Pathology member data.
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5. Conclusions

Pathology in Australia is largely provided by private industry. The Government recognises that contestable,
private provision offers many benefits in terms of effectiveness and efficiencies over and above public
provision. It is important that Medicare funding is re-evaluated regularly through time to ensure that a)
government receives a cost-effective service while ensuring the delivery of quality outcomes and b) necessary
returns to capital that ensure viability and enable reinvestment can be met by industry owners. This goes to
the heart of the relationship between government, industry and health policy and is a key concept that is often
missed in reports.

= Interms of the former, the analysis in this report clearly demonstrates the cost savings that the pathology
industry has provided to government through ongoing productivity improvements and free services.

= Inregards to the latter, returns to capital for the industry have been under continued pressure and there
has been a steady decline in profitability. Maintaining steady, normal profits as percentage of revenue is
important for a viable sector, continued reinvestment in new technologies and continued delivery of
health policy outcomes.

Coning arrangements, as they currently stand, have been a success for Government in controlling demand for
MBS funded services, but not necessarily a success in controlling total demand. Coning arrangements to date
have increasingly resulted in the provision of unfunded Pathology testing (in effect a funding reduction) and
are placing an increasing burden on providers. Essentially, demand beyond the Episode Cone receives no MBS
rebate and the pathology services that are provided shift from being a government-funded service to an
industry-funded service. While this does not interfere with patient care, in effect it constitutes it is,
nevertheless, a complete cost shift from government balance sheets to industry balance sheets, for which
industry has no control.

The growing impact of coning is decreasing the effective nominal MBS rebate rate received by pathology
providers. Coning has become an excessive burden on the pathology providers and presents a real risk to the
viability of the industry. Policy makers need to consider the effective MBS rebate rate when setting the rebate
paid for pathology services that are eligible under their Medicare item listing. As coned-out services are not
MBS funded, total utilisation statistics that include coned-out services are not represented in the publicly
available, official Medicare statistics. This report is a second in a series that provides this industry data to help
inform government policy.
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