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ElxEcuTIYBSuMMARY

The U.S. health care market has been characterized for two decade  by rapidly rising costs.
T&is experience has created interest in reducing  costs through the promotion of competition
among providers and insurers. Preferred Provider Organizations (PPOs)  are a recent innovation
designed to decrease health care costs by managing the utilization of services, while encouraging
competition by increasing health care options. The basic objective of the PPO is to reduce costs
and premiums through a network of cost-effective providers. Patients are channeled to these
providers through tiaancial  incentives such as reduced deductibles or coinsurance. PPOs feature
some of the cost containment features of health maintenance organizations (HMOs),  but with
greater freedom of choice of providers.

The rapid growth of PPOs in the private sector and the widespread expectation that PPOs
can exert downward pressure on health care expenditures  have prompted interest in potential
applications to the Medicare program. To assess the feasr%iIity  of the Medicare PPO concept,
the Health Care Fmancing  Administration awarded a contract to Mathematics  Policy Research
to evaluate a pilot Medicare physician PPO demonstration. Two of the fiive PPOs selected for.--__ _the demonstratioi6re-&w~operationak  -in thrs reportwe-descrii one of those PPOs, Blue Cross
and Blue Shield of Arizona (BCBVAZ),  which offers a PPO linked with a Medicare supplemental
+rance (or Medigap) plan Our description of the BCBS/AZ  Medigap PPO focuses on the

/benefit

/

package offered; incentives for beneficiaries to enroll and choose network providers;
marketing approaches and early success in attracting enrollees; the criteria and process for

i selecting network providers; and utilization review and quality assurance programs. We also give
i a preliminary assessment of whether the Medigap PPO model developed by BCBS/AZ  would be

a viable product nationally, assess its likely effectiveness in containing costs, and identify
government actions that would make the Medigap PPO model more likely to become a viable
option.

THE BLUE CROSS AND BLUE SHIELD OF ARIZONA MODEL

In the late 1980s  BCBS/AZ  viewed a Me&gap PPO as a way to increase its market share
and be more competitive in the Medigap industry. Offering a Medigap PPO product was a
relatively low-cost and natural step for the company as they already offered both a private sector
PPO and a standard Medigap plan.  An existing provider network and established utilization
review and quality assurance programs were available through its private sector PPO, and the
company was already experienced dealing with the Medicare population through its standard
Medigap plan BCBS/AZ  currently offers its Medigap PPO in the two most populous Arizona
counties,  Mariwpa  and Pima The Arizona market overall is quite experienced with managed
care products in the private sector, and in recent years has experienced a proliferation of PPOs
and an influx of enrollees from indemnity plans into PPOs.

A major challenge in the Medicare wntext,  where the range of available incentives is
limited and established relationships with a current physician are often strong, is designing an
economically viable Medigap PPO product that will attract enrollees and encourage them to use
network providers. The main incentive offered to attract enrollees to BCBS/AZ’s  Medigap PPO
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~.
is a lower premium (approximately 30% less) than that of the standard Medigap plan; also
additional services are covered such as vision and hearing care. Unlike enrollees of the standard
Medigap plan, enrollees of the PPO are offered Cxuxial incentives to select providers from a
specified network ‘Ihe incentive to obtain physician setices within the network is that network

u

physicians have agreed to accept Medicare approved charges as payment in full; if enrollees
obtain care outside the network from a physician who does not accept assignment, enroll=  are
not wvered  for any charges above the Medicare approved charge. The incentive to obtain
hospital care within the network is that the plan fully covers the Part A deductible only if care
is received at a network hospital; the deductible is not covered if care is received at a non-
network hospital, except in the case of an accident or medical emergency.

The BCBWAZ  Medigap PPO tries to generate cost savings through more conservative
treatment patterns of their network providers and lower costs of these providers. BCBS/AZ
emphasizes careful selection of network physicians and physician profiling in containing costs; to
that end, a database on physician activity is maintained, utilization patterns and quality measures
are closely scrutinizd, fhxtncial  parameters are established for each specialty with penalties for
outliers, and physicians with large and uncorrected deviations from the norm are dropped from
the network The incentives for physicians to join the PPO network include the potential for

x
increased patient volume, and the direct payment of claims; those incentives are sufficient to
maintain the network and a waiting list of providers in all specialties. In their private sector PPO
BCBSH.2  performs other utilization review activities through the facilities review and evaluation
(F.RE) program, such as random retrospective review, mandatory second opinions for selected
surgeries, and prior authorization for hospital admissions, in addition to physician profiling. The
F.RE program is not, however, part of the Medicare PPO utilization review program.

The introduction of managed care involving utilization review and selection of physicians ^
with conservative practice patterns has raised concerns regarding the quality of care provided by
PPOs.  Therefore, qua&y assurance monitoring activities are an important component of all the
demonstration PPOs, including BCBSIAZ.  A key component of BCBS/AZ’s  quality assurance
program is the medical office review and evaluation (M.O.R.E.) program, which consists  of in-
office reviews of facilities and procedures. BC.BS/AZ’s  quality assurance and utilization review
programs are in addition to the quality and utilization review functions performed by the,~
Medicare program carriers~  fiscal intermediaries, and peer review organizations.

‘\\_ j

EARLY EXPERIENCE OF BCBSM

Enrollment  in BCBS/AZ’s  Medigap PPO climbed from 836 at the end of 1989 to 5,443 in
’ April  1990. BCBS/AZ  attributes this influx  of enrollees to the price difference between its

standard Medigap plan and its Medigap PPO; this differential increased significantly in early 1990
when, along with much of the rest of the Medigap industry, BCBS/AZ  raised the premium for
its standard Medigap plan due to repeal of the Medicare Catastrophic Coverage Act and trends
in the cost of claims.while  increasing the Senior Preferred premium by a much smaller amount.
It is likely that most of the beneficiaries who enrolled in the Medigap PPO in early 1990 switched
from BCBS/AZ’s  standard Medigap plan, since the Medigap PPO was not being widely marketed
to other beneficiaries during that period.

BCBWAZ has drawn the physicians for its Senior Preferred network from the network for
its existing commercial PPO, Preferred Care Statewide BCBWAZ  has 2,600 providers in its
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/Preferred  Care network In Mar&pa  County about one out of ten physicians are in the Senior
\l ’ Preferred Network and in Pima County the number is about one out of five. Some specialties

are not relevant for the elderly and that is part of the explanation for why the ratio of Senior
Preferred physicians is not larger. BCBS/AZ  reports that there is a waiting list of physicians
anxious to join the PPO network in most specialties. Senior Preferred has 15 hospitals in its

\/ network representing between a quarter and a third of all the hospitals in the two counties.

Data is not yet available on the proportion of care obtained within-network by current
,enrollees.  Analysis of within-network utilization will be inch&d in the Prelimhuuy  Evaluation

l/
/’ Report scheduled for completion in early Summer 1991. ’

IMPLICATIONS FOR REPLICATING THE BCBS/AZ  MODEL

The BCBS/AZ  model offers several important advantages as an approach to introducing
a PPO option under Medicare. First, it relies on $i?iiZGector  innovation to develop and
implement the PPO, with minimal government involvement. Second, it incorporates the PPO
into an existing product (Medigap insurance) which most Medicare beneficiaries currently
purchase. Third, the model does not impose additional administrative burdens on the carriers or
intermediaries, since the incentives used to channel enrollees to network providers do not involve
any changes in the basic Medicare benefit structure.

The viability and effectiveness of the BCBWAZ Medigap PPO will be evaluated in future
analyses to be conducted under this evaluation contract. These analyses will investigate whether
there is biased selection in enrollment into the PPO and the impact of the PPO on the use and
cost of services provided to Medicare beneficiaries-that is, whether the PPO is achieving net cost
savings to both BCBWAZ and HCFA.  A preliminary assessment of the viability and effectiveness
of the model is provided in this report based on information obtained from intetviews  with
BCBS/AZ management, interviews with knowledgeable industry and government representatives,
prior research findings,  and data on recent and projected trends in the health care market.

Currently there is interest on the part of the insurance industry in Medigap PPOs;  in
addition to BCBS/AZ,  there are at least five additional Blue Cross and Blue Shield PPO-based
Medigap plans in operation. Blue Cross and Blue Shield plans have 40 percent of the Medigap
market, and commercial insurance companies have virtually all the rest. Industry representatives
indicate that the 6rrns most likely to develop and operate a Medigap PPO plan are insurance
companies or health service  corporations that currently offer either PPO products (because they
already have a network in place), or standard Medigap plans (because they have experience
dealing with the Medicare population), or both. They speculate that firms with operational
private-sector PPOs will have the lowest costs to start up a Medigap PPO.

The Blue Cross and Blue Shield representatives interviewed for this report were more
positive in their assessment of the current viability of Medigap PPOs than were the
representatives of ’ mmerciaI insurance companies,  although both identified  several impediments ,,
to the expansion of74edigap PPOs. The major commercial Medigap insurers are not interested
in developing Medigap PPOs unless some of the major wncerns  they cited are addreJsed  T h e  ‘/
concerns cited by both wmmercial  insurers and Blue Cross and Blue Shield representatives
include enrollment incentives, within-network utilization, regulation, and other concern&
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Enrollment incentives.

‘,

A central issue in a PPO’s success is the set of incentives developed to encourage
enrollment in the PPO. The two major types of incentives that could be offered for enrollment
include: (1) a lower premium than that charged by other Medigap plans for comparable benefits,
and (2) coverage for additional services not offered by other comparably-priced plans. BCBS/AZ
offers both incentives in its Me&gap PPO plan. The early experience of BCBS/AZ indicates that
the first of these incentives, a lower premium, is the preeminent factor in getting beneficiaries
to-join a PPO..~

The ptential  market for Medigap PPOs is Medicare beneficiaries (1) currently enrolled

L_-

in a traditional Medigap plan, (2) not currently enrolled in a Medigap plan, or (3) enrolled in a
Medicare HMO. Medigap PPOs are most likely to appeal to less affluent beneficiaries, since the
primary benefit is a lower premium However, some beneficiaries may be unfamiliar or
uncomfortable with the concept of a network may have a strong attachment to a physician
outside the network, or may be concerned about utilization review being a barrier to care In
genera& beneficiaries will enroll if they perceive that the benefits of coverage outweigh the costs.

Within-network utilization.

A PPO’s ability to control costs will depend on enrolhxs using network providers.
Medigap PPOs currently are limited in the extent to which they can impose penalties for out-of-
network use. Requiring network physicians to accept Medicare assignment, and providing no
coverage for balance billing when non-network physicians are used are the primary financial
incentives currently available for influencing enrollees’ choices of providers. However, that
incentive is weak in states with relatively high assignment rates, and will  be further weakened by
the implementation of recent federal legislation limiting the extent to which physicians can
balance-bill patients. Furthermore, prior research findings show that most Medicare beneficiaries L_/J
are reluctant to switch physicians to obtain care on an assigned basis.

Laws  and regulations.

These weak incentives for within-network utilization would be strengthened if federal
regulations were amended to allow PPOs to cover less than the full 20 percent Part B
coinsurance when enrollees use out-of-network physicians. Medigap insurance is regulated by the
states, which are required to have regulatory standards that meet or exceed the minimum
standards contained in the federal model regulations developed by the National Association of
Insurance Commissioners (NAIC). These standards require Medigap insurers to cover the full
20 percent winsurance  on Part B claims, thus limiting the extent to which Medicare beneficiaries
can be penalized for out-of-network use.

Other industrv  concerns.

Industry representatives cited other potential impediments to the development of Medigap
PPOs including:

. The financial viability of Medigap PPOs is unclear, since the major
portion of the savings generated by the PPO’s cost containment
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procedures will accrue to the Medicare program rather than the Medigap
insurer. Since the Medigap insurer’s costs for Medicare covered services
consist of deductibles and coinsurance, the reduction in Medigap
payments may not be sufficient  to o&et the costs of developing,
marketing, and administering the PPO.

Medigap PPOs are less likely than PPOs in the private sector to obtain
discounts from providers because  the Medicare program has already
implemented policies to control prices-most notably, the prospective
payment system for hospitals, the physician fee freeze, and the incentives
for physicians to accept assignment.

Commercial insurers expressed doubts about the abiity to implement
effective utilization control procedures given the fragmented nature of
Medicare opemtions-i.e.,  the separate responsibilities of the carriers,
intermediaries, and PROs. The differences between Part A and Part B
claims data, and the complexity of merging these data to monitor
resource use during an entire episode of care, is viewed as an
impediment to implementing effective utilization management

It may be difficult to educate Medicare beneficiaries about Medigap
PPOs, since many Medicare beneficiaries are not well-informed about
their Medicare and Medigap benefits, and the PPO concept is difficult
to understand. The lack of success to date in educating beneficiaries
about the Participating Physician Program (PAR) underscores the
challenge of educating beneficiaries about the PPO concept in general.
Marketing materials would have to be carefully considered to ensure that
beneficiaries make informed choices about enrollment in Medigap PPOs
and fully understand the penalties for out-of-network use.

ACTIONS ENCOURAGED BY INDUSTRY

Representatives of theeindustry  suggest a number of ways HCFA could encourage the
development of Medigap PPOs.  These include: (1) providing the Medigap insurer with easier,
cheaper access to the claims data required for utilization management and quality assurance, (2)
clarifying  whether Medigap PPOs are allowed to negotiate with hospitals to obtain waivers or
reductions in deductibles and winsurance,  (3) modifying the NAIC model regulations to give
Medigap PPOs greater abiity to penalize enrollees for receiving care outside the network, and
(4) recognizing that most of the savings will accrue to the government by (a) covering a portion
of the Medigap PPO’s administrative costs, and (b) paying more than 80 percent of allowed
charges when enrollees obtain care from a network physician. In addition, some insurers have
expressed potential interest in a risk-sharing arrangement with HCPA, in which a greater share
of any savings or losses generated would auxue to the Medigap PPO.



CONCLUSIONS

The  BCBS/AZ  model offers some important potential advantages as an approach to
introducing a PPO option under Medicare. Whether this model wig prove to be a viable and
effective approach to cost containment is an issue to be investigated in future studies to be
conducted under this evaluation  contract. Our preiiminay  assessment is that there are currentiy
some important impediments limiting the development and effectiveness of Medigap PPOs.  If

‘_ the government wishes to encourage the growth and development of Medigap PPOs,  it should
take several actions to address these impediments. Fmt, the government should faciiitate
Me&gap PPOs’ access to the detailed  claims data required for utilization management and quality
assurance activities, and perhaps provide the data at a lower cost. ‘Ihe  government should  aiso
clarify whether Medigap PPOs are allowed to negotiate with hospitals to obtain waivers or
reductions of deductibles and coinsurance, since the industry representatives we interviewed are
unsure of whether this is permitted under current Medicare regulations. Such arrangements with
hospitals would allow Medigap PPOs to reduce their claims costs, thus enhancing their ability to
reduce premiums or offer additional incentives to attract enrollees.  In addition, the government
should act to give Medigap PPOs greater ability to channel enrollees to network physicians, since
this is critical to cost containment. ‘Ihe most effective approach would be to modify the NAIC
model regulations to permit Medigap PPOs to cover less than the full 20 percent winsurance
when enrollees receive physician services outside the network

FUTURE RESEARCH

The evaluation of the Medicare Physician Preferred Provider Organization Demonstration
is stiii  in its eariy stages. The next report produced wiii  be the first Status Report for CAPP
ZareMark, HealthLink,  and Family Health Plan. The schedule of the future anaiyses is

..
L_l

Research Area Date

Status of the demonstration sites Semi-annuaiiy  (August and
J=ary)

Implementation of the demonstration Late summer 1990, winter
1991

Beneficiary choice and biased
selection in enrollment

Early summer 1991, winter
1992

Impact on the use and cost of services Early summer 1991, winter
1992

Feasibility of PPOs for Medicare Winter 1992

Summary of research Endings Winter  1992

Those analyses with two dates have preliminary and final components.

xiv



I. INTRODUCTION

A THE PPO CONCEPT AND MEDICARE APPLICATIONS

Preferred Provider Organizations (PPOs) are an innovative approach to the organization

and financing  of health care that have proliferated in recent yeats  because of their perceived

potential for cost containment. A PPO is created through a set of contractual arrangements

between an insurer and a group of health care providers. l’be basic objective is to create a

network of cost-effective providers and channel patients to these providers through Euancial

incentives such as reduced deductibles or coinsurance. PPOs differ in their approach to

wntrolling costs, but commonly used approaches include selective contracting with lowcost

providers, negotiating price discounts with providers, and applying utilization control mechanisms

within the network The primary incentive for providers to participate in a PPO is the potential

for increased patient volume.

PPOs combine some of the cost containment features of health maintenance organizations

(HMOs)  with the features of traditional fee-for-service insurance plans. Like HMOs,  PPOs try

to control costs  through selective contracting with cost-effective providers and, in most cases,

through utilization management. PPOs offer more freedom of choice than HhfOs, however,

because PPOs provide coverage for services received outside the network, although enrollees pay

a higher share of costs  for using outef-network  services. Unlike HMO enrollees, PPO enrollees

are not locked in” to network providers. PPOs also differ from HhfOs  in their provider

reimbursement arrangements. Physician capitation  and other forms of provider risk-sharing are

now common  in the HMO industry, but rare among PPOs, which typically pay physicians on a

discounted fee-for-service basis.

During the initial stages of PPO development in the early 198Os, PPOs sought to wntrol

costs primarily by getting price discounts  from  providers. But price discounts alone did not yield

1



the expected  level of cost savings, so most PPOs now employ utilization management procedures

to control the volume of service use (Roland 1987). The utilization management programs of

most PPOs concentrate on reducing unnecessary  or inappropriate hospital care. A survey of

PPOs conducted by the American Managed Care and Review Association (AMCRA)  in 1989

found that 97 percent of responding PPOs require preadmission certi&ation  for nonemergency

inpatient care, 94 percent employ concurrent review, 85 percent employ retrospective review of

inpatient stays, and 74 percent require second opinions for surgery (AMCRA  1990).

The number of operational PPOs in the U.S. increased dramatically in the 198Os,  from 25

in 1981 to 802 as of January 1,199O (AhKIM 1990). The earliest PPOs were sponsored

primarily by providers, including hospitals, physicians, and joint ventures between hospitals and

physicians. Provider-sponsored PPOs market their setvices  to payers such as insurers or self-

insured employers, offering to discount their services or submit to utilization management in

return for an expected increase in patient volume. In recent years, PPO sponsorship by

commerciaI  insurance companies and Blue Cross and Blue Shield plans has increased substantiahy.

In 1989, nearly 40 percent of all PPOs were sponsored by commercial insurers or Blue Cross/Blue

Shield plans, 32 percent by providers, and the rest by a variety of entities such as private

investors, third-party administrators, Hh4Os,  and self-insured employers (AMCRA 1990).*

The rapid growth of PPOs in the private sector reflects the widespread belief among

insurers and employers that PPOs are a potentially effective means of cost containment. PPOs

are a recent innovation in the health care market, however, so there is little evidence about their

effects on health care costs, the quality of care, or patient satisfaction. Previous studies have

found that hospital use and total medical spending are reduced by utilization management in

conventional fee-for-service insurance plans (Peldstein  et al. 1988, Wickizer  et al. 1989, and

‘The PPOs classified  as being sponsored by commercial insurers and the “Blues” include some
that are joint ventures with utilization management companies and providers.

2



Institute  of Medicine 1989) and in the managed care environment of HMOs (Manning et aL

1984, Luft 1981). Since PPOs typically seek to channel patients into managed care, these findings

lend support to the expectation that PPOs will reduce costs. But the effectiveness of a given

PPO is likely to depend heavily on the benefit design and the extent to which it induces patients

to select providers from within the PPO network

The growth of PPOs in the private sector and the widespread expectation that PPOs will

prove to be an effective cost-containment mechanism have prompted interest in potential

applications to the Medicare program. In the spring of 1988, the Health Care Fmancing

Administration (HCFA) announced its intention to design and implement a demonstration to test

the feasibility and desirability of including a PPO option under Medicare. The announcement

of the planned demonstration was mailed to all operational PPOs in the United States in June

1988, and 116 PPOs submitted preapplication forms expressing potential interest?. Twenty of

these PPOs were subsequently invited to submit formal applications and in January 1989 HCFA

announced the selection of five PPOs to participate in the demonstration.

Two of the five PPOs selected for the demonstration are now operational: Blue Cross and

Blue Shield of Arizona (BCBWAZ),  and CAPP CARE in Orange County, California Of the

remaining three demonstrations, Northwest Managed Health Care (CareMark)  in Portland,

Oregon, and HealthLink  in St. Louis, Missouri will not become operational, while there is still

hope for Family Health Plan in Minneapolis, Minnesota BCBWAZ, the subject of this report,

has implemented a PPO linked with a Medicare supplemental insurance, or Medigap, plan.

CAPP CARE has implemented a very different PPO model, not linked to Medigap insurance.

The CAPP CARE demonstration is a nonenrollment model PPO, that is, CAPP CARE does not

enroll beneficiaries but applies utilization management procedures whenever bcneficiarics  obtain

%perational  PPOs were identified from the m published by the
American Association of Preferred Provider Organizations (AAPPO) for 1987.
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care from a network physician The CAPP CARE demonstration will be descrii  in a future

report analogous to this one.

B. OVERVIJDV OF BCBSIAZ’S  MEDIGAP PPO

BCBSIAZ  has introduced a Medicare PPO linked with a Medigap insurance plan in two

metropolitan counties in Arizona. Enrollees in this plan receive the additional financial

protection provided by Medigap insurance but, unlike enrollees of standard Medigap plans, have

Financial  incentives to select providers from within a specified network To attract enrollees to

its Medigap PPO, BCBWAZ charges a lower premium than it charges for its standard Medigap

plan and provides coverage for additional services such as vision and hearing  care.

The Medigap PPO provides incentives for enrollees to use network providers by requiring

network physicians to accept assignment. Thus, enrollees are assured that they will not be

charged more than the Medicare-approved amount when they obtain physician services within the

network If they obtain care outside the network from a physician who does not accept

assignment, enrollees are not covered for any charges above the Medicare-approved charge. In

either case, the Medigap plan pays the 20-percent  coinsurance on Part B claims once the patient

has met the Part B deductible.3 The  Medigap PPO also provides incentives for enrollees to use

network hospitals by covering the Part A deductible only if care is received at a network hospital;

the deductible is covered for care received at non-network hospitals only in the case of an

accident or medical emergency.

The BCBWAZ  model offets several important advantages as an approach to introducing

a PPO option under Medicare. Fmt, it relies  on private sector innovation to develop and

implement the PPO, with minimal government involvemtnt stcond,  it incorporates the PPO

%is is required by the model regulations for Medigap insurance developed by the National
Association of Insurance Commissioners (NAIC).
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into an existing product (Medigap  insurance) which most Medicare beneficiaries currently

purchase. Third, the model does not impose additional admi&trative burdens on the carriers or

intermediaries, since the incentives used to channel enrollees to network providers do not involve

any changes in the basic Medicare benefit structure. Whether this model will prove to be a viable

and effective approach to cost containment is an issue to be investigated in future  studies to be

conducted under this evaluation contract.

c OBJECI’MB OF THIS REPORT

This report has two major objectives.  The first is to provide a detailed description of the

Medigap PPO developed by BCBSIAZ  and to descrii its early operational experience. To

provide a context for interpreting the development and experience of this PPO, we begin with

an ovexview  of BCBS/AZ  and its market area, its history, its experience with the PPO concept

in the private sector, and its reasons for developing a Medigap PPO. Our description of the

Medigap PPO developed by BCBS/AZ examin-  the following major topics:

. Design of the benefit package, including the incentives to enroll and to
use network providers

. Marketing approaches

l The criteria and process for selecting network providers

. Utilization management procedures

. Quality assurance procedures

We also report on the Medigap PPO’s early operational experience in each of these areas. Our

analysis is based primar3y  on information obtained through onsite interviews and telephone

followups with BCBWAZ  management.

The second major objective of this report is to give a preliminary assessment of whether

the Medigap PPO model developed by BCBWAZ  would be a viable product nationally, to assess



its likely effectiveness in containing costs, and to identify government actions that would make

it more viable and effective We fust examine these  issues from the perspective of the insurance L’

and managed care industry, identifying potential entrants to the Medigap PPO market, current

incentives to develop a Medigap PPO, and additional incentives that could be offered through

government action. We then examine the feasrbility  and potential effectiveness of tbe Medigap

PPO model in greater detail, focusing on (1) potential incentiv&  for beneficiaries to enroll in a

Medigap PPO and to use network providers, once enrolled; (2) incentives for providers to

participate in the PPO network; and (3) how effectively Medigap PPOs could contain costs. This

analysis draws on information from a variety of sources, including interviews with knowledgeable

industry and government representatives, prior research findings, and data on recent and

projected trends in the health care .market.

This report has been prepared in the early stages of a 42-month evaluation of the

Medicare PPO Demonstration by Mathematics  Policy Research, Inc. The evaluation is to

conclude in December 1992. Our conclusions about the viability and effectiveness of the

Medigap PPO model developed by BCBS/AZ  are therefore preliminary. Subsequent issues to

be analyzed under the evaluation include the implementation and operational experience of the

demonstration PPOs, beneficiary choice and biased selection, and the impacts of the

demonstration PPOs on the use and costs  of services. The research design for the evaluation is

described in Langwell  et aL (1990).

De _ ORGANIZATION OF THIS  REPORT

The rest of this report is in three chapters. Chapter II deacrii the BCBS/AZ’s  Medigap

PPO and its early operational experience. Chapter III provides an assessment of the viability of

the Medigap PPO model and its potential effects on health care costs and identi6ea  government

actions that would make the model more viable and effective. Chapter IV summarizes the
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report’s main conclusions and provides an ovexview  of the remaining  research activities under the

evaluation.
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XL THE BCBWAZ  PPO DEMONSTRATION

A. BACKGROUND

As with any competitive product, BCBWAZ’s  Medigap PPO (Senior Preferred) depends

for its viability on the nature of the local market. Senior Preferred’s success will depend on the

number of Medicare beneficiaries in the market area, their relative wealth, their use and cost of

setices  (and whether for example, there is room to reduce costs by managing care), preferences

about freedom  of choice in providers, and attitudes toward managed care. The competitive

nature of the market is also a consideration. The majority of Medicare beneficiaries already

subscribe to one or more Medigap policies, so it is evident that they want the security of such

products. The question is whether enough beneficiaries will switch to a lower-cost Medigap PPO

plan If the answer is yes, there is an incentive for an insurer to spend the time and money

required to set up and market a managed-care product. In this section we discuss the market

area where BCBS/AZ is offering Senior Prefer-r& Maricopa and Pima counties.

1. The Market Area

The Medicare market in the demonstration area is sizable. Maricopa county, which

includes the Phoenix metropolitan area, has a total population of about 1.9 million, of whom

237,000 (or 12.5 percent) are Medicare beneficiaries.4  Pima county includes the Tucson

metropolitan area; it has a total population of about 602,000, of whom 82,000 (or 13.6 percent)

are ‘Medicare beneficiaries.

Medicare reimbursements are higher on average in Maricopa county than in Pima county,

and the average in each is higher than for all U.S. metropolitan counties. The average Part A

‘Data in this section are from the Bureau of Health Professions Area ‘Resource Pile (ARF).
Most of the data are for 1986.  A table comparing Mariwpa county, Pima  county,  and all
metropolitan counties is attached as Appendix A
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reimbursement in Maricopa county  in 1986 was $1,640, which is 9 percent higher than the

average in Pima county ($1,504) and 13 percent higher than the average for ah metropolitan

wunties ($1,450). Hospital admission rates for the Medicare population in the two counties are

somewhat higher than the average for all metropolitan wunties, by 4 percent in Mariwpa county

and by 11 percent in Pima  county.. The  average Part B reimbursement in Mar&pa  county in

1986 was S912, or 6 percent higher than the average in Pima county (S859) and 20 percent higher

than the average for all metropolitan counties (S758). These differences in average Part B

reimbursements largely reflect differences between the counties in prevailing  charges; the

Medicare prevailing charge index for Maricopa county  is 7 percent higher than for Pima county

and 16 percent higher than for all metropolitan ~unties.~  The high reimbursement and hospital

use levels in the two demonstration counties indicate a high potential for cost  savings from

managed care.

Residents of Mariwpa county  have higher incomes on average than those of Pima  county.

The per capita income  in Mariwpa county  in 1986 was $15,294, or 12 percent higher than the

average for all metropolitan wunties ($13,626). The per capita income in Pima  county was

$13,401, slightly below the national average. These data reflect averages for ah age groups, but

BCBSIAZ  management report that incomes  are also higher in Mariwpa wunty among the

Medicare population. Thus, on average, residents of Pima county  may be more receptive to

Senior Preferred than those in Mariwpa county, since the primary incentive to enroll  is the lower

premium_

\_. ,’

Overall, the Arizona market is experienced with managed care, but largely as a private-

sector product. According to AMCRA (1990), as of January 1,1990,600,000  Arizonans will have

%%e Medicare Prevaihng  Charges Index is an indexed sum of the charges for selected medical
procedures for specialists and general practitioners wmbined.  The procedures selected are those
that make up the top 85 percent of expenditures nationally.
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the PPO option available6  Together with 589,871 HMO enrollees that makes up 33 percent

of the state population-slightly more than the 30 percent in managed care nationally. PPOs

continue to thrive in Arizona. Currently 29 PPOs are operating in Arizona; only six states have

more. Many non-PPO health plans have responded to the popularity of PPOs by adding a PPO

option to their existing plans. HMOs  have more of a mixed record in Arizona. In recent years

therewere22HMoS,nowthenan11andthenumberisixpectedtqdecrease to5or6

(Lockhart 1990). The HMOs  that are left are the largest and most stable. Thus, the Arizona

private sector market is quite receptive to managed care, and particularly to the freedom of

choice offered by PPOs.  This does  not guarantee success in the Medicare market. The Medicare

market in general is much different from the market for the under-65 population. But the

success of PHP, a Medicare HMO, indicates that at least part of the Medicare market is receptive

to managed care. This is further demonstrated by BCBS/AZ’s  recent influx  of enrollees.

2 BCBS/AZ’s  Competition in the Medicare Market

BCBS/AZ  began offering a PPO to its private sector clients in 1983 when Preferred Care

was placed on the Arizona market. During Preferred Care’s 6rst 18 months use of services

increased, much of which was attributed to overutilization by providers. BCBS/AZ reorganized

its PPO and complet.eIy  recredentialled the provider network, expelling overusers and renewing

its emphasis on physician selection and profiling. This experience left a lean provider network

that turned Preferred Care into a successful PPO in a highly competitive private-sector managed

care markeL  This also provided a firm base on which to launch Senior Preferred. With the

Preferred Care provider panel already in place, the costs involved in drawing a subset for Senior

Preferred were low, creating a potential for savings in Medicare claims costs with relatively little

%ris figure includes (1) individuals whose employers have incorporated a PPO into the
company’s existing insurance plan, and who thus do not face an enrollment choice, and (2)
individuals who have explicitly chosen a PPO as a separate insurance plan.
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investment. BCBS/AZs  startup costs for Senior Preferred were $240,000, which, given the

current enrollment of 5,443, comes to $44 per enrollee. Startup costs for Preferred Care were
b

descrii as “massive.“’ Operational costs for Senior Preferred were $230,000 in 1989. For

BCBS/AZs  standard Medigap product, Senior Security, operating costs were $6 million with its

22#3  enrollment

In the Medicare market, BCBSKZ  has major competition from three organizations: two

Medigap insurers, AARP and CIGNA, and one HMO, FHP. AARP’s Medigap product currently

has a 19percent  market share, CIGNA is close behind with 15 percent, and BCBWAZ  has an

ll- percent market share (BCBS 1989). Currently two HMOs with Medicare enrollees operate

in the Phoenix area--PI-W, Inc. and Humana  Health Plan. FHP, with its statewide enrollment of

29,249 provides services for about 10 percent of the Medicare population in Maricopa county.

Humana  has an insignificant 57 enrollees (HCFA 1990). FHP differs from the Me&gap  plans

in that it charges no premium for enrollees, rquires  copayments for Medicare services, and offers

less freedom  of choice in providers.

In the late 198Os, the BCBS/AZ  management saw that its position in the Medigap .--,”

insurance market was threatened with the average age of Senior Security enrollees getting

progressively older, and thus incurring higher claims costs. It saw the lower premiums possible

through a PPO-as a result of more efficient use of services and lower claims costs-as a way to

increase BCBS/AZ’s  market share and improve their competitive position in the Medigap

industry. As a successful insurer BCBWAZ  is able to commit the resources needed to implement

a new product such as Senior Preferred, although the major investment required  in setting up a

provider network had already been made with Preferred Care. By investing in a Medigap model

PPO BCBWZ hopes to gain from  its investment in two areas. Fust,  entirely new s&scribers

‘Financial information was not available from BCBWAZ on Preferred Care.
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will be added to its membership, whether from  other Medigap insurers or from the population

not previously covered by a Medigap policy. Second, it can gain beneficiaries who “roll over” into

the PPO from Senior Security. With this group,  BCBS/AZ  will increase net revenues if the

s~fromreducedclaimscostsmorethano~ttheforegonerevenuesassociatedwithreduced

premiums and the cost of additional covered services. Gains will also come from premiums of

Senior Preferred subscribers who would have left Senior Security to purchase a less costly

Medigap product from BCBWAZ’s  competitors.

