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	P R O C E E D I N G S
	[BEGINNING OF FILE 0545] SEGMENT 2
			MR. CRAMTON: (In progress?) I want to just say one thing, and that is if you use -- switch to an efficient auction, it actually will greatly reduce CMS resources because in an efficient auction, one of the very nice features about it is that it actually really smooths the process enormously; whereas, if you have an auction process that has serious problems, you get lots of complaints, you get mispricing, you get all sorts of bad things happening, and you're constantly trying to put fires out, and that is a challenge.
(00:44)	Okay. So next on the agenda is a quick review of the proposal that my colleagues and I have put together with respect to the CMS DME environment.
		Now this actually is a very interesting market design problem, and we have lots of expertise in designing auction markets in complex environments. So this was an interesting challenge, and you'll see I'm going to try to highlight some of the things that we did that we find are very useful simplifications in order to make the process simpler, easier for everybody, and also ultimately effective. The idea is you want a design that is as simple as possible, but not too simple.
(01:49)	So, first, let me just very quickly review the CMS design flaws. I suspect that most everyone is familiar with this. But the approach that is -- was used for Round One Rebid was this -- was not this. This is an efficient clearing-price auction. And the way it works -- and we'll actually see a picture like this again and again, which is what economists love, a supply -- this is a supply curve and this is -- are two axes or -- one is quantity, and the Y axis is price. And we've got our supply curve upward sloping when we order the bids from low cost to high cost.
		Now in this particular example, we have a demand of seven. That's this vertical line, so that's our demand curve -- seven, and everybody can see that intersection of supply and demand where here's seven bids below the clearing price, and this is the last rejected bid, the lowest rejected bid, number eight. And in an efficient auction, that last rejected bid is what sets the price. So that would be our competitive price.
(03:14)	In a world there's lots of desirable properties of this very simple auction. It has the property that's in a world of substitutes. It finds the competitive equilibrium prices, which are the least cost solution; the single price, it's Pareto optimal. That means you can't make everyone in the economy better off by doing something else. You can -- you'd have to harm somebody in the process. So it's efficient. So that's very nice.
		And it's also incredibly simple, and it's used -- it has been used in thousands of markets for thousands of years. It's very basic.
(03:58)	In contrast -- and this is exactly what we did in the laboratory experiments at Caltech and at the University of Maryland, and we're going to do a version of that today.
		Now the CMS auction, instead, could be called median price with cancellation. And the way it works, it starts out the same way. Everybody submits a bid, and here I've simplified, so you just -- there's no quantities involved. Everybody is supplying a single unit. And we need seven, and so these are all the bids. We -- CMS orders them in a supply curve, and then they need seven, and so they would move up for these first seven.
(04:41)	And then -- but rather than having the price be this one, the last rejected bid, they instead have this median price rule, which takes the median of these seven numbers, okay, which is this one right here, the one right in the middle. So that means that 50 percent of the people bid something less than that price and 50 percent of the people bid something more than that price.
		Now the choice was actually a political choice, made at the highest levels. And why did they do that? They did that because this number right here is a lower number than this number right here. They did not think about the incentives, and in fact, in this case, it turns out that the health economist that was advising them advised them against the median pricing rule. So even the health economist, without any training in auctions, recognized it had some serious problems.
(05:48)		It does, and so this was -- and then you'll recall in the Federal Register, there's some very -- and people in the industry actually pointed out that this is really fairly bizarre, and CMS responds in the Federal Registry with some contorted logic explaining why this makes perfect sense.
		It does not make perfect sense; it makes no sense whatsoever. One of the properties is that you have to -- is that, you know, these guys might rightfully be upset about being forced to supply at prices below what they bid. And so CMS just asks, okay, "Well, you put in your bid; then we'll ask you afterwards whether you'd like to supply, and you can just say no."
(06:36)	And so that's what's illustrated here. Here this guy said no for one reason or another, and this guy said no. And so we just -- then we asked this guy and this guy, and they said yes. Okay, but the price stays the same.
		That is a very serious problem. Actually, the most obvious of the problems is not the pricing rule, but the non-binding nature of bids.
(07:00)	Rule Number One of auction design is that bids are binding commitments. Incentives get distorted in dramatic ways when that's not the case, in undesirable ways. So that's a very serious problem.
		Now I'd like to point out that this approach has never been used anywhere on the planet earth. Okay. Nobody anywhere; whereas, the one that I showed you before has been used in thousands of industries for thousands of years. And auctions have been used for thousands of years, trust me.
(07:36)	So this combination of median pricing together with the non-binding nature of bids is especially problematic because it gives the bidders a very strong incentive to low-ball bid. You just put in the lowest number you can think of, and you've won a free auction. 
		You don't know what the price is going to be. CMS will tell you what the price is going to be. If I bid zero, I'm not going to be setting the price. The price is set by the median bid. And so I've just won a free auction, and in fact, if I was advising a bidder in this auction -- and I'm actually often asked to advise bidders in auctions like this -- I would advise them to do just that. Low-ball bid; let's find out what the price is. If you don't like the price, reject the price. 
(08:30)	So that's extremely problematic. Obviously, if a lot of people do it, then the prices are going to be dramatically distorted in a downward direction. Okay. So that's what the theory suggests. In fact, the theory shows that, in fact, there's lots of equilibria of this auction, the most plausible of which is complete market failure because everybody -- because the median is below everybody's cost, and so nothing is supplied.
		Now that's not what happened in practice, and there are explanations for that. So we try it out in the lab; what happens? We get lots of low-ball bidding, and in fact, the low-ball bidding is more prevalent among those companies with very high costs which is kind of interesting.
(09:21)	In fact, the theory proves that there does not exist any equilibrium in which your bid function is increasing in your costs. That's a property of all sensible actions -- would have that monotonicity property. The higher your costs, the higher your bid. And we're able to prove that, in CMS, you cannot have equilibrium behavior like that.
		The last -- there's lots of other problems, but the last problem that I'd like to emphasize is the lack of transparency. This auction right now is just atrocious on the dimension of transparency. Especially for a public auction, it's important that there be transparency. There's concerns about corruption potentially, and in any event, this is very public. The public have a right to know.
(10:24)	In this auction, so bids were initially taken in November of 2008, but there were such serious problems that Congress threw the auction out. They re-took bids in November of 2009. The bidders did not learn who won the auction until a year later -- no information.
		We still have no information on the quantity side; that is, what was assumed about that -- the capacities of the various winners. And that's very important because those capacities is what forms that supply curve, And so essentially, if CMS has the ability to manipulate the quantities, they can, essentially, get any price they want out of the auction. So that's why I wouldn't actually call the CMS auction an auction. It's not an auction; it's an arbitrary pricing process.
(11:24)	You know, unless I know more, I basically have to know more about what they did in order to determine what the relationship is between bids and prices. I'm not given that information, even today. I've asked for the information, but I'm not given that information.
		Also, the quality standards are very unclear. The performance obligation is extremely unclear, and as I said, how the quantities are determined is far from transparent.
(11:53)	Now here's an example of the problem if you've got flexibility with changing the capacities. This is the quantity dimension. You can see here with our demand here, our median is right here, and the price is $7.00. But one thing we could do is actually -- "Well, I don't actually trust these capacities. These guys said at qualification that they could do 10 percent of the market. I don't trust them; I think they can do 5 percent. So I'm going to put in 5 percent for them. And if I do that for all the bidders, then the picture, instead of $7.00 turns out -- yeah, there's the price. Now it's $12.00."
(12:27)	So you can see if you give me the discretion to -- in a non-transparent way -- to vary people's quantities, which they certainly have that discretion -- they haven't mentioned what anybody's quantities are -- they can vary the price, and that's actually one reason why the low-ball bidding didn't lead to complete market failure in my mind -- because they discounted the quantities until they got a price that was low, perhaps too low, but in the ballpark of reality.
		Now another thing that they do is they have -- they've introduced a floor and a ceiling on the bids, and that floor and ceiling also guaranteed that the thing is not going to -- you know, that something will come out of it that's sort of in the realm of reality.
(13:20)	Without those floors and ceilings, what we would see would actually be much uglier. And in fact, you can make the CMS auction work perfectly, believe it or not, just by bringing the floor and ceiling together so they're identical and they're equal to the competitive equilibrium price that leads to least cost supply.
		Now the only problem with that is, of course, then it's not an auction, because you have no discretion in your bid, you can't bid quantity or price, and the other problem with it is -- and this is the biggest problem -- CMS has no idea what the competitive equilibrium price is. That's why we're doing an auction. So it's very important that we have an auction.
(14:07)	As I said, we've done theory, we've done experiment, we've looked at the field data. Looking at the field -- I didn't mention this yet, so let me mention it quickly now -- we see that the Round One Rebid is resulting in a radical transformation of the market structure.
		I'm not opposed to transformation of the market structure. CMS's old system, the administrative pricing, were the wrong prices. I think all of us would agree those prices were wrong. They weren't the competitive equilibrium prices. Some were too low, some were too high. They were all wrong. And that's what's led to a market structure in DME that has been far from optimal.
(14:49)	I don't know what the optimal market structure looks like, but I know it's not what we have right now. And so what I think is going to happen is over a period of time, a decade or so, it'll -- the market structure will gradually evolve with an efficient auction to an efficient market structure.
		But I do know -- and what I think is a terrible shame -- is a radical restructuring of the industry in a way that is inconsistent with an efficient auction and/or an efficient market structure. It's just imposing a lot of costs on a lot of people.
(15:30)	You know, it's one thing to get bid out of the market because other guys can supply good stuff at lower prices than you can. That's competition. But the Round One Rebid, instead, is an arbitrary reshuffling of the players which is traumatic to the beneficiaries in the long run -- I mean, we're only a few months into it. It might take some time because I've got my canisters of oxygen stocked up for me right now, thank you very much, and I've got 90 days of my diabetes test strips. So it'll take a while to see this thing crash, and quite frankly, I actually -- if CMS can show that things look wonderful after a full year or something, I still know that the auction is fundamentally flawed. There's nothing that can change that.
		Okay. So now let me quickly summarize the proposal. 
(16:31)		First, I said agree that auctions, if done right, can work. So how do we fix the CMS design? First, binding bids. Very natural -- we make the bids binding. We do that with suitable and rigorous qualification, bid bonds or deposits to guarantee the bids, performance bonds or performance deposits to guarantee the deposits. These are standard commercial instruments that are used in virtually every industry. It's not a big deal. 
(17:03)	Yes, it's a very important detail that will require a lot of work to get right, but it's something that can be done, and then simply have a simple effective price discovery process to identify those competitive equilibrium prices, market-clearing prices for the various products. That's how it works, and that's what I'll describe.
		Now here's the first really big simplification, and this is one of the challenges in this application. If we were talking about electricity, what we would do is we would have an auction, we would -- the auction would -- the product would be a very well defined financial product actually that puts you in a particular financial position. And you honor that position physically in real-time or you settle any deviation in real-time based upon the real-time spot energy price. Okay. That's the way lots of markets work.
(18:15)	We can't do that here because we don't have a real-time market, first of all. What we're doing here -- and we can't say, "Okay. You're going to supply 30-million test strips" because it's the -- we want the Medicare beneficiaries to be the ones to decide who they work with, and that hasn't been resolved. We don't even know who the beneficiaries are yet at the time of the auction.
		So what the auction is going to identify is not a particular quantity of supply for each party with deviations settled efficiently; rather, what it's going to be is identify a pool of winning bidders that are eligible to supply the Medicare beneficiaries for that product in that region.
(19:14)	The way -- but we still have to do something with respect to quantity, and so the way quantity is done in the proposal is it's based upon historic supply. So if you're supplying 10 percent of Charlotte diabetes test strips, then you're 10 percent of -- then you've got a capacity of 10 percent.
		Now overall there's going to be a hundred percent, right? So how do I get competition? I need excess supply in order to drive the competition in the auction. Well, that comes from new entrants. So a new entrant might be somebody that's supplying in Miami and thinking "Well, I can supply in Charlotte too. Why not? So I'm going to move into that market." Or it could be somebody that's supplying walkers in Charlotte and says, "Well, look, I can expand into mobility devices too. That's not a problem for me," and that would be a new entrant. And if you're a new entrant, you get one block or something like that.
(20:19)	The point is the quantity side is determined completely objectively which is important for transparency so everybody knows how this auction works. It certainly supports new entry, and in fact, it's the competition among the new entrants that is going to determine the price, and that's a good thing.
		Now what you have to be concerned about is if you've got these fly-by-night new entrants that actually aren't going to do anything. They aren't going to perform on their bid. Then that would tend to bias the price downward.
(20:59)	That's why the bid bonds and deposits are so important and the qualification. If you do that properly, the fly-by-night guys are no longer fly-by-nights. It's not an opportunity for fly-by-night guys.
		Right now Medicare is rife for fly-by-night guys because they don't have adequate protections. So you bring in the adequate protections, and the bad behavior goes out. It addresses corruption and fraud, and that's very important.
(21:32)	Now I know that -- and I know that a lot of you guys as providers are actually quite pissed off about the guys that are engaging in fraud because you get -- you know, people -- you say, "I'm a DME provider," and they're "Oh, okay. So you're a fraud artist or something" because people read about this in the press all the time.
		I've spoken with many of you and I'm quite convinced that the vast, vast majority and perhaps -- I suspect -- everyone in this room who's a provider is doing it because they love it, they want to provide a valuable service, and they have no intention of just defrauding the Government.
(22:17) 	An efficient auction with proper qualification weeds out the bad apples and makes your life much better and makes the whole program work much better and makes CMS's life much better too. So that's why it's so important.
		So the way the auction works, we will see in a moment simultaneous descending clock. It's a reverse auction. We start at high prices; we go down to low prices. That's because it's an auction to buy rather than an auction to sell, like on eBay, which would be a forward auction.
(22:46)	And the rules are very simple. I tell you what the price is for each product in each region, and you simply say, "Am I in or am I out?" You have a capacity associated for you because of your historic supply, and that'll be given to you.
		And then what happens is that any production region where supply exceeds demand, we lower the price, and we keep lowering the price until supply and demand balance; that's the market-clearing price. 
(23:29)	When that happens for all the product regions, the auction stops. The winners are immediately identified, and throughout this whole process, you actually get to observe the excess supply so you get to see how competition is changing in all of the product regions while you watch it, and that's very important.
		The reason it's very important is it enables you as a bidder to piece together a portfolio of products and regions that make sense given your business plan. You might enjoy complementarities across products within a region. So you want to be the one-stop shop in Charlotte. You're going to serve all the products in Charlotte, and that may lead to you getting more referrals than somebody else that can't offer the one-stop shop.
(24:28)	Another complementarity might be on the supply side where you specialize in mobility devices, and you do a really good job with mobility devices, and you can do them in Charlotte, you can do them in New York, you can do them in San Francisco. So you're interested in mobility devices across the country.
		This auction lets you capture those complementarities, even if they're more limited. Let's say they're East Coast complementarities or West Coast complementarities or mid-West complementarities. Anyway, this auction lets you piece together a desirable portfolio.
(25:02)	Now in contrast, the CMS auction is a crapshoot, simultaneous sealed bid, and it's a total crapshoot. You know, what you won was some -- you know, it was black magic, right? I mean, you had no idea what you were going to win. There's no way you could try to capture complementarities.
		Now what if those complementarities don't exist? Maybe it's just substitutes. Everything is -- it's really actually "I've got my cost. It costs me 10 bucks to produce this, and it doesn't matter -- it's 10 bucks every region, every unit" -- then, in that case, that's what economists call the case of substitutes -- there's no complementarities. Then this auction works perfectly, gets full efficiency, and does so very quickly.
(25:50)	So having this dynamic process, which you'll see is very easy, if we're in a world where there aren't a lot of complementarities and so you're really taking advantage of the price discovery, in that world, the auction still works perfectly. It just actually has -- it works more easily, and so there definitely isn't any extra cost resulting from the little bit of extra -- having a multiple round process.
		And in fact, any bidder -- if you're a small bidder and you don't have any complementarities, you just want to bid on, say, walkers in Charlotte, and you know what your lowest price is, at the beginning of the auction you can put in that lowest price and go home. You don't have to watch it. And then you'll find out immediately afterwards whether you've won or not.
(26:44)	Now one thing is you will find out immediately whether you won or not. So the auction is going to give you lots of information as we go through it, and you'll see that. And then you'll learn, at the conclusion of the last round, boom, all the information is available instantly. It doesn't take a year.
		And one of the big reasons it doesn't is because your bids are binding commitments, and so those bids that you've placed you're on the hook for. It's just like signing a contract. You've already signed the contract. And that's the way modern auctions work.
(27:31)	Post-auction competition is very important in terms of quality, and that's how the current market works, with the Medicare beneficiary deciding who's going to supply them. And if you're a shoddy supplier -- provider -- then you're not going to be selected quite so much.
		We want to maintain that here, and that's exactly what happens. So after the auction ends, then there will be a set of suppliers for that product in that region, but then it'll be the Medicare beneficiary that will decide who will provide service. And that choice, I do believe, is very important, and that will remain.
(28:14)	Here's a huge simplification that I think is extremely useful, and that is we've got a product -- let's take a mobility device, a standard mobility device. It's actually a whole category, right? There's a lot of things -- there's a lot of parts associated with that standard mobility device.
		It's got a motor assembly. It's got a right arm, left arm, foot support, all these things. Those are all complementary products. And we know in auctions you actually want to bundle the complementary products together. And so if you're a winner on the mobility device, you want to be a winner on those complementary products -- the motor assembly, the battery, the arms, wheels, all that stuff.
(29:11)	So what we do is we bundle it into a product category as is done now. But now what you do is you bid on those individual products within the category. What we're proposing is no -- instead, at qualification, you submit a relative price index which says that "Okay, this standard mobility device, the whole thing, that's a hundred." The motor assembly relative to the hundred is, say, 30. The battery might be five. That is 1/20th of the whole complete deal, and so on. You do this for each of the products within the category.
		The sum of those things -- they aren't constrained to sum to 100. They would sum to much more than 100, right, because it's more costly to provide the individual parts. But the point is you, as a bidder, get to specify the relative price for each of those products within the complementary category. And that is really nice because what the auction is going to do is determine the price for the lead product, which might be the standard mobility device, the whole thing.
(30:31)	Then the price for all the other products is determined instantly from the relative price index. How do we get the relative price index? We simply average what you reported as the relative prices, okay, and what average do we use? We weight by capacity. So it's a weighted average. It's the industry's consensus, properly weighted. The 20 percent guy in the industry is given more weight than somebody that's got 1 percent -- perfectly natural.
		And the incentives are actually excellent for truthfully reporting your correct relative prices. And what you really care about is the absolute price which is determined in the auction. So that actually is a very simple trick. It gets around -- we had -- you remember with the individual, there's this thing -- the bid skewing that Brett initially pointed out in a very nice paper about nine years ago or even more -- when the first draft. And this bid skewing, which basically makes you want to put in bids of plus infinity and minus infinity on the individual products based on the scoring rule and so on, it's all quite complicated and messy. 
(31:54)	And that's why we got into the floor and ceiling business, to tighten things down, to keep people from bidding at huge extremes. But the end result is we can eliminate all that and actually capture all of the complementarities much more effectively in a much simpler process. So this is a very, very important simplifying step, and I strongly recommend it.		
		Okay. The products and the categories and the regions, all those need to be thought of some more. There's been a lot of status quo for a very long time, and the world's a changing place. And so the products, the product categories and the regions need to be re-thought. And I'm not going to say more on that. It's a topic for afternoon discussion. But that is actually very important.
(32:49)	One of the last things I want to say and then we're going to take a break is the -- and this is very important -- is the staging of the auction. Do you do the whole country all at once? Do you do parts of the country in sequence? How long are the contracts and so on? All those are very important.
		So here's version one where we're going to auction 100 percent of the country, but rather than do it all at once -- we don't want to put all our eggs in one basket -- we want to auction it in stages. So one thing we could do is have three-year contracts and auction a third of the country each year.
(33:35)	So we do the West Coast, then we do the mid-West, then we do the East. Now that would work just fine. The one problem with it, however, is that you're going to be excluding a lot of suppliers because basically if you haven't won in a region for the particular product, you can't supply it. You're not eligible to receive reimbursement. So that's going to limit the Medicare beneficiary choice.
		Some of that exclusion is necessary in order to get the auction to work; otherwise, you would just exit right away and then supply anyway, right? Exiting right away keeps the price up, and then you supply anyway. So that doesn't work.
(34:27)	But here's an alternative that does work, and I know it works because we've used it in other countries. So this is my preferred variation, and I know it's the preferred variation of many in the provider community. And that is to auction just 10 percent, a representative 10 percent, each year. And when I say representative, I mean each year we auction 10 percent of the regions, and the regions are selected to be representative. Some are urban. Some are rural. Some are halfway in between and so on. Some are in the West. Some are in the East. Some are in the mid-West. Some are in the South.
		Why would you do that? So under this proposal -- and this is just an example of the proposal -- we have the 10 percent representative region and actually product region, two-year contracts. And so what that would mean is that any particular time there's 20 percent of the country that's under contract.
(35:43)	In that 20 percent of the country, only the winners for those regions and those products are eligible to supply; however, in 80 percent of the country, it's any willing supplier at what price? We don't have a contract price. The price is determined from the auction prices in the 20 percent representative areas. 
		Okay. So you have a simple econometric model that makes the adjustment. Let's say I've got a price in New York under contract, I've got a price in Washington under contract, and I'm trying to figure out what the price is in Boston. Well, econometricians are actually great at doing that. We know that Boston actually shares a lot of properties with Washington and New York. It's got a slightly different cost of living, let's say, a slightly different mean transit time for this particular product or whatever, and we make a slight adjustment. 
(36:47)	So let's say you know it's $95 in Washington, it's $105 in New York, and then we figure out, oh, actually, that the price is going to be $99. And any supplier that's qualified, any Medicare qualified supplier for that product and that region, can then supply. 
		Okay. And then we move around the country, the 10 percent, and what that does is it leads to a lot more beneficiary choice. It leads to much less turmoil in the market structure, and it still does lead to competitive equilibrium prices. And in fact, it fosters, in some sense, greater competition in the auction because you're enabling a larger set of competitive suppliers.
(37:38)	One of the problems with auctions -- I mean, one thing we could do is just auction the whole thing to one bidder, just "Here, you get the whole country" and I just have one supplier. And the problem with that is, of course, then after the auction I'm left with one supplier. I've just destroyed the market, and we'd have a monopoly situation which we don't want. So this actually, I think, better addresses competitive issues as well.
		We use that exact process very well for timber in British Columbia, and in fact, we use the 80/20. Twenty percent is auctioned. Eighty percent is in the long-term tenure. The long-term tenures are priced based upon the competitive auction contracts. It works beautifully. They adopted the proposal that Susan Athey and I made 10 years ago, and it's going great.
(38:34)	The auction is very easy for bidders. That's what this demonstration is all about, okay, to actually show you that this is a piece of cake, you can do it, it's not a problem, and CMS can do it. My God, we did it in less than a month -- less than a month we customized this -- you'll see the software. It's amazing. It's incredibly intricate, and we did it in less than a month, and it works on all the major browsers. It doesn't work quite as well on Internet Explorer because Internet Explorer actually is a nightmare to program for, which is why I recommend that you use Chrome or Firefox. It'll be faster, and you'll get a better experience. But it works better. It definitely works better than the United website, and United Airlines has been working on that for a long time and spending a lot more money on it too.
(39:29)	Okay. Highly transparent. You'll see exactly how transparent this is, and that is -- it's just a huge thing. It's night and day from what you've experienced so far. And I won't say more because you'll actually see it. What we're going to do is run the auction, and you will actually see just the information with our standard information policy that we would recommend for this environment.
		Yes, there's lots of bells and whistles that we could turn on and off, but we'll talk about that after break. You're going to see what we think at this time is likely the best information policy in terms of what information you get when.
(40:16)	The auction design is based on proven methods. These are methods that have developed over the last 20 years. They build on methods that have been used for thousands of years. They are extremely effective based on rock solid basic economics. In contrast, the CMS method is not, and I don't think I need to say anything more about that.
		And it is true that especially these methods -- actually, my colleague, Larry Ausubel, is going to say more about it after break, but he'll give you some idea of the wide range of applications it's been used in in many industries across the world and with great success.
(41:04)	Okay. So that's all for now. We'll break until 10:15. So we have a half-hour break until 10:15. 
		[APPLAUSE} [CONCLUSION OF FILE 0545]