These  reasons were enough of an incentive for BCBWAZ  to introduce Senior Preferred

into the Phoenix market without formal support from HCFA BCBWAZ  does not advertise that

it is a Medicare PPO demonstration site in its marketing campaigns and is not receiving financial

support from HCFA So its incentives to be part of the Medicare PPO demonstration are not

founded on Federal subsidies in the form of administrative costs or support for the Senior

Preferred product. Instead, BCBS/AZ  wants to generate empirical evidence to prove its

proposition that the PPO model is a credible alternative for Medicare beneficiaries and that a

radical departure from the traditional fee-for-service health care system is not necessary to control

utilization of physician services. The company also hopes to increase its credibility with HCFA

so that it can influence future changes in the Medicare program including changes related to

PPOs.

BCBS/AZ’s  ability to put Senior Preferred on the market was aided by the supply of

physicians in the two demonstration counties. Maricopa  county has 2.15 active physicians (MDs

and DOs)  for each 1,000 persons while Pima wunty has 275 active physicians per 1,000. These

figures are both greatly above the mean for ah metropolitan counties-l.66 active physicians per

1,000 persons  (ARE).  And statewhie  figures suggest that Arizona’s physicians are as receptive

to managed care as physicians in other areas; 47 percent of them have contracted with a PPO

and/or  an HMO, which is equal to the nationwide percentage (AMCRA 1990). On the other
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hand Arizona physicians are less likely to accept Medicare assignment than the national average.

‘The Medicare assignment rate (56.4 percent of covered charges in 1987) was much lower in

Arizona than in the nation as a whole (72.6 percent) (PPRC 1988). That low assignment rate

may make tbe Senior Preferred benefits package, witb its guarantee of no balance billing by

network providers, more attractive to beneficiarie!s.8

B. EARLY EXPERIENCE WITH THE BCBS PPO MODEi

Senior Preferred is a Medicare supplemental insurance,  or Medigap, product. It covers

the portions of Part A and Part B medical expenses not covered by Medicare-including tbe

hospital deductible and Part B coinsurance. Senior Preferred is regarded as a standard Medicare

supplemental insurance product by the state of Arizona’s Insurance Department, which for

regulatory purposes classifies it and other Me&gap  products as an indemnity product- The

operational difference between Senior Preferred and standard Medigap products is that the

Senior Preferred benefits package is structured to direct beneficiaries toward a group of carefully

selected providers. Use of this  panel of providers is expected to reduce  health  care costs while

maintaining the quality of care for beneficiaries.

1. Attracting Enrollees

Much of the early discussion of the viability of PPOs for the Medicare market focused on

providing adequate incentives for beneficiaries to enrolL  Many members of tbe PPO technical

advisory panel assembled to provide insight into setting up a Medicare PPO were skeptical about

enrollment incentives. They felt that the proposed incentives-such as lowering the coinsurance

rate when PPO physicians were used and waiver of the Part B deductible-were not strong

enough  incentives to entice beneficiaries to give up total &edom of choice. BCBS/AZ has

6Balance  billing occurs when physicians charge more than tbe Medicare-approved amount and
bills the beneficiary for the difference
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developed  enrollment  incentives that center on an important,  tangible factor to Medicare

bene&iaries-a lower Medigap premium. This section descrii BCBS/AZ’s  benefit package, its

history marketing this product, and its early suaxss with  enrollment.

a Benefit  De&n

The benefit package BCBWAZ developed for its Senior, Preferred Medigap product is

designed to achieve two objectivrzx  to encourage Medicare beneficiaries (1) to enroll in the plan

and (2) once enrolled, to obtain medical care within the PPO network Table II.1 compares the

benefit packages for Senior Preferred and Senior Security. The primary incentive for enrolling

in Senior Preferred is to get the financial protection of Me&gap  insurance at a lower premium

than other Medigap plans, including Senior Security, for comparable coverage.g As Table IL1

shows the monthly premium for Senior Preferred is about 30 percent lower than the premium

for Senior Security for the  three age groups for which  premiums are determined.

Because it is based on a M&gap product, the benefits package BCBWA.2  offers for its

Medicare PPO is more substantial than the benefits packages proposed by the other PPO

demonstrations and the package HCFA expected to be proposed in the design phase of the

demonstration. CAPP CARE’s nonenrollment  PPO guarantees that the Medicare-approved

amount will be charged to beneficiaries, while the other three sites have considered variations of

the Part B deductible and coinsurance rater  to attract beneficiaries. These incentives do not

provide the level of protection against out-of-pocket costs that BCBS/AZ’s  product does.

However, there is little or no cost to the beneficiary in the other demonstration PPOs. The

BCBWAZ benefits include:

‘CIGNA and AARP offer basic Medigap policies-covering hospital deductibles and
copayments and 20% of Medicare-approved charges-at monthly rates of $42 and $40.50
respectively. More comprehensive products which cover such expenses as vision and hearing
exams and balance bill protection are $67 for CIGNA and $74.95 and $97.50 for AARP. CIGNA
and AARP do not vary their rates for different age groups.
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TABLE IL1

COMPARISON OF BENEFTIS

Senior Securitv Senior Preferred

Premium
Age 6569
Age 70-79
Age SO+

Part A deductible

s68.70
$86.60
S%.20

Pays the Part A deductible
at any hospitak

Hospital Pays the hosital  coinsurance
coinsurance on stays over 60 days.

Part B deductible Does not pay the Part B
deductible.

Part B coinsurance

Provider choice

PenaIty for out-of-
plan use

Other benefits

Pays 20% of the approved
charge. Also pays 20% of
balance if the physician
doesn’t accept assignment.

No restrictions.

Not applicable.

None.

$48.50
$59.40
$6530

Covers the Part A deductiile at any
network hospitaL  Pays the-deducti-
ble at a non-network hospital only in
the case of medical emergency or
accident.

Pays the hospital coinsurance on
stays over 60 days.

Does not pay the Part B deductiile.

Pays 20% of the approved charge.
Since all network physicians accept
Medicareapprwedchargg~Payment
in full, enrollees are not billed
for the balance if they stay within
the network

No restrictions (see out-of-plan use).

Beneficiary liable for amounts over
Part B Medicare-allowable and for
the Part A deductible for non-
emergencies.

Vision: exam and discounts.
Hearingxxamanddiscounts.
Drugs: mail-order discounts.
Biodyne lifestyle counseling.
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. No deductible when Senior Preferred hospitals (or other hospitals in the
case of medical emergency or accident) are used.

. No out-of-pocket costs when Senior Preferred physicians are used, after
the Part B deductible has been met.

. Liability only for amounts oyer Me&care-approved charges when non-
Senior-Preferred physicians are used Additional benefits include hearing
and vision exams; discounts on eyewear, hearing aids and batteries, and
mail order drugs; lifestyle oounseliq and counseling for mental and
neNous conditions. I

The Senior Preferred benefits package extends the coverage Medicare provides yet is

similar to the package Senior Security offers. For hospital stays, Senior Preferred covers the $592

Medicare deductible when PPO hospftals  are used and pays the coinsurance on long hospital stays

(over 60 days). Under Senior Security this deductible is covered in full at any hospital, as is the

extended-stay coinsurance. The beneficiary’s responsrbility  for the Part A deductible serves as

a major incentive to stay within the network for hospital services and to choose a physician with

staff privileges at a Senior Preferred hospital (an incentive to use a network physician).

For Part B services, the PPO picks up the coinsurance of 20 percent of Medicare-approved

charges. Beneficiaries incur no out&f-pocket costs when they use PPO providers, except for the

initial $75 Part B deductible, because all PPO providers agree to accept Medicare-allowable

charges  as payment in fulL When non-Senior-Preferred providers are used, the beneficiary incurs

out-of-pocket costs when the provider charges more than the Medicare-approved amount. In that

case, the beneficiary is Liable for the balance of the charges. By contrast, Senior Security pays

either 20 percent of approved charges, if the physician accepts Medicare assignment, or 20

percent of billed charges if the physician does not accept the approved charge as payment in full--

thus reducing the beneficiary’s out-of-pocket costs when a provider’s charges are above the

Medicare-approved 1eveL
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These  benefits are substantial compared to standard Medicare. ‘Ibis, combined with the

relatively low Senior Preferred premium, may be enough to entice many beneficiaries into the ti/

PPO from other Medigap products and from non-Medigap subscriirs who want the security of

a Medigap policy without the high cost. Thq  do not provide strong incentives to keep

beneficiaries in the network, however, as BCBS/AZ  also covers the costs of claims up to the

Medicare-approved charge when beneficiaries see out-of-network physicians. The use of PPO

physicians will result in savings to the beneficiaries who currently incur out-of-pocket costs. But

the savings from switching to Senior Preferred from Senior Security is at least $240 per year,

which is much higher than estimated savings from no-balance billing**, so beneficiaries who

switch products but not physicians will still pay much less than they would under Senior Security.

If the non-network physician does not have staff privileges at a PPO hospital, however, the

beneficiary would be liable for the Part A deductible, and thus incur substantially higher out-of-

pocket costs. Network physicians also send claims directly to the Medicare carrier so the

beneficiary does not have to file claims (although Medicare physician

require this of all physicians so it will not be an incentive in the future).

payment reforms may

L

b. Marketing

In addition to the benefits of a Medigap PPO product in terms of reduced premiums and

other cost savings, a well designed marketing effort is critical in convincing Medicare beneficiaries

to enroll in a Me&gap  PPO plan Designing the marketing approach represented a considerable

challenge to BCBS/AZ  because they were the 6rst Medigap insurer in the country to offer a PPO

in any form to the elderly, so no models of successfuI  marketing campaigns were available to be

adapted for the Medigap PPO product. Most previous PPO products were marketed to employer

“%CBS/AZ calculated the savings to the beneficiary to be $120. Our estimates, based on per
capita Part B reimbursements and the assignment rate for Arizona, amount to an average savings
of $66.
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and other groups, whereas individuals are the customers for Senior Preferred Among individuals

is was not clear whether those most receptive to the Medlgap PPO would be those beneficiaries

without Medigap coverage, those with coverage under other insurers’ Me&gap plans, or those

switching from BCBS/AZ’s  standard Medigap plan Furthermore, it was not clear how to most

effectively trausmit  the information  to potential enrollees: though direct mail,  presentations to

groups of elderly people, or through agents.

Given the degree of uucertaiuty  regardiug  how best to market the PPO product to elderly

beneficiaries, BCBWAZ  experimented with different approaches. Some of these marketing

approaches were effective and some were not as discussed  below:

1. Iu December 1988, BCBWAZ conducted  a multimedia, direct-response
campaign including radio, television, and print advertisements, and a
35,000-piece  direct-mail campaign to Senior Security subscribers. The
inquiry response rate was 6 percent, which is considered high in the
marketin

41
field, but the resulting number of eurollees  was slightly fewer

than loo.

2. In May 1989, mailings were sent to 55,000 residents over the age of 55
in the northwest Phoenix area. The response rate was 5 percent,
producing slightly fewer than 15 enrollees.

3. In July 1989, a direct-response campaign was targeted to 16,ooO residents
in two selected zip codes in the East Valley  (Ma&pa County) area
Residents of one zip code area had an average annual income of $19,000,
and residents in the other, $21,000. The response rate was 9 percent,
resulting in about 20 enrollees.

Iu March 1989 a branch sales/service office was opened in Sun City, a high-income

retirement area near Phoenix in which a Senior Preferred participating hospital is located. It was

hoped that this o&e would increase  the Senior Preferred subsc&er base, so an intensive

telemarketing effort was wnducted  Corn that office to follow up on every  direct mail inquiry

“Most of the data on BCBS/AZs  marketing effort is drawn from a marketing report
prepared for BCBS/AZ  titled, “1988-1989 Seuior  Preferred Repot%”
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response received. It became evident, however, that this effort was contributing little to increased

sales. BCBSKZ cites the fact that a large portion of the Sun City population has its Me&gap

insurance paid by third party payers-such as previous employers-and thus, has no financial

incentive to switch products.  Additional reasons  for lackluster sales, as documentexl  in the

marketing report,  include:

Few participating physicians in the area

Other major hospital in the area not participating

Negative reaction to a ‘network” concept and a strong desire to be able
to choose any doctor or hospital desired

Average income higher than average income for the people most
interested in a PPO-type Medicare supplement

Because of the high average income, a lack of concern about physicians
accepting Medicare’s approved charge as payment in full

A preference for HMOs when restrictions in choice of doctors and
hospitals were accepted

The view that the premium was too high for a policy with provider
restrictions

In April 1989, BCBWA.2 hired a market research 6rm to conduct market surveys and focus

group discussions. This research revealed that the group most receptive to a Medigap PPO was

the older, lower-income, less educated seniors. The younger, higher-income group on which

previous marketing efforts had focused was found to prefer the greater freedom  in choosing

providers available through traditional Medigap insurance. The research indicated that BCBS/AZ

faces sign&ant  marketing challenges. The seniors are reluctant to make changes, are angry

about any tampering with their benefits, and perceive PPOs and HMOs as having “cheap doctors.”

BCBS/AZ  concluded that selling its products required as much personal, individual marketing as

possible, to convince seniors that Senior Preferred is a good value and meets their needs.
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In light of the research findiigs, BCBS/AZ implemented a new sales strategy involving

agents. BCBS/AZ  realized that by relying on mailings and telemarketing for the 65-and-over

market it overlooked its traditional use of agents as the sales delivery system Other strategies

recommended in the marketing report (such as revised marketing materials, new mail campaigns,

retirement seminars, educational forums, health fairs, and other types of presentations) were not

implement& although marketing material was updated to reflect changes in the status of the

Medicare Catastrophic Coverage Act. New marketing material is now being prepared Senior

Preferred has been opened up to Pima  County and a popular hospital chain in that county was

signed up for the network. A mail campaign to seniors in Pima County is planned. Marketing

costs in 1989 for Senior Preferred were S141,000,  compared to $910,000 for Senior Security with

its 22,483 enrollees.

c .  Earlv Enrolhnent

As of April 1990, BCBS/AZ  had 5,443 enrollees in its Senior Preferred PPO-a huge jump

from 836 enrollees at the end of 1989. The 6rm had originally projected 15,000 Senior Preferred

enrollees within one year of its early 1989 start up period. The low enrollment after the Grst year

of operation prompted the firm to conduct market research, which resulted in a new marketing

plan and a projected total enrollment of 3,000 to 4,000 by the end of 1990-which was surpassed

in March of 1990. In early 1990, before a new marketing campaign and as a result of the repeal

of the Medicare Catastrophic Coverage Act and trends in the cost of claims, BCBS/AZ

sign&a&y  increased the premium for Senior Security while increasing the premium for Senior

Preferred a small amount. This created a larger price different%  between the two products

which BCBS/AZ  feels prompted the large in&r of enrollees, most of whom switched from Senior

Security to Senior Preferred not surprising since BCBWAZ  has not been actively marketing
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Senior Preferred to the general population in recent months. About 75 percent or the enrollees

are from Mariwpa  wunty.

d. Conclusions

The price of the product was ovenvhehningly  the key to the success of this plan, which

gamed more than 4,000 enrollees just after premiums for Senior Security were significantly

inueased. But this initial experience provides no indication that large numbers of beneficiaries

will enroll from the non-Medigap market or join Senior Preferred from other Medigap insurers.

The true test of Senior Prefetred’s  power to enroll these beneficiaries will come  when the new

marketing campaigns begin. Another crucial test will wme when data are available on the use

of network rather than out-of-network providers, because the incentives to use network physicians

are not strong.

2. The Phvsician  Network

To save on costs, PPOs depend on the more conservative treatment patterns and lower

costs  of PPO providers, and/or on such utilization review mechanisms as precertification  and

claims reviews which to be effective require the leverage of a contractual bond between the PPO

and the providers selected. For the PPO to reduce utilization, beneficiaries enrolled in the PPO

must use PPO providers. The use of PPO providers will be a keystone in the BCBS/AZ

demonstration because the UR program revolves around the selection and proCling  of physicians

BCBS/AZ’s  emphasis on having an efficient physician panel requires that they strongly

emphasize the selection of desirable physicians and the prompt removal of high-wst  physicians.

Physician applicants are first screened for state licensure,  hospital privileges, and the absence of

malpractice litigation. Applications are then judged according to BCBS/AZ’s  specialty and

geographic requirements with determinations between applicants made on the basis of quality and
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economic performance indicators such as claims costs, when these data are available. Priority is

given to physicians who are members of groups already under contract to the PPO.

The primary incentives for physicians to join the Senior Preferred network and submit to

its restrictions are (1) the potential Eat increasing the volume of business and (2) direct payment

of claims to the physician. ‘These  incenti  are sufficient  to maintain the physician network.

There is normally a waiting list of providers  in all speci&i~ &erall, there was little feedback

from physicians on the Medicare PPO concept-it was simply accepted-but those who did

respond, responded positively and with interest

The physician panel has not changed significantly in the past year. There has been a 3-

percent turnover among physicians, the primary reason for which was business practices such as

billing and coding. The provider contract allows BCBS/AZ  to terminate a physician contract at

wih with no waiting period.

All Senior Preferred physicians are a subset of the Preferred Care Network About 32

percent of the physicians in Mar&pa County belong to the network of Preferred Care, and one

third of those are in Senior Preferred. (Some specialties are not relevant for the elderly and that

is part of the explanation for the lower number of Senior Preferred physicians). In Pima county

39 percent of the physicians are in the Preferred Care network, and 47 percent of those are in

the Senior Preferred network. Statewide, there are about 2,600 providers in the Preferred Care

network, 16 percent of whom are famiIy  practitioners, 15 percent internists, 10 percent

anesthesiologists, and 4 percent general practitioners. BCBS/AZ  recredentialed its physicians in

May and June of 1990.

3. 3’he Hosnital  Network

BCBSIAZ  selects nemrk hospitals through competitive bidding. Hospital proposals are

evaluated on the basis of demonstrated capabilities, accreditation, insurance and physician
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membership. Piialiy,  a mix of geographic, price, and service features are considered. Senior

Preferred hospitals are also a subset of the Preferred Care hospital network.

The Senior Preferred hospital network has remained stable. A chain of hospitals was

added in Pima county  and one hospital left the network because of bankruptcy. Some hospitals

expressed concern about joining the Senior Preferred network because they felt they had more

to lose than individual doctors did. Currently Senior Preferred has contracts with 15 hospitals,

12 out of 41 hospitals in Mariwpa county and 3 out of 13 in Pima county.

4. Utilization Review

The major premise of the Medicare PPO demonstration is that the PPO will be able to

reduce the volume of services through utilization review (UR) procedures, reducing costs  to the

Medicare program. Thus demonstration PPOs must possess the UR tools necessary to control

services. This demonstration is focused on reducing the volume of Part B services, so tools to

manage physician utilization effectively, particularly in an ambulatory setting, are crucial.

a The Utilization Review ADoroach BCBS/AZ  Uses

Given the high level of resources (especially development resources) required for

traditional UR mechanisms and BCBS/AZ’s  history with these me&anisms,  BCBSIA.2 has not

included them in its Medicare PPO. During the first four years of operation of Preferred Care,

for example, the use of health care services increased despite such UR controls as

precertification,  second surgical opinions, and mandated outpatient surgery for certain procedures.

Considering their costs, BCBSIAZ  believes the savings potential of these UR controls for the

Medicare population are minimal and that they will save more by more carefully selecting and

continuously profiling  physicians who demonstrate a wnservative  pattern of treatment Thus,

physician profiling is the only UR mechanism included in Senior Preferred BCBS/AZ does,

however, provide prospective and retrospective reviews of cases to help manage use, identity

L’
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billing irregularities, and provide quality assurance in Preferred Care in addition to physician

profiling. Concurrent review of hospital admissions is delegated to network hospitals.

T h e  profiling  of  pat terns  of  physician pract ice  is  the  mainstay ofPhvsician  Profiling.

BCBWAZs  utilization review procedures, except for the standard review performed by the

Medicare Carrier, Escal,  intermediaty,  and Peer review organization BCBS/AZ maintains a

database on physician activity, closely scrutinizs  utilization patterns and quality measures,

establishes financial parameters for each specialty and penalties for cost-outliers, and dismisses

from its panel any physician with large, unexplained, uncorrected deviations from the norm for

health care costs for that specialty. To that end, BCBS/AZ  has developed an extensive database

of physicians which includes information on their specialty, licensing, patients, hospitals used,

malpractice history, utilization, and where and with whom the physician practices.

The incentive for physicians to reduce costs and keep within the utilization boundaries set

by BCBSAZ is the threat of removal from the PPO network and thus a reduced caseload. In

the original screening of the physician network, 400 to 500 physicians were excluded because of

their service costs. Periodically, claims data for each physician are examined and those with

particularly high aggregate claims costs (twice the average for that specialty) are investigated and

sent a warning letter. So far in 1990,30  warning letters have been sent to physicians about their

claims costs. BCBS/AZ  does not have data on the cost-effectiveness of profiting  and selecting

physicians for its Medicare PPO, but the program has proven cost-effective for the commercial

PPO. BCBS/AZ estimates that its savings from UR in Preferred Care are 10 percent. The

company feels that its physician profiling for Senior Preferred could  be improved if diagnostic

codes could  be included in claims data to further &he utilization of services for the Medicare

population. The carrier, Aetna, currently provides procedure codes  and billing information to

Medigap insurers, but not diagnosis codes.
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Prosnective  Review. Prospective review by definition is review of health care services

At BCBSIAZ prospective review includes preadmission certification, secondbefore they occur.

opinions on surgeries, and mandatory outpatient surgery for certain procedures. BCBSM.2

provides these prospective  review procedures for its private-sector clients as contracted  In the

past BCBSIAZ  has said that these reviews pay for themselves and provide only small savings, but

th9 are quite popular with employera

Retrosveetive  Review. On a regular basis, as part of the F.R.E  program, BCBWAZ

randomly selects 30 to 40 medical records from each hospital and outpatient facility for review.

All readmissions within 10 days are included in this review, which uses both the InterQual  ED-A

criteria and HCFA’s Generic Quality Screens to review for:

. The medical necessity for admission

. DRG accuracy

. Preeertification  compliance (when applicable)

l Appropriateness of discharge

0 Quality assurance

. Use of physician services

The random cases are linked  to claims data for each admission and are reviewed for readmission.

Once claims data are linked, the admission and any subsequent readmissions are reviewed by

BCBS/AZ  staff at the hospit&

Under the F.RE program, 20 percent of alI admissions are reviewed, and on average 3

percent of these cases reviewed are denied. The F.RJZ program also requires second opinions

for certain procedures and on average 5 percent of those result in reversals. No provider has

been dropped tirn the network because of FEE. reviews. Rather, BCBWAZ  focuses on

recovering  funds for any procedures found to be unnecessary. The 400 reviews conducted under
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the F.RE program cost $120,000 per year, or $300 per review. BCBSKZ has calculated a

benefit/cost ratio of 4 to 1. These procedures duplicate many of those employed by the Medicare

Peer Review Organization (PRO) and thus savings in the Medicare PPO would not cover the

costs of the prow

w. In its original propos&  J$XS/AZ proposed using the

American Biodyne Centers as a UR tool in the demonstration. The Biodyne approach provides

mental health services to identify patients who have no physical illness but who account for a

disproportionate number of physician visits. BCBS/AZ  has not ma& a major effort to use the

Biodyne concept in the PPO, however, although Biodyne is used in its HMO and has helped to

control health care costs. BCBS/AZ is uncertain about how well it would work in the PPO

environment because channeling patients into such a program is more difficult  than in an HMO.

b. The Utilization Review Annroach  of Other PPOs

The private-sector PPO industry tends to rely on aggressive day-today management of UR,

particularly preadmission review, with less emphasis on periodic physician profiles that BCWAZ

performs. Langwell, Carlton,  and Swearingen (1989) report that 78 percent of tbe PPOs that

responded to the originaI  Medicare PPO solicitation use preadmission certification as a UR

mechanism, 51 percent perform concurrent inpatient reviews, 55 percent use retrospective

inpatient review, and 44 percent require second opinions for selected surgical procedures. Only

23 percent make use of physician prowling  in their UR programs. AMCRA (1990),  does not

provide data on physician prowling  but points out the greater use of hands-on UR mechanisms

in PPO operations: 97 percent of the 183 PPOs responding use preadmission certification as a

UR mechanism, 95 percent perform concurrent inpatient reviews, 85 percent use retrospective

inpatient review, and 74 percent use mandatory second opinions for surgery.
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This  day-today approach to management is demonstrated by the largely automated UR

activities of CAPP CARE in its Orange County, California, Medicare PPO demonstration. CAPP

CARE’s UR activities rely heavily on the use of sophisticated computer programs used by

clinically trained staff. Primary UR activities include prospective, concurrent, and retrospective

review of both hospital and ambulatory services.

Prospective review is largely telephone-based, with providers calling in on CAPP CARE’s

toll-free number. Nurse clinicians screen patients using Appropriateness Evaluation Criteria

(ARC) to approve admissions and to determine an appropriate level of care and the anticipated

length of stay. All surgery (inpatient and outpatient) must have prior authorization, except for

emergencies, and second opinions are mandatory for selected  surgical procedures. CAPP CARE’s

concurrent review program uses algorithms to ref3ne  diagnoses or to determine the appropriate

level of care or length of stay. The UR activities performed by the PRO at CAPP CARE

hospitals have largely been assigned to CAPP CARE to avoid unnecessary overlap, although the

PRO is continuing its mandated QA functions.

CAPP CARE uses retrospective review to determine contract compliance by physicians and

hospitals. CAPP CARE has an automated review program for physician services, both inpatient

and ambulatory. Claims data from payers are merged and compared with normative values.

Comparisons are possible for a wide range of ambulatory services. Their management

information system (MIS) is designed to find dozens of irregularities in claims filed by payers.

These irregularities include exe&e services, unneeded surgical assistants, billing mistakes, and

possible fkaud It is CAPP CARE’s policy to demand that providers reimburse payers for

overpayments due to inaccurate billing or inappropriate services.
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c. Utilization Review Provided Under Medicare

The current Medicare program provides utilization review through its contracts with

carriers, fiscal intermediaries (FIs), and PROS.

Carrier Review. Medicare carriers, as part of their contracts to process Part B claims, are

required by HCPA to conduct both prepayment and postpayment reviews. Carrier prepayment

reviews are performed by applying three categories of screens to incoming claims. Category I

screens are designed to flag for payment denial claims  that are for services not covered by

Medicare. Category II screens select for review claims for services that are potentially

unnecessary, inappropriate, or abusive. These screens are designed by the carriers with a

minimum level mandated by HCPA, There are wide variations in how carriers implement the

HCPA-mandated screens and in the number of optional screens individual carriers use. The

General Accounting Office (GAO) (1988b) reported that the number of optional screens carriers

use ranged from 5 to 177~and  four carriers also use diagnosis codes to determine whether such

services as electrocardiograms, were necessary given the diagnosis. Category III screens are

designed to flag for review all claims of providers who have been identkl as having abnormal

practice or billing patterns.

Carrier postpayment review is designed to analyze aggregated claims data for physicians

and suppliers. Physicians and suppliers who are in the upper 3 percent of utilization norms for

the greatest number of categories are selected for further review. If local conditions do not

justify  abnormal practice patterns, the carrier discusses with the providers how their practice or

billing patterns diEer  from their peers’. When this f&s or when more serious eases are

discovered, the carrier may flag the provider  for lOO-percent  review under the Category III

prepayment screens, perform an integrity review in which past claims  are further examined and

medical records might be revi- or, in eases of suspected  fraud, refer the ease to the Inspector
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General of the Department of Health and Human Services for further investigation. Carrier

reviews result in denied payment for about 9 percent of annual Part B claims (GAO 1988b).

Fiscal Intermediarv  Review. The Fis perform utili&on review in processing claims for u

Part A benefits and Part B services under their authority. To avoid duplicating PRO review, FI

hospital review is limited to questions of coverage, diagnostic uxiing, and verification of eligibility

and copayments. Like carrier review, PI review is fully automated, with screens for unacceptable

diagnoses (which do not fully characterize a patient’s current illness or injury) and questionable

diagnoses (which could indicate unnecessary admission to the hospital). Unacceptable claims are

returned to the hospital for correction and resubmission. Questionable claims are processed but

referred to the PRO for possible  postpayment review. Similar screens are used to detect  invalid

codes, noncovered  procedures, and procedures for outpatient surgery claims for which coverage

is questionable. FIs may institute optional UR screens, but a GAO study (1988b)  found that 77

percent of FIs do not use optional screens and that the maximum number of optional screens

employed was seven. FI review of other services includes:

. Skilled nursine  facilities (SNFs$ The Fi review for SNFs is more in-
depth than the review of hospital claims. Each admission to hospital-
based SNPs and at least 30 percent of non-hospital-based SNF
admissions are reviewed for medical necessity and appropriate level of
care. To make these determinations, this review requires  examination of
medical records and ah claims.

. Home health. FIs review about 52 percent of home health bills to assure
that the services are covered under Medicare’s limited home health
coverage. Medical records are requested when this information is
needed On an annual basis, the FIs randomly select and review medical
records of 20 beneficiaries Per home health provider to determine the
accuracy of the information reported to HCFA

. comnrehensive  outnatient  rehabilitation facilities. All claims that are
identifkd  as being provided by a comprehensive outpatient rehabilitation
facility are reviewed for coverage and necessity of treatment.

. Outpatient Dhvsical  theran& HCFA has developed screens for Fis to use
in their review of outpatient physical therapy claims. These screens-
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based on diagnostic codes, duration and frequency of treatment, and date
of onset of illness or symptoms-are used to identify unnecessary and
noncovered services. Claims failing these screens are forwarded to the
FPs medical review staE

l PIosoice.  Fi review of hospice services focuses on the necessity and
adequacy of the care provided and on the accuracy of hospice billing. In
their review, FJs examine hospice claims as well as medical records and
plans of care . AlI hospital admissions for hospice patients and care for
beneficiaries who leave the hospice program are reviewed for necessity,
coverage, and potential provider abuse.

Th=e review activities all tend to focus on questions of coverage and medical necessity, with

particularly close attention paid to services with strictly limited coverage under Medicare.

Peer Review Organizations. The Medicare PROs provide utilization and quality-of-care

review for inpatient hospital services. PRO review encompasses both prospective and

retrospective review procedures. To determine the appropriateness of an admission or procedure,

preadmission and preprocedure reviews are performed for selected diagnoses determined by the

PRO to often be unnecessary. The determination as to which diagnoses receive precertifkation

is made based on findings from retrospective reviews-plus some services targeted by HCPA

PRO retrospective review examines cases again for the appropriateness of se&es provided.

Gases are selected for review based on a 3-percent  random sample of discharges and a series of

screens that may indicate problems, such as readmissions,  day and cost outhers  (those long-term

or high-t patients as defined under the prospective payment system), and cases referred by the

FL For these cases the PROS review the medical records, paying attention to coverage, correct

DRG coding, and the necessity and appropriateness of the admission and discharge.

The data collected in PRO reviews is also used to profile  individual physicians and

hospitals. Profiles are used to identify providers with abnormal billing and treatment practices

and problems with quality of care. Specific utilization issues that PROS examine include

admission failure rates, claims denial rates, and, for hospitals, incorrect DRG coding. Providers
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shown  to be above the norm for these criteria may receive more intensive review on future claims

Ekd. A GAO suwcy  (198Ba)  of PROs found that the majority of PROS view retrospective

review and profiling to be more effective for identifying utilization problems than preadmission

and preprocedure reviews.

d. Conclusions

BCBS/AZ’s  emphasis on physician profiling  as the main thrust of Senior Preferred’s UR,

program met with skepticism in the early stages of the demonstration, mainly from PPO industry

experts on the various PPO advisory panels. It is too soon to draw any conclusions about the

actual effectiveness of this approach in the Medicare environment. We can, however, evaluate

the viability of this approach in the Medicare system and its potential for net cost savings.

Certain relevant items must be considered:

BCBSIAZ  has no authority to deny payment for claims for which the
carrier authorizes payment.

BCBSIAZ  is the II, and is presumed to be providing as adequate a
review of claims as the PPO could perform.

The  Medicare prospective payment system provides adequate incentives
for hospitals and physicians to limit the length of inpatient stays.

PRO review of Medicare admissions and BCBWAZ  review of non-
Medicare admissions may modify  the behavior of Senior Preferred
physicians.

Reviews of medical records in the MORE program identify billing
irregularities/fraud that could slip by carrier and PI screens.

Give& these factors and the costs invow in setting up and operating UR mechanisms such as

comprehensive claims’screening,  physician proliling  as a UR tool may prove to be effective at

cutting  the costs of claims. The key items that will produce cost savings are the use of PPO

providers, BCBS/AZ’s  abiity to select and retain providers with truly conservative treatment
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patterns, and a large enough provider network and pool of beneficiaries to offset the costs of the

PPO. The features of Medicare UR presented herein are based on HCPA requirements of

carriers, FIs, and PROS and on a GAO survey of these  organizations.

5. Oualitv  Assurance

The primary goal of any Medicare PPO is to control utilization and thus reduce Medicare

payments, but the quality of care must not be compromised. To this end, the Medicare PPO

demonstration sites are required to maintain a structured QA program. The QA program in

place at BCBWAZ  is structured around three components-the medical office review and

evaluation M.O.RE. program, the concurrent inpatient review provided by PPO hospitals, and

the patient grievance and appeals process. These  programs, and quality assurance in general, are

guided and supervised by five BCBSIAZ committees with a mandate to monitor quality issues.

a. M.O.R.E. Prowm

The Grst  component of BCBS/AZ’s QA program is the M.0.R.E program. The M.O.RE

program provides, through claims review and onsite  visits, detailed examinations of: (1) The

content of medical records and cktims,  (2) general office facilities, safety, and hygiene, and (3)

laboratory and X-ray facilities and procedures.

Content of Medical Records and Claims. Before a M.O.R.E. onsite  review, a random

sample of 30 paid claims per physician is drawn for review. The nurse reviewers then examine

copies of the claims for:

. Subscriberand  provider ID numbers

. Completeness of claim submitted

. Effective/termination dates of contracts and whether payments were
made according to contract, policy, and procedure
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. Diagnostic codes: Submission of CPT codes and any changes made when
the claim was automated, ICD codes and descriptions, and the allowable
charge  for this code

. Total paid for the claim and whether a duplicate claim was filed or paid

. Identification of ptobiems  to be investigated before the office review

The claims reviewed prior to the office visit are then compared to medical charts at the

physician’s office for potential coding eTTors,  for coding for the appropriate level of service,  and

for inclusion of all information required by HCFA. Medical charts are also reviewed for

completeness, organization, security, and legibility. And attention is paid to whether or not the

office consistently collects copayments or coinsurance from patients.

Office Facilities. Safetv.  and Hveiene.  The  M.0.R.E review of 05ce facilities begins with

the adequacy of the front oftice,  waiting area(s), personnel, and general 05~2 safety. Access for

handicapped patients and the presence of CPT4 code books are noted and the 05~~‘s  ledger

card system is reviewed for adequacy. The adequacy of 05cc staff is evaluated by a count of the

number of employees and their professional backgrounds (RN, LPN, and so forth), the number

of people certified as CPR-trained, and the number of patients seen per hour. 05ce  safety and

hygiene are examined in the following areas:

Disposal of infectious materials

Presence and location of fire extinguisher

Presence and completeness of emergency kits and supplies

Disposal of needles

Presence of expired drugs

Use of exposure badges for X-rays

34



The administration and documentation of medications is reviewed, with particular emphasis on

the storage and logging of controlled substances.

C.L a b  f a c i l i t i e s  a r e  i n v e n t o r i e d  f o r  k e y

pieces of equipment and supplies that are nv for common tests. Breakdowns are made

for the areas of hematology, chemistry, and microbiology. In addition, labs are reviewed for

quality based on 13 criteria, including certi&.ation  and continuing education of lab personnel,

organized workspace, safety quipment,  instrument calibration and maintenance log, proper

reagent management and storage, written daily quality~ntrol  protocol, and external

accreditation. In the evaluation of X-ray facilities, the M.O.R.E. reviewers examine the

technology of the X-ray machines (f&n type, screen type, automatic processing, and the like), the

maintenance schedule, whether interpretation is done in-house or sent out, the posting of

certi8cates  and warnings, and the presence of a protective apron.

Onerational exoerience. In 1989,lS to 20 physicians were dropped from the panel because

of the M.O.R.E.  visit. Quality-of-care problems were found in only six out of 400 M0.R.E visits,

and those physicians were reported to the Board of Medical Examiners. Nine of the remaining

physicians were dismissed because of billing practices. So far in 1990,24 physicians have been

dropped, mostly

Experience with

recommendation

because of problems with business practices rather than quality of care.

the M.0.R.E  program has shown that if the result of a site visit is a

for a change in facilities, the physician usually makes the change. If the

recommendation is for a change in charting, sometimes the physician will make the change. And

if the recommendation is for a change in coding, the physician usually will not make the change.

BCBWAZ’s  focus with the M.0.R.E program has been on developing standards, as the

program is relatively new (three years old). Now BCBWAZ  is moving towad publishing the

standards in advance and giving physicians more feedback on where they stand relative to the

standards. The company also would like to make more frequent M0.R.E  office visits. Currently
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BCBS/AZ  reviewers visit physician offices  once every 24 months.  They  are developing software

that should streamline the review process and allow for more frequent visits. The 800 05ce visits

with M.O.RE cost $220,000 a year, but the new software should reduce that cost by about a

third. BCBS/AZ  is also performing some outcomes review  as part of the M.O.RE program.

These reviews are performed when adequate data are available to track office  visits that result

in hospitalization and resulting adverse outcomes.

b. Concurrent Review

The second component of the quality assurance program is the concurrent review process,

which is designed to control inpatient utilization and assure quality care in the hospital.

Admissions are reviewed for medical necessity and patients are monitored at five-day intervals

for quality of care by the hospital UR/QA  staf&

c. Grievance Process

Patient grievance mechanisms also setve  as quality checks. Patients with grievances can

correspond directly with the PPO; contact the medical review, claims, or personnel departments;

or contact the broker. Problems with claims payments are handled through claims administrative

review and denials of care through medical review. Most grievances involve reimbursement

problems. For both PPO products, BCWAZ  receives an average of two grievances a month.

That average has not increased with the increased enrollment in Senior Preferred Those

grievances  have not been related to adverse medical outcomes, but to billing practices or the

deportment of physicians. One physician was terminated because of multiple grievances. As

discus4 in its application, BCBSKZ  plans to do a patient satisfaction survey of Senior Preferred

enrollees to assess the reactions to the provider panel and the service and benefits.
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d. Oualitv Assurance Committees

BCBWAZ  has five quality assurance committees: the Medical Standards Committee (which

handles M.O.R.E.  findings), the Medical Deletions Committee (which decides upon physician

sanctions based on results of the U0.R.B findings), the UR Committee (which focuses on

inpatient care), the Professional Gxnmittee  (which focuses on new procedures and techno1ogies

and BCBWAZ’s  policies about covering them), and the Ethics Committee (which handles about

4 cases per year). The company feels that there are no particular problems or issues in applying

QA to an older population. They are, however, experienced with the needs of the elderly and

so may approach the issue differently than a PPO with only private-sector experience.

e. Sanctions

Sanctions imposed on providers for QA i&actions  include denial or return of payment and

ultimately removal from the network. Serious ethical issues or problems involving the quality of

care are reviewed by a BCBSKZ  ethics panel and, if warranted, referred to the State of Arizona

m
Board of Medical Examiners.

f. Medicare Qualitv Review

The three main review organizations in the Medicare program-carriers, PIs, and PROs-

all review quality-of-care as well as utilization and payments. Carrier and PI quality assurance

activities are largely reviews of cases that are identified in the claims review procedures outlined

above. Cases involving potential qualily-ofxare  problems are referred to medical directors or

medical review committees for further investigation. The FIs are also mandated to carry out

quality assurance visits to the homes of beneficiaries in the hospice program

Medicare quality assurance activities  are carried out mainly by the Medicare PROS, based

on the retrospective reviews descrii  above. Cases under review  are screened for potential

quality-of-care problems based on HCPA’s  six “generic” quality screens:
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Adequacy of discharge planning

Medical stabiity of the patient at discharge

Deaths

Nosocomial (hospital-contracted) infections

Unscheduled return to surgery (for the same condition or to correct
problems with the initial operation)

Trauma suffered  in the hospital

Cases that fail any of these screens are referred to PRO physician advisors for further quality-of-

care assessments. Individual PROs implement additional screens designed to further identify

premature discharges and other quality issues. Provider-specific quality review is also performed

as a result of PRO provider profiling. Hospitals and physicians with excessive rates of screen

failure or patient mortality, and who fail to meet PRO quality objectives, may be selected as the

focus of future PRO review activity.

g. Conclusions

BCBS/AZ’s  QA program is much more comprehensive than that in most private sector

PPOs which, as a result of the desires of their clients to minim& costs, do not emphasize

structured QA programs. Langwell, Carlton,  and Swearingen (1989), in their examination of

PPOs which responded to the initial Medicare PPO solicitation, found that PPOs tend to rely on

the selection and retention of “quality” physicians to assure quality of care. The M.0.R.E

program with its onsite  facility reviews adds a valuable dimension to the QA performed by the

Medicare PROS.  The ERE program on the other hand, would duplicate functions of the PRO

if the ERE program were included in the Medicare component.
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III. IMPLICATIONS FOR REPLICATING THE BCBS  OF ARIZONA MODEL

In this chapter, we assess the viability of BCBS/AZ’s  Medigap PPO model and its potential

effectiveness in containing costs, and discuss implications for rephcating  the model in other parts

of the country. We begin by examining  these issues from the perspective of the insurance and

managed-care industries, identifying potential entrants in the Medigap PPO market, the current

level of interest in the industry, perceived incentives to develop a Medigap PPO, and industry

views on government actions that would make the model more viable and effective. We then

examine the viability and effectiveness of the Arizona Medigap PPO model in greater detail,

focusing on (1) potential incentives for beneficiaries to enroll in a Medigap PPO and, once

enrolled, to use network providers, (2) incentives for providers to participate in a Medigap PPO,

and (3) the Medigap PPOs’ potential effectiveness in containing costs.

Aa THE MEDIGAP INDUSTRY

The private Medigap insurance industry has existed  nearly as long as the Medicare

program According to recent estimates, more than 70 percent of Medicare beneficiaries have

private health insurance to supplement their regular Medicare coverage (Rice et al. 1989, Nelson

et al. 1989). Many Medicare beneficiaries have enrolled in more than one Medicare

supplemental insurance policy. In a recent survey of 500 elderly beneficiaries sponsored by the

Health Insurance Association of America (HIAA),  85 percent of those covered by Medigap were

enrolled in one supplemental policy, 12 percent were enrolled in two policies, and 3 percent were

enrolled in three or more policies (Rice et at 1989).

Medigap insurance is supplied by Blue Gross and Blue Shield plans, which have a market

share of about 40 percent, and by wmmercial  insurance companies, which have virt&y ail the

rest of the market. In 1988 more than 45 Blue Gross and Blue Shield plans  and more than 280
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commercial insurers offered Medigap plans.l2 Virtually all Blue Cross and Blue Shield plans

offer Medicare supplemental insurance. In terms of direct premiums earned, the commercial

insurance market is dominated by the five firms identified in Table III.1.

TABLE IILl

FIVEIARGESTMEDIGAP  COMMERCIALINSUR@JCE  COMPANIES

Commercial Insurance Chn~any
Direct premiums earned

~$ocKoin  1988

Prudential Insurance Company of America $l,122W
United American Insurance Company 308355
Bankers Life and Casualty Company 279,337
Mutual of Omaha Insurance Company 173,881
Health Care Setvice  Corporation 127,253

1. Regulation

The McCarran-Ferguson  Act, passed in 1945, speciftes  that state agencies have regulatory

jurisdiction over insurance companies. In 1978, in response to concerns that Medigap products

had been misrepresented to some Medicare beneficiaries, the National Association of Insurance

Commissioners (NAIC)  appointed a special task force to investigate how private supplemental

insurance was marketed to the elderly. The NAIC study and recommendations convinced policy-

makers that federal involvement was needed to supplement state regulation of the Me&gap

insurance industry. So, in 1980 Congress authorized a voluntary certification  program in what

became known as the Baucus amendment Under the Baucus amendment, states retain

?‘he estimated market share for Blue Cross and Blue Shield is based on an interview with
Gary Meade, Executive Director,  Alternative Delivery Systems Product Performance, Blue Cross
and Blue Shield Association of America. Industry-wide data are from the National Association
of Insurance Commissioners (January 1990). The data contained in the NAIC report are for
1988, for both individual and group policies.



regulatory jurisdiction over the insurance industry, but their regulatory standards must meet or

exceed the minimum standards contained in the federal NAIC model requirements.

Since 1982, when the NAIC minimum standards were initially implemented, the NAIC has

revised its model standards twice. The NAIC model was fbst  revised in 1988 after passage of the

Medicare Catastrophic Act and was revised again in December 1989 after that act was repealed.

The new NAIC standards require that at a minimum Medicare supplemental policies include the

following benefits:

l Coverage for either all or none of the Medicare Part A inpatient hospital
deductible amount ($592 per benefit period in 1990).

. Coverage of Part A eligible expenses for hospitalization to the extent not
paid by Medicare from the 61st through the 90th day in any Medicare
benefit period ($148 per day in 1990).

. Coverage of Part A Medicare eligible expenses incurred as daily hospital
charges during use of Medicare’s lifetime hospital inpatient reserve days
($296 for each lifetime resewe  day used in 1990).

b Upon exhaustion of all Medicare hospital inpatient coverage, including
lifetime reserve days, coverage of 90% of all Medicare Part A eligible
expenses for hospitalization not covered by Medicare, subject to a
lifetime maximum benefit of an additional 365 days.

. Coverage for the reasonable cost of the first three pints of blood or
equivalent quantities of packed red blood cells per calendar year unless
replaced in accordance with Federal regulations.

. Coverage for the copayment amount (generally 20 percent) of Medicare-
eligible expenses under Part B after the annual $75 Part B deducttble
(NAIC and HCFA 1990).

States have one year (until December 13,199O)  to adopt standards that meet at least the

minimum NAIC model. Existing state laws are in effect until state standards are revised. The

implications of these NAIC regulations for the potential development of Medigap PPOs are

discussed below.
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2 Entrants to the MedieaD  PPO Market

Firms that could be in a position to develop, implement, and operate a Medigap PPO plan

include operational PPOs and commercial insurance companies, BC/BS  plans, and health service

corporations with operational Medigap plans. The firms most likely to develop and operate a

Medigap PPO plan are insurance companies or health service corporati~ns~  that currently offer

either Medigap or PPO products. To get an idea of industry views  about the types  of firms most

likely to enter the Medigap PPO market, and about the level of interest in entering this market,

we conducted telephone interviews with eight insurance industry representatives, one health

insurance consultant, and two HCFA staff members. In addition, we interviewed representatives

from four Blue Cross and Blue Shield plans in states other than Arizona that currently offer

Medigap plans that have some of the features of PPOs, in order to obtain information on the

characteristics of these plans. The individuals we interviewed are identified in Appendix B.

a. Costs of Entry

The insurance industry representatives all stated that a Medigap insurer which offers a

PPO in its private business would have the lowest cost  of entry into the Medigap PPO market,

since such a firm would be experienced in offering Medigap products and would have a provider

network in place. An insurer that has a PPO plan but not a Medigap plan would have lower

costs  of entry than an insurer that has a Medigap plan but no provider network for other health

insurance plans. Existing PPOs have lower costs because it is much less expensive to modify an

operational PPO to include Medigap coverage than to mod@  a Medigap plan by adding a PPO

network built from scratch. Two industry representatives speculated that the startup costs for a

Medigap PPO would be relatively low once a PPO network is in place. But, another

13Hea.lth  service corporations are firms (such as Blue Cross and Blue Shield plans) that
contract directly with providers to render health care services.
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representative with some knowledge of BCBS/AZ’s  experiences implementing Senior Preferred

commented that it is difficult to modi@  a PPO product for the Medicare market because PPOs

were originally designed for a private, younger population. Medicare carriers have an advantage

over other firms because of their access to claims data To be cost-effective, managed care

programs such as PPOs need access to detailed claims data for utilization management and quality

assurance.

b. Onerational  Mediaan  PPOs

In addition to BCBS/AZs  Senior Preferred, we have identified five other BCBS plans with

Medigap products that have some .of  the features of a PPO: Blue Cross and Blue Shield of

Alabama, Hawaii Medical Service Association, Blue Shield of California, Blue Cross and Blue

Shield of Minnesota, and Blue Cross and Blue Shield of Missouri. Four of these plans are briefly

described below.r4

BCBS of Alabama C Plus with Preferred Medical Doctors. BCBS of Alabama’s Medigap

plan, C Plus with Preferred Medical Doctors (PMD), has been in operation since 1985.  The plan

serves the entire state of Alabama, and currently has 182,ooO  enrollees. The provider network

includes about 5,000 physicians, which is 88 percent of the physicians in Alabama No hospitals

are included in the network.

BCBS of Alabama does not attempt to attract enrollees to its Medigap plan through lower

premiums, but rather emphasizes the firm’s reputation and the benefits covered. The

representative we interviewed indicated that the plan’s premiums are slightly higher than the

premiums for most other Medigap plans available in Alabama Once beneficiaries are enrolled

in the plan, they face two incentives to obtain physician services within the network First, after

‘?he Medigap PPO offered by Blue Cross and Blue Shield of Missouri
because we were unable to schedule an interview with anyone from this plan.
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meeting the Part B deductible, enrollees are assuzdofno  out-of-pocket costs on most Medicare

approved physician services when they remain within the network, but they are fully liable for

balance bills incurred outside the network. Is Second, enrollees are not required to file claims

when they use network physicians.

‘L

The plan has established a set of allowed charges which in general exceed the Medicare

allowed charge, so network physicians can receive payments in excess of the Medicare allowed

charge without balance billing the patient. When enrollees obtain care from a network physician,

the plan covers the 20 perccut co’msurance  plus the amount by which the plan-allowed charge

exceeds  the Medicare allowed charge. When enrollees obtain care from a non-network physician,

the plan covers the 20 percent coinsurance, but not balance bills.

The BCBS of Alabama Medigap plan does not use physician profiling,  does not select

physicians into the network on the basis of cost effective practice styles, and does not employ any

utilization review procedures. Since the plan does not employ any cost containment mechanisms

and allows network physicians to receive payments in excess of the Medicare allowed charge

without balance billing their patients, it is not surprising that the plan has been very successful

in attracting physicians. Given these features, it is questionable whether this plan should be

regarded as a true Medigap PPO.

‘L

Hawaii Medical Service Association 65 C Plus Plan. The Hawaii Medical Service

Association 65 C Plus PIan was introduced in August 198&16 It sexves  the entire state of

Hawaii, and currently has an enrollment of approximately 19,500 beneficiaries. The physician

PPO network includes approximately 1,000 PAR providers, which is 60 percent of the total

%e plan covers 20 percent of the Part B deductible, regardless of whether a network
physician is used Thus, the enrollee’s obligation for the deductible is reduced from $75 to $60.

‘%he Hawaii Medical Service Association regards this plan as a PPO, but it is regarded by
HCPA as a cost-contracting HMO.
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physician population in Hawaii. The network does not include hospitals. The network physicians

have agreed to accept the Medicare allowed charges as payment in full for enrollees. When

enrollees use a network physician, they pay a $5 copayment;  when non-network physicians are

used, enrollees are responsible for the $75 Part B deductible and any balance bill amounts.

plan does not select physicians into the network on the basis of cost effective practice styles.

The

The

65 C Plus plan does some physician profiling  but does not employ any other utilization review

procedures. If a physician’s practice patterns are considerably higher than normal, a warning

letter may be sent, but the company’s representative did not think that a network physician’s

contract has been canceled due to expensive practice patterns.

Blue Shield of California Preferred Senior Plan. Preferred Senior, the Medigap PPO plan

offered by Blue Shield of California, began operations in the winter of 1988. In May 1990 it had

492 enrollees, and served Los Angeles, Orange County, the San Francisco Bay Area, and rural

areas in portions of California. A new marketing program is scheduled to begin in July 1990, and

Senior Preferred hopes to serve the entire state of California by September 1990. Blue Shield

of California also has 56,000 beneficiaries enrolled in three standard Medicare supplemental

insurance plans, which vary in the amount of coverage provided.

Preferred Senior has contracted with 159 hospitals and 9,000 physicians (28 percent of the

physicians in the state) recruited from the Blue Shield paneL When PPO enrollees use network

hospitals, they do not pay the Part A deductible, and when enrollees use network physicians, they

are assured of not being balance billed. The plan also includes membership in the Senior Health,

Education, and Wellness  Program, and optional coverage for outpatient prescription drugs.

Physician practice patterns are screened before they are permitted to join the network, and

they are monitored once they are in the network. Preferred Senior does not use any other

utilization review measures.
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BCBS of Minnesota Senior Gold. Senior Gold, the Medigap PPO plan offered by BCBS

of Minnesota, has been in operation since August 19%.  The plan currently has approximately

22,000 enrollees, and serves the Minneapolis/St. Paul metropolitan area, the St. Cloud area, and

other scattered areas in Minnesota where they have a viable provider network The network

includes both physicians and hospitals. When enrollees use network physicians, they are assured

that they will not be balance billed; when they use network hospitals, the plan covers the Part A

deductible. When enrollees obtain cart outside the network, they are fully liable for balance

billing and for the Part A deductible (except for hospital admissions in emergencies or in hospitals

over 50 miles from the Minnesota state border). The plan also includes other benefits such as

routine cancer screening services and some services and supplies for the treatment of alcoholism

‘L’

and chemical dependency.

Senior Gold uses physician profiling  to identify  physicians with expensive practice patterns,

and then subjects those physicians to more intensive review. The plan does not employ any other

UR procedures, however.

Network physicians have agreed to accept 80 percent of their usual, customary, and

reasonable fee as payment-in-full for Senior Gold enrollees. When enrollees use a network

physician, Senior Gold uses an indirect payment procedure. With the indirect payment

procedure, the network physicians bill BCBS/MN  directly, and BCBS/MN  pays the provider the

amount agreed upon in the contract. BCBS/MN then submits the claim to the Part B carrier to

receive Medicare’s portion of the bii When Senior Gold enrollees use a non-network physician,

the plan does not use the indirect payment procedure. Instead, the plan covers the Part B

deductible and the 20 percent Part B coinsurance up to the Medicare approved charge.

‘L
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3. Incentives for Insurers to Offer a Medieao PPO

The Blue Cross and Blue Shield representatives interviewed for this report were more

positive in their assessment of the current viability of Medigap PPOs than were the

representatives of commercial insurance companies, although both identi6ed  several impediments

to the expansion of Medigap PPOs.  The major commercial Medigap insurers are not interested

in developing Medigap PPOs unless some of the major wncerns  they cited are addressed. The

wncec~ls  cited by both commercial insurers and Blue Cross and Blue Shield representatives

include:

. The administrative costs of a Medigap PPO program would be high

A Medigap PPO plan would have to analyze Medicare claims data
for quality assurance, utilization review, and physician profiling
activities. These data are costly  to obtain

Once the Medicare claims data are obtained, many resources are
required to correctly format existing records to match Medicare
claims records.

It might be difflcult  to coordinate operational activities between
the carrier and the plan’s staff.

. The financial viability of Medigap PPOs is questionable, since the major
portion of the savings generated by the PPO’s cost containment
procedures will accrue to the Medicare program rather than the Medigap
insurer. Since the Medigap insurer’s costs for Medicare covered services
consist of deductibles and winsurance, the reduction in Medigap
payments may not be sufficient  to offset the costs of developing,
marketing, and administering the PPO.

l A PPO’s ability to control costs depends on its success in channeling
enrollees to network providers. However, Medigap PPOs  are currently
limited in the extent to which they can penalize enrollees for obtaining
care outside the network, since the NAIC model regulations require
Medigap insurers to cover the full 20 percent Part B winsurance.

. It might be difficult  to negotiate discounts with prospective network
providers. The Medicare market is already discounted, since many
physicians already accept assignment (at rates below those charged in the
non-Medicare market).
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. It would be difficult to educate beneficiaries about Medigap PPOs. In
general, beneficiaries are not well-informed about their basic Medicare
and Medigap benefits and often providing them with more information
does not increase their understanding (Nelson et aL 1989, Rice et al.
1989). This deficient understanding is exacerbated by introducing the
concept of a PPO. A PPO is harder to understand than an HMO.
Educating the work force about PPOs is difiicul~  educating the elderly
could be a “night.’

. The Medicare market is fragmented; the front-end of the payment
decision (the Medicare program) is administered separately from the
backend (the supplemental insurance coverage), and Part A is
administered separately from Part B. This fragmentation makes it
difficult for insurers to contain costs through utilization review (since
Medicare, the front-end,  makes the claims decision) or to use a uniform
claims data system, which would permit the insurer to integrate the
financing of the plan with the payment and data systems, and to identify
all services rendered in a given episode of care in order to perform
utilization review and quality assurance.

. Informations systems used by Medicare and PROs for utilization
management are not as sophisticated as the information systems used by
the private sector. The utilization review programs of private insurers
are fully integrated with their payment systems.

. The current cost-plus arrangements between Medicare and the carriers
and FIs are a disincentive for managed care. Payments to carriers and
FIs are based on the dollar volume of claims they handle. Under
managed care, however, the dollar volume of claims should decline.

. Currently, there is a lot of liability litigation in the Medigap industry.
Utilization review performed by Medigap PPOs could substantially
increase the amount of liability litigation.

In response to these concerns, HCPA could provide the following incentives to encourage

the development of Medigap PPO plans:

. HCFA could provide easier, cheaper access to detailed claims data for
PartAandPartB.

. HCPA could clarify grhether  Medigap PPOs would be allowed to
negotiate with hospitals to reduce deduct&s  and coinsuran~

L- ’

. HCFA could seek to have the NAIC model regulations modified for
Medigap PPOs to permit penalties for out-of-network use.
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. HCPA could pay 85 percent of allowed charges if enrollees use network
providers. (The Department of Defense is doing this for the CHAMPUS
PPO.)

. HCFA  could cover some of the plans’ administrative costs, since most of
any prospective savings  will accrue to HCFA.

. HCFA could assure the industry that the Medigap PPO concept is not
a fad. Currently, there is concern about the stability of the Medicare
program because of the short-life of the Medicare Catastrophic Coverage
Act Fhms are reluctant to enter a program they perceive as temporary.

. The role of PROs should be clarified. A Medigap PPO that performs
utilization review may not want any of their decisions overruled by a _
PRO.

. Many of the commercial insurance industry representatives believe that
Medigap PPOs are more viable when marketed to groups rather than to
individuals. It is easier to communicate information about changes in the
plan or in the composition of the provider network to groups than to
individuals. A commercial insurance company marketing to individual
beneficiaries may be more interested in developing a Medigap PPO if the
government gave the insurer a hchise for a particular locale. (Blue
Cross plans already have local franchises.) For example, the insurer
could be given an exclusive right to market a Medigap PPO in a
particular portion of a state. This would be a way for the insurer to gain
market share.

0 HCFA could  educate beneficiaries about how PPOs can lower their out-
of-pocket costs.

B. BENEFICIARYINCENTIYRS

Central to an assessment of the feasibility and effectiveness of a Me&gap  PPO is the

question of whether incentives can be designed to encourage enough Medicare beneficiaries to

enroll in the PPO and then, once enrolled, to get most of their medical care iiom  network

providers. To be most effective, a Medigap PPO must enroll not only patients of network

physicians but also other beneficiaries, providing incentives for them to switch from their current

physician to a network physician Thus network physicians can increase their patient load, which

is their primary incentive for participating, and wntriiute to cost savings through more cost-

effective treatment of these patients.
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1. Beneficiarv  Incentives That Mediean  PPOs Could Offer

In discussing the beneficiary incentives a Medigap PPO could offer, it is useful to

distinguish between incentives (1) to enroll in the PPO and (2) once enrolled, to select providers

from within the network This distinction is useful for organizing our discussion, but it is

important to remember that the decision to enroll in a PPO will be influenced by incentives to

get care within the network once enrolled.

The two main types of incentives that would encourage beneficiaries to enroll are (1) a

lower premium than other Medigap plans charge for comparable benefits and (2) coverage  for

additional services not offered by comparably priced plans. Both of these incentives are offered

by BCBSIAZ in its Medigap PPO. A Medigap PPO’s ability to attract enrollees will also be

affected by the size and composition of its provider network and the penalties for out-of-network

use. In general, a PPO that imposes mild or moderate penalties for out-of-network use will be

more attractive to beneficiaries  than one that imposes severe penalties. A relatively large

physician network offers enrollees more options and many beneficiaries could join the PPO

without switching physicians. But including proportionately more area physicians in the PPO

network may diminish the PPO’s ability to control costs, particularly for a PPO such as BCBWAZ

that seeks to control costs  through physician screening and monitoring rather than more

‘. ,

traditional utilization management procedures. Finally, a Medigap PPO’s ability to attract

enrollees will depend on the reputation of network providers for delivering high quality care and

on the convenience of their location.

Once beneficiaries are enrolled in the PPO, the PPO’s ability to control costs will  depend

on the extent to which enrollees obtain care within the network-that is, within a managed care

environment. In their private lines of business, PPOs try to channel enroll=  to network

providers by having them pay a higher share of costs for care received outside the network. But

Medigap PPOs are currently limited in the extent to which they can impose penalties for out-of-
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network use, since the NAIC model regulations require Medigap plans to cover the full 20

percent coinsurance under Medicare Part B. Currently, the best way to channel enrollees to

network  physicians is to require network physicians to accept assignment on all claims for PPO

enrollees and to provide no coverage for balance billing incurred outside the networll” This

is a relatively weak incentive since a large percentage of Part B claims are currently accepted on

assignment.

Medigap PPOs would have more leverage to influence enrollees’ choice of physician if the

NAIC model regulations were mod&xi  to allow them to cover less than the full 20 percent Part

B coinsurance when enrollees use non-network physicians. Medigap PPOs could then design

benefit plans in which enrollees are fully covered for services provided by network physicians but

are required to pay a portion (such as 10 percent) of the Medicare-approved charge as well as

balance-billed amounts on claims outside the network.

BCBWAZs  Medigap PPO provides incentives for enrollees to use both network physicians

and network hospitals. The plan fully covers the Part A deductible only if care is received at a

network hospital, the deductible is not covered if care is received at a non-network hospital,

except in the case of an accident or medical emergency. Channeling patients to network hospitals

is a particularly useful approach to controlling costs in a PPO’s private lines of business, since

PPOs generally negotiate reimbursement arrangements with hospitals based on discounted charges

or per diems. But Medicare pays hospitals under the prospective payment system, in which

hospitals receive a predetermined payment per discharge that depends on the diagnosis related

group (DRG) to which the patient is assigned. Thus, unlike PPOs  serving private sector clients,

a Medigap PPO does not have an incentive to perform aggressive concurrent review of hospital

stays to ensure that patients are treated cost effectively and discharged prompt&, the DCG

17Physicians  who accept assignment on a Part B claim agree to accept the Medicare-approved
charge as payment in full and not bilI the patient for the balance.
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payment system already provides such incentives  However, channeling Medigap enrollees to

network hospitals could generate cost savings if the PPO performs post-admission review at

network hospitals to identify cases of inappropriate hospitalization, and then acts to deny payment

to the hospit&

Another potential advantage to a Medigap PPO of channeling Medicare enrollees to

network hospitals is that the Medigap insurer may be able to negotiate arrangements with these

hospitals whereby the Part A deductible is completely or partially waived for PPO enrollees. This

would reduce the Medigap PPO’s  benefit payments, enabling it to reduce its premium and/or

offer additional se&es  to enrollees. BCBS/AZ has negotiated such arrangements with its

network hospitals. But the insurance industry representatives we interviewed expressed

uncertainty about whether current Medicare regulations permit a hospital to waive the Part A

deductible under such an arrangement with a Medigap PPO.

2 The Potential Effectiveness of Me&au PPOs at Enrolling  Beneficiaries and
Influencing  Provider Choice

To assess the potential effectiveness of Medigap PPOs at enrolling beneficiaries and

inducing enrollees to receive care within the network, we begin by providing an overview of the

potential market for such a product, and discuss the relevant considerations for beneficiaries in

deciding whether to enrolL  We then assess the potential response of beneficiaries to the

availability of a Medigap PPO option. Fmally,  we assess the likely effectiveness of Medigap PPOs

in influencing enrollees’ choice of provider through financial incentives. Throughout the

discussion, we draw on the relevant literature on PPO experiences in the private sector and other

relevant literature, as well as the experiences of BCBS/AZ
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a. The Potential Market for Mediean  PPOs

The potential market  for Medigap PPOs  is Medicare beneficiaries (1) currently enrolled

in a traditional Medigap plan, (2) not currently enrolled in a Medigap plan, or (3) enrolled in a

Medicare HMO. Below we discuss what beneficiaries in each group would consider in deciding

whether to enroll in a Me&gap  PPO.

About 71 percent of all Medicare beneficiaries not enrolled in a Medicare HMO are

covered by Medigap insurance, 20 percent rely exclusively on Medicare for their insurance

coverage, and the remaining 9 percent are dually eligible for Medicare and Medicaid (Nelson et

aL 1989, Gordon 1986). The study by Nelson et aL, based on data from a national survey of

about 2,000 Medicare beneficiaries conducted by Mathematics  Policy Research, Inc. for

PPRC,18 found that the percentage of beneficiaries covered by Medigap insurance varies with

income, as follows:

0 Below the poverty level:  37 percent
. 100 to 150 percent of the poverty level: 64 percent
. 150 to 200 percent of the poverty level:  77 percent
. More than 200 percent of the poverty level:  89 percent

Rates of Medigap coverage are highest among more affluent beneficiaries, but a substantial

number of poor and near-poor beneficiaries are also covered.

Among beneficiaries currently covered by Medigap, a Medigap PPO is likely to appeal

most to those with lower incomes, since the primary advantage of a Medigap PPO over a

traditional Me&gap  plan is a lower premium.  The marketing materials for BCBS/AZ’s  Medigap

PPO specEcally  appeal to this segment of the population,  pointing out that the PPO was

?‘he survey was conducted over a nine-week period beginning November 28,19S, on a
nationally representative sample of beneficiaries not enrolled in a Medicare HMO. The survey
explored a wide range of issues wncerning  beneficiaries’ understanding of Medicare assignment
policy and the Participating Physician Program, their assignment arperience,  and their willingness
to switch physicians to obtain care on an assigned basis.
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designed for beneficiaries on a “restricted budget” The tindings  f!rom  the PPRC beneficiary

survey indicate a potentially large market for Medigap PPOs. Projecting the surv9 Emiings  onto

the national Medicare population, we estimate that 4.7 million beneficiaries nationally

(representing 14 percent of the total Medicare population) are covefed  by Medigap and have

incomes below 150 percent of the poverty level.

L--

Beneficiaries currently covered by a traditional Me&gap  plan will switch to a Medigap PPO

if th9 believe that the advantages of the PPO-the lower premium and any additional services

covered-outweigh the disadvantages. Several considerations could lead beneficiaries to remain

in their current Medigap plan, despite the lower premium the Me&gap  PPO offers. Beneficiaries

may be unfamiliar or uncomfortable with the concept of a network, for example, and may be

reluctant to enroll in a Medigap plan that tries to influence their choice of provider. In addition,

some beneficiaries may have a strong attachment to a physician outside the network, and may be

reluctant to switch physicians to obtain the financial benefits of the PPO. Beneficiaries may also

be reluctant to enroll in a Medigap PPO that tries to control utilization through prior review, a

concept that is likely to be unfamiliar to many Medicare beneficiaries and may cause concern

about potential barriers to necessary care.

The second potential market for Medigap PPOs is beneficiaries who currently rely on

Medicare as their sole third-party payer, who are not covered by Medigap or Medicaid. Findings

from the PPRC beneficiary survey indicate that 20 percent of all Medicare beneficiaries fall into

this category, or 6.7 million beneficiaries nationally. Beneficiaries most Likely to rely on Medicare

as their sole third-party payer are those in the lower income brackets: 35 percent of beneficiaries

below the poverty level and 25 percent of those between 100 and 150 percent of the poverty level

have no insurance coverage other than Medicare, compared with 10 percent of those with

incomes above 200 percent of the poverty 1eveL  Among survey respondents with no Medigap

coverage, half reported that their primary reason for not having Medigap was the high cost. So,
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by offering a lower premium than traditional Medigap plans, a Medigap PPO may be able to

enroll part of this population. Beneficiaries not currently enrolled  in a Medigap plan will  enroll

in a Medigap PPO if they  conclude that the benefit of additional insurance coverage outweighs

the costs-that is, the premium and any perceived disadvantages of PPO membership.

The third potential market for Medicare PPOs is beneficiaries who are currently enrolled

in Medicare HMOs. About one million beneficiaries, or 3 percent of the Medicare population,

are currently enrolled in HMOs  under a risk contract with HCFA. Enrollees of Medicare HMOs
.

are beneficiaries who have already expressed a preference or tolerance for managed care in

exchange for the advantages of HMO membership-lower premiums (or no premiums) and more

coverage than Medigap insurance. Some of these enrohees  may switch to a Medicare PPO if

given the opportunity, since the PPO has many of the advantages of an HMO but more flexibility

in provider choice. But shifting Medicare beneficiaries from HMOs to PPOs may not advance

HCPA’s  objective of cost containment, since the purpose of the PPO initiative is to shift

beneficiaries from  unmanaged to managed care.‘g

b. Beneficiarv  Reswnse to a Mediean  PPO

A potentially large market may exist for Medigap PPOs, but there is little evidence to

predict how beneficiaties  nationally would respond to the availability of such an option. The

recent surge in enrollment experienced by BCBS/AZ’s  Medigap PPO suggests that beneficiaries

will enroll  if the price difference  between the PPO and standard Medigap products is Iarge

enough. We were unable to obtain data on the characteristics of the PPd’s  enrollees, but

‘%he Adjusted Average Per Capita Cost (AAPCC)  payment system may be resulting in
payments to many Medicare HMOs which exceed the costs HCPA would have incurred for
enrollees in the fee-for-service sector. (Brown 1988, Nelson and Brown 1989). Thus, shifting
beneficiaries from HMOs  to PPOs could yield savings for the Medicare program, at least in the
short NIL However, HCFA is funding research to improve the accuracy of its payment system
for Medicare HMOs.



BCBS/AZ  management believe the majority of new enrollees in 1990 were individuals who

switched from the W’s standard Medigap product.

Educatine  Beneficiaries About Medicare and Mediean  Insurance. Enrolling many

Medicare beneficiaries in Medigap PPOs nationally is likely to require substantial marketing

efforts to educate consumers about the PPO concept generally and about the speciftc  features

of a given plan. The task of educating Medicare beneficiaries so they make informed choices

about enrollment in Medigap PPOs and understand the &an&l  penalties for receiving care

outside the network should not be underestimated. A number of studies suggest that Medicare

beneficiaries have a poor understanding of insurance concepts generally and of the benefits

covered under the Medicare program and their current Medigap insurance plan (Cafferata 1984;

McCall et aL 1986, Nelson et aL 1989). The latter two studies found that low- income

beneficiaries and those without Medigap insurance are the least knowledgeable. In other words,

those most f!nancially  vulnerable to high medical bills,  who could benefit most from a low- cost

alternative to traditional Medigap insurance, are likely to be the most dif6cult  to educate.

Consumer ignorance about Medicare and Medigap insurance has important implications

for the introduction of a Medigap PPO option. First, Medigap insurers offering a Me&gap PPO

must develop marketing materials that clearly explain the PPO benefit package, particularly the

financial incentives to use network providers. If beneficiaries are not adequateiy  informed about

the PPO, some who would benefit from PPO membership may not enroll, and others may enroll

without adequately understanding the financial incentives to receive care within the network

EnroUees  who incur higher than qected  out-of-pocket costs due to misunderstanding of the

penalties for out-of-network use could become dissatisfied with the PPO and disenroll.

Misunderstandings of this type contriiuted to the relatively high disenrollment rates experienced

by some Medicare HMOs  under the Medicare Competition Demonstrations. In a study of 17

HMOs  that participated in that demonstration, Brown et aL (19%) found that 23 percent of
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beneficiaries disenrolled from the HMO within a year of enrollment and that 31 percent of the

disenrolhnents  were because enrollees did not understand the terms of HMO membership,

particularly the lock-in provision.

The NAIC model regulations for Medigap insurance include a number of provisions to

protect consumers from marketing abuses (GAO 1990). But the NAIC should consider whether

introducing Medigap PPOs into the market would require additional standards for monitoring

Medigap PPO marketing practices. Regulatory standards may be necessary, for example, to

ensure that beneficiaries are fully informed about providers included in the PPO network and the

financial penalties for out-of-network use. Standards may also be required to ensure that

enrollees are fully informed of the utilization management procedures the PPO uses, particularly

prior review.

Evidence from the Medicare HMO exnerience.  In 1985, HCFA implemented regulations

authorized by the Tax Equity and Fiscal Responsibility Act of 1982 (TEFIU)  which permit

HMOs to enroll Medicare beneficiaries on a capitated  payment basis. This program, known as

the TEFU HMO program, was preceded by several Medicare HMO demonstrations. Medicare

HMOs  differ from a Medigap PPO in several  important respects. Most important, HMO

enrollees are “locked in” to HMO providers and HMOs  are paid on a capitation basis. But both

types of organizations use a provider network, and both generally try to control costs through

managed care. And both may be viewed as competing with traditional Medigap insurance plans,

since most Medicare HMOs provide more generous benefits than Medigap plans at a lower

premium. For these reasons, the enrolhnent experience of the Medicare HMO program is useful

in assessing the potential response of Medicare beneficiaries to a Medigap PPO option.

After an initial increase in enrollments following implementation of the TEFRA HMO

program, enrollment in Medicare HMOs has stabilized over the past several years  at about one

million beneficiaries-just under 3 percent of the total Medicare population. This lack of growth
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in enrollment may reflect reluctance on the part of many Medicare benefkiaries  to sever the

relationship with their current physician and become locked-in to the HMO panel of providers.

The lack of growth in Medicare HMO enrollments also reflects concern in the HMO industry

over the accurq of the WCC payment methodology. The latter is not an issue for Medigap

PPOs, since they are not capita&d.  Medigap PPOs also address beneficiary concerns about

freedom-ofchoice, since PPO enrollees are covered for servim received outside the network,

although less generously than for services received within the network.

‘L__-

Evidence from the Medicare Competition Demonstrations indicates that beneficiaries who

enroll in HMOs  are younger, poorer, less likely to have Medigap insurance, less likely to have

a regular physician or to be satisfied with their regular physician, and have a better self-

assessment of their  health than those who do not enroll (Brown et ah, 1986). Beneficiaries who

enroll in HMOs also have signilicantly  lower Medicare reimbursements and fewer hospitalizations

for chronic conditions during the period prior to enrollment (Brown, 1988). The differences

between enrollees and nonenrollees are greater for staff and group model HMOs  than for IPA

model HMOs. For example, Medicare reimbursements for enrollees of IPA model HMOs were

23 percent lower than those of nonenrollees  in the same area during a two-year period prior to

enrollment, while the corresponding differences for staff and group model HMOs were 41

_ _

percent and 35 percent, respectively.

The experience of IPA model HMOs is most relevant to assessing the likely experience

of Medigap PPOs, since this is the HMO model type most similar to a PPO. An IPA-HMO

typically has contractual arrangements with a large number of independent physicians who treat

fee-for-service patients as well as HMO patients, Thus, many beneficiaries are able to join an

IPA-HMO  while retaining their current physician In the live IPA-EMOs included in the Brown

StUdieS,

percent

half of the beneficiaries who enrolled were able to retain their previous physician, 30

switched physicians to join the HMO, and 20 percent had no regular physician before .
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enrolling. Beneficiaries who enroll in Medigap PPOs  are likely to have many of the same

characteristics as those who enroll in Medicare HMOs.  However, because Medigap PPOs have

weaker restrictions on provider choice than HMOs,  they may attract a more representative mix

of enrollees.

c. Influencinn  Choice of Provider ,

To control Medicare costs, Medigap PPOs must induce beneficiaries to find care mainly

within the PPO network. Presumably Medigap PPOs  will create networks of a broad range of

providers, including physicians, hospitals, home health agencies, and laboratories, but influencing

the enrollee’s choice of primary care physician is most important because in a managed care

environment the primary care physician serves as the enrollee’s entry point into the medical care

SySttXL

Encouraging enrollees to remain within the network for specialist care is also critical to

cost containment as services provided by specialists-particularly gastroenterologists,

ophthalmologists, cardiologists, psychiatrists, and thoracic surgeons-have contributed much more

heavily to the increase in total Part B spending in recent years than services provided by primary

care physicians (Mitchell, Wedig,  and Cromwell 1989). Unpublished data from the PPRC

beneficiary survey indicate that among respondents who had filed a claim for specialist care within

the prior two years, 54 percent were referred to the most recent specialist by another physician

or health care professional, 23 percent were referred by a friend or relative, and the remaining

23 percent found the specialist through other means. Medigap PPOs may not be successful at

channeling enrollees to network specialists through beneficiary incentives, and may find it

necessary to influence the referral behavior of network physicians-by requiring them to refer

within the network, for example, or providing incentives for them to do so.
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The NAIC model regulations require that Medigap insurers cover the full20 percent of

Part B coinsurance, so the primary Enancial  incentive currently available to Medigap PPOs for

influencing the enrollees’ choice of physician is to require network physicians to accept

assignment on all claims for PPO enrollees, and to provide no coverage for balance billing when

non-network physicians are used. To assess the likely effectiveness of this incentive, we provide

an overview  of current assignment rates and physician participation rates under Medicare, discuss

variations in assignment rates  by region and by specialty, and discuss expected trends in balance

billing and assignment in the future following implementation of the Medicare physician payment

reforms. We then discuss the findings of relevant prior research that provide insight into the

potential effectiveness of a Medigap PPO in influencing enrollees to remain within the network

‘.L-

through financial incentives in generaL

Assirmment,  Particination.  and Balance Billing.  In the past decade, assignment rates on

Part B claims have increased dramatically, from 50.9 percent in 1978 to 80.5 percent in 1988

(PPRC 1989)? Much of this increase occurred after implementation of the Participating
U’

Physician Program in 1984, which provides incentives for physicians to agree in advance to accept

assignment on all claims (see Table IIL2). Forty-five percent of all physicians signed participation

agreements with Medicare for 1989, and participating physicians currently account for about 60

percent of ah Medicare expenditures on physician services  (PPRC 1990). Nonparticipating

physicians are permitted to accept or reject assignment on a claim-by&im basis. In 1987, the

assignment rate among nonparticipating physicians was 30 percent (Rosenbach, Harrow, and

Mitchell 1988).

s@l”hese assignment rates are expressed as a percentage of covered charges accepted on
assignment. The percentage of claims accepted on assignment increased from 53.7 percent in
1978 to 77.3 percent in 1988.
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TABLE III2

ASSIGNMENT RATES AND CHARGE REDUCTION RATES
FOR TOTAL PART B SERVICES, 1973-1988

Calendar
Year

Assianment  rate
chiims charges

Charge reduction rate”
All Unassigned

Claims clainls

1974 56.0 49.1

1975 55.9 49.0

1976 54.4 48.9

1977 54.0 49.6

1978 53.7 50.9

1979 54.0 51.9

1980 54.2 52.9

1981 54.9 54.2

1982 55.4 55.4

1983 55.8 56.5

1984 59.2 59.7

1985 68.5 68.6

1986 68.0 69.6

1987 73.1 75.2

1988 77.3 80.5

14.4

17.4

19.5

19.0

193

20.8

24

235

23.7

23.2

24.9

26.9

27.9

27.2

28.8

14.7

17.7

19.8

19.0

19.2

20.7

22.5

23.8

23.9

23.0

24.2

25.9

26.9

24.7

25.0

SOURCE: Physician Payment Review Commission, 1989.

@Ihe  charge reduction rate is de&ted  as the percentage difference between physicians’ billed
charges and Medicare-allowed charges.
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Medicare assignment rates are relatively high, but beneficiaries treated on an unassigned

basis can be exposed to substantial balance bills. As Table III2 shows, physicians’ billed charges

on unassigned claims in 1988 exceeded Medicare-approved charges by 25 percent. PPRC

estimates that beneficiaries’ total liability for balance billing in 1988 was $225 billion, or an

average of $154 for each beneficiary who was balance billed at least once. No evidence is

available on the extent to which balance bills are actually collected.

Rates of assignment and participation vary siguikautly by region and by physician specialty.

III 1987, assignment rates ranged from a low of 24 percent in Idaho to a high of 98 percent in

Massachusetts (PPRC 1988). Eight states had assignment rates below 50 percent iu 1987~  Idaho,

Minnesota, Nebraska, North Dakota, Oregon, South Dakota, Washington, and Wyoming. Five

states had assignment rates above 85 percent in 1987: Massachusetts, Michigan, Nevada,

Pennsyivania,  and Rhode Island The high assignment rate in Massachusetts reflects the fact that

Massachusetts law requires physicians to accept assignment on all claims. Three other states

(Connecticut, Rhode Island, and Vermont) require physicians to accept assignment for low-

income beneficiaries (PPRC 1989).

Assignment rates also vary by physician specialty, although less than by state. In 1985,

assignment rates ranged from a low of 51 percent for anesthesiologists to a high of 81 percent

for psychiatrists (PPRC 1988). Primary care physicians tend to have lower-than-average

assignment rates. In 1985, when the overali  assignment rate was 69 percent, the assignment rate

for general practitioners was 59 percent, family practitioners 60 percent, and internists 62 percent.

Legislation passed in November 1989 authorizing a comprehensive reform of the Medicare

physician payment system includes a provision limiting the extent to which physicians can balance

bill patients. When this provision is fully implemented in 1993, physicians wilI not be ahowed  to

charge patients more than 15 percent above the Medicare  fee. The Medicare fee for

nonparticipating physicians wih  be 5 percent below the fuli fee schedule amount for participating
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0 physicians, however, so this requirement means that nonparticipating physicians will not be

allowed to charge patients more than 9.2s percent above the fee for participating physicians

(PPRC  1990). PPRC estimates that this provision will reduce total balance billing liability for

Medicare beneficiaries by 73 percent (Ginsburg, LeRoy,  and Hammonds 1990). What this all

means is that Medigap PPOs  are not likely to channel emollees  to network ph+ians  if the only

incentive they can offer is the assurance that network physicians will accept assignment-especial@

in states with relatively high assignment rates or that mandate assignment on ali claims. Even in

states with low assignment rates, a Medigap PPO’s ability to channel enrollees to network

physicians by guaranteeing assignment will be considerably weakened by the limit on balance

billing included in the Medicare physician payment reform legislation.

Research Fmdines  on Medicare Beneficiaries’ Choice of Phvsicians.  Medicare beneficiaries

currently have an incentive to select physicians who accept assignment, so their behavior in

choosing physicians under Medicare may yield insight into the Medigap PPOs’  ability to channel

enrollees to network physicians through financial incentives.21  In fact, from the beneficiaries’

perspective, the Participating Physician and Supplier Program (PAR) has the basic features of

a PPO: beneficiaries have an incentive to select a physician from an annual directory that lists all

participating physicians, since by doing so they are sure not to be balance billed. Directories that

identify participating physicians are available free of charge from the carriers and are mailed to

Social Security offices, hospitals, senior citizens’ organizations, and participating physicians’

offices. Beneficiaries are informed of the availability of these directories in an annual enclosure

with their Social Security checks. And beneficiaries who have unassigned claims receive

information about the PAR program and a toll-free  telephone number to call for information in

P

21Even  beneficiaries with Medigap insurance have an incentive to select a physician who
accepts assignment, since most Medigap plans do not cover balance bills.
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the “Explanation of Medicare Benefits” fom which is mailed to ail beneficiaries informing them

of the disposition of each claim.

Despite these efforts to publicize the PAR program, many beneficiaries are unaware of

‘-A.

the program and most do not understand it. ‘Ihe PPRC beneficiary survey found that only 52

percent of respondents had heard of the PAR pmgram and only 25 percent understood that

participating physicians have agreed to accept the Medicare-approved charge as payment in full

on all claims (Nelson et aL 1989). Levels of awareness and knowledge were lowest among low-

income beneficiaries, the poorly educated, and those without Medigap insurance-the groups most

financially vulnerable to high medical bills and therefore likely to benefit most from using a

participating physician The survey also found that only 8 percent of respondents had seen a

PAR directory, and only 3 percent had used one to find a physician

Medigap PPOs would presumably take more aggressive action to inform enrollees about

the providers in the PPO network than the government has taken to inform Medicare

beneficiaries of the PAR pmgram. Medigap PPOs would presumably mail a list of network

ZJproviders to all enrollees, for example. So the way beneficiaries under the PAR program

choose a physician may not be a reliable guide to how a better-informed group of PPO enrollees

would do so. But the difficulty of educating beneficiaries about the PAR program suggests that

Medigap PPOs will face a challenge in educating beneficiaries about the PPO concept generally,

and the financial incentives in a given plan.

The PPRC beneficiary survey asked respondents if they had changed physicians in the prior

year and, if so, for what primary reason. Nine percent of respondents indicated that they had

changed physicians in the prior year. The most common  reasons given for changing physicians

(each cited by 2 percent of the sample) were (1) that the physician had retired, died, or moved

zBCB8/AZ  has mailed a provider directory to its enrollees.
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and (2) dissatisfaction with the quality of care or the physician’s personality. Less than 1 percent

of respondents repotted that they had changed physicians because of cost. This low level of

switching may partly reflect the beneficiaries’ failure to understand the financial incentive to

switch to a participating physician. But many su~ey respondents expressed a reluctance to switch

to a participating physician even after the PAR program was explained to them.

Respondents in the PPRC beneficiary survey were questioned about their assignment

experience, and those not usually treated on assignment were asked about their willingness to

switch to a participating physician. Many beneficiaries do not understand the concept of

assignment, so information about their assignment experience was obtained by asking respondents

whether the provider submitted the claim to Medicare and whether the Medicare check had been

sent directly to the provider, both of which occur on assigned claims. Overall, 55 percent of

respondents with a regular source of care and not on Medicaid reported that they were usually

treated on assignment by their reguiar  physician, and 69 percent of these beneficiaries had been

treated on assignment on their last visit to a specialistp Pii-four  percent of beneficiaries

without a regular source of care and not on Medicaid reported being treated on assignment on

their last physician visit. Data on the relationship between beneficiary characteristics and

assignment experience is presented in Nelson et aL (1989).

Survey respondents who reported haying a regular physician who does not always accept

assignment were asked whether they would be willing to switch to a physician who would always

accept the Medicare-approved charge as payment in full and would always file the Medicare claim

(that is, a participating physician). Only 9 percent indicated that they would definitely  switch, 21

=Medicare  beneficiaries covered by Medicaid are excluded from  these figures because they
cannot be balance billed In addition, the questions about assignment were asked only of
beneficiaries who had submitted a claim in the prior two years.

65



TABLB  III.3

BENEFICIARIES’ WILLINGNESS TO SWITCH PROM A
NONPARTICIPATING TO A PARTICIPATING PHYSICIAN

(Percentage)

Would  definitely
switch

Would  consider
switchiw Would Not Switch

Resoondents  with a re&ar
Source of care

-- WilIingness  to switch from
regular source (N=601)

- Willingness to switch from
most recent specialist seen
(N=517)

8.8 (1.2) 21.4 (1.7)

16.2 (1.7) 17.7 (1.8)

50.2 (21)

46.3 (2.3)

8: Resoondents  with no regular source
of care
-- Willingness to switch from

most recent physician seen
(N=43)

13.1 (5.3) 29.0 (7.1) 45.2 (7.8)

f

NOTE: The standard error for each percentage is provided in parentheses.

SOURCE: Nelson, Ciemnecki,  Carlton,  and Langwell, 1989.



percent would consider switching, and 50 percent would not switch (see Table IIL3).24

Respondents were somewhat more willing  to switch from the most recent specialist seen Of

those who had not been treated on assignment on their most recent visit to a specialist, 16

percent would definitely switch to a participating specialist, 18 percent would consider switching,

and 46 percent would not switch. Even among beneficiaries without a regular physician, 45

percent indicated they would not switch from the physician seen most recently.

Table IIL4 shows demographic and socioeconomic characteristics of beneficiaries vptive

to switching from their regular physician and liom  the most recent specialist they  have seen. For

the purposes of this table, beneficiaries who indicated they would definitely switch were combined

with those who would consider switching in a single category of “potential switchers.” We

highlight here a few findings from  the more detailed analysis available in Nelson et al. (1989).

‘Ihe beneficiaries most wihing  to switch from their regular physician to a participating physician

are the disabled, males, blacks, and those who have been with their regular physician for less than

one year. Somewhat surprisingly, low-income beneficiaries are not more likely than high-income

beneficiaries to indicate a willingness to switch from their regular physician go, even among low-

income beneficiaries, the relationship with a regular physician is often strong enough that the

individual is unwilling to sever that relationship in response to grmxxiai  incentives.

Research Findings on Provider Choice in PPOs.  There is little available evidence on the

success of PPOs  in channeling enrollees to network providers. The only published study of this

issue examined the experience of a PPO developed for the employees of a major California bank

(Hester et aL, 1987). The bank incorporated the PPO benefit design into its existing insurance

plan; employees thus were not faced with an enrollment decision. The PPO was structured to

encourage individuals to choose a network physician for primary care services.  For physician

%e other 20 percent were not sure whether they  would switch.
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TABLE III.4

BENEFICIARIES WHO WOULD DEFINITELY SWITCH, OR CONSIDER
SWITCHING, TO A PARTICIPATING PHYSICIAN

(Percentage)

Characteristics

Regular source
of care
(N=601)

‘L,.

Speciaiist
(N=sln

Total

Under 65 (disabled)
65-74
75-84
85 and over

sex
Male
Female

Income
Below the PL
lOO-150%  of the PL
150-200% of the PL
2OO-300%  of the PL
over 300% of the PL

Education
8 years or less
9-11 years
High school graduate
Some college
College  graduate

Race/ethnic backmound
White, Non-Hispanic
Black, Non-Hispanic
HisDaniC
Other, Non-Hispanic

Health status
Excellent

FiY
Poor

Sunnlemental  coverage
Medicare or&
Medicare and Medicaid
M(z&;  wiho;;;p plemental)

supplementap(no Medicaid)

Number of years with regular
source of care
Lessthanlyear
1-2years  -
3-5years
5-lOyears
More than 10 years

30.2 (1.9)

17.5 (3.8) 24.6 (4.4)

22.8 (4.8)

29.6 (21)
51.4  (6.8)

l

320 (53)

35.4 (4.7)

n/a

29.2 (21)

37.5 (5.8)

32.8 (2.3)
97 (6.5)

l

33.1 (5.4)

35.8 (4.6)

n/a

33.6 (25)

*Indicates that there are fewer than 25 observations in the cell.

NOTE: The standard error for each percentage is provided in parentheses.

SOURCE Nelson, Ciemnecki,  Carlton,  and Langweli,  1989.
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f\
visits within the network, patients faced a &red $10 copayment per visit, with no deduct&.  For

visits outside the network, patients were reimbursed SO percent of the physician’s charge, after

meeting the deductible. Patients faced no financial incentive to choose PPO hospitals.

Covered individuals who used services during the two-year study period were classi6ed  into

3 categories: (1) strong PPO users, who obtained at least half of their care within the network;

(2) weak PPO users, who obtained less than half of their care within the network; and (3) non-

PPO users,  who obtained all their care outside the networkz  Strong PPO users accounted for

26 percent of the total user population, weak PPO users 12 percent, and non-PPO users 62

percent. Strong PPO users were much healthier than the two other groups. They had

significantly  lower health care costs prior to and following implementation of the PPO, fewer

chronic conditions, and a higher self-assessment of their overall health status.

Users of PPO providers were younger, had been hired more recently, and were more

heavily concentrated in the lower pay grades than non-PPO users. Eighty-one percent of non-

PPO users reported in a survey that their primary reason for not using PPO providers was their

satisfaction with their current physician and unwihingness  to sever that relationship. PPO users

had weaker attachments to physicians prior to implementation of the PPO. Seventy-nine percent

of PPO users reported that they had tried at least one new physician as a result of the PPO’s

incentives, and 40 percent reported that they had changed their regular source of care to a PPO

physician.

The study found that individuals who used PPO providers did so very selectively, obtaining

primary care services within the network but often going outside the network for specialist and

hospital care. For example, even among individuals who obtained all of their ambulatory care

from PPO physicians, 47 percent went outside the network for their inpatient hospital care.

25The percent of care received within the network was measured in terms of charges.
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Network physicians were required by their contracts with the PPO to refer patients to network

specialists and hospitals, but had no direct Enancial  incentive to do so. The PPO was ineffective

at monitoring and enforcing provider compliance due to signilicant  problems in implementing and

operating its management information system and poor coordination with the employer’s self-

insured health plan, which was responsible for payment of claims. The findings of this study

underscore the importance of influencing the referral patterns of network physicians through

L,

strong administrative controls, financial incentives, or both.

co PHYSICLAN  RECR-

How physicians will respond to a Medigap PPO in a particular healthcare  delivery market

will depend on the competitiveness of the market and the extent to which physicians in that

market are already in a PPO network. Physicians who are aheady in a PPO network (and thus

familiar with the PPO concept) and who want to increase their patient volume may seriously

consider joining a M&gap PPO (which may be only a minor variation on a PPO network they

already belong to).

1. Phvsician  Particination  Rates in PPOs

The rapid growth of PPOs in recent years indicates that a significant number of physicians

are willing to participate in this type of arrangement. As Table IILS shows, 45 percent of U.S.

physicians belong to at least one PPO network and more than 25 percent belong to two or more

(Managed HealthCare  April 1990). BCBS/AZ reports that about 32 percent of the physicians

in Maricopa County belong to its privatesector  PPO, Preferred Care, and one third of the

network physicians belong to Senior Preferred.  There is normally a waiting list  of physicians in

all specialties who want to join the Senior Preferred network
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TABLE III5

PERCENTAGE OF U.S PHYSICIANS IN PPOS

Number of PPO networks Percentaee  of nhvsicians

Atleastl 45

Atleast 2 7

At least 3 15

At least 4 10

At least 5 8

At least 6 5

At least 7 4

At least 10

NONE

3

55

SOURCE: Managed Health&r-e,  April 9,199O

f-\,

2 Trends in Physician Seti=

The supply of physicians in the United States has increased steadiiy  in the past and is

expected to continue doing so. From 1970 to 1986, the number of physicians grew from 326,000

to 545,000, and the number of physicians per 100,000 residents grew from 156 to 225. The

Bureau of Health Professions has projected that by the year 2000 the number of U.S. physicians

wili climb to 709,000, or 264 physicians per 100,000 residents. (DHHS  1988).

Physicians’ wiiiingness  to participate in PPOs will be heavily influenced by the suppiy  and

demand for physician se&es. An excess of physicians should induce more physicians to join

PPOs to maintain or increase their patient volume. There is a debate in the health services
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research community about whether the country is headed toward a significant oversupply of

physicians in the next decade. In 1980 the Graduate Medical Education National Advisory

Committee forecast a surplus of 145,000 physicians by the year 2000. In 1988, the Bureau of

Health Professions projected a surplus of 72,000 physicians for the same year. But Schwartz,

Sloan, and Mendelson (1988),  employing different assumptions and different analytical methods,

project little or no physician surplus in 2000.

should at least remain stable and may actually

a. Phvsicians’  income

In any case, physicians’ willingness to join PPOs

increase in the next decade.

The increasing supply of physicians does not appear to have depressed their incomes.

Since the mid 197Os,  physician incomes have grown much faster than incomes of the average full-

time employee. In 1987, physicians’ net incomes averaged $132,000, which was more than twice

their net income in 1978. In real terms (adjusting for inflation), physicians’ average net income

rose 133 percent between 1975 and 1987, while the average income for all full-time, year-round

U.S. employees rose only 3 percent (PPRC 1989).

A sign&ant  portion of physicians’ incomes comes from treating Medicare patients.

Medicare accounts for 24 percent of physicians’ aggregate gross revenue and 32 percent of the

gross revenue of medical specialists that treat Medicare patients (PPRC 1989).

many

b. Medicare Assknment and Particination  Rates

The trend of increasing rates of assignment and participation under Medicare suggests that

physicians are willing to forego balance billing in order to maintain or increase their

Medicare patient load. The Medicare PAR program has some of the basic elements of a PPO,

since PAR physicians agree in advance to accept assignment on all Medicare claims. The fact

that 45 percent of all U.S. physicians signed PAR agreements in 1989 suggests that many

physicians may be receptive to participating in a Medigap PPO.
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A study of the factors that affect physicians’ decisions to participate found that

participation rates were affected by local income levels, the rate of HMO penetration, and

Medicare-allowed charges. A lO-percent  increase in the Medicare-allowed charge, for example,

increased average participation rates by 9.5 percent  Physicians were more likely to participate

in lower-income areas, presumably because there was less private demand there for physician

services so they had more need to boost their patient volume. Participation rates were also

higher in areas with higher HMO penetration, where physicians are leas able to replace Medicare

patients with private patients. (Mitchell et al 1988).

C. Medicare Phvsician  Pavment  Reform

Predicting physicians’ future response to Medigap PPOs is complicated by the fact that in

1989 Congress passed legislation establishing a comprehensive reform of the Medicare physician

payment system. The reform package includes a fee schedule based on resource costs, limits on

p balance billing, Medicare volume performance standards (MVPS), and more support for

effectiveness research and practice guidelines.

The new fee schedule will be phased in over a five-year period, beginning in 1992. In

1996, all Medicare payments to physicians will be based on the fee schedule. Fees will be

determined using a relative value scale based upon the amount of physician work and overhead

and professional liability  costs. It will also be adjusted for geographic variations. The volume of

physician services will be controlled through annual Medicare spending targets set by Congress.

Fees will be based upon how growth in spending compares to the target.

The effect of the fee schedule on physician payments from Medicare will vary  signEcantly

by specialty. Payments for physicians whose practices largely involve diagnostic and surgical

procedures are expected  to be reduced, payments for those whose practices  largely involve

primary care services are expected to increase; PPRC (1989) projects that Medicare payments to

73



family practitioners and internists will  increase by 38 and 17 percent, respectively, for example,

while payments to thoracic surgeons, radiologists, and pathologists will be reduced by at least 20

percent.

3. Phvsicians’  Attitudes Toward Cost Containment Measures

Medical practice  has been greatly affected by efforts to contain the costs of third-party

payers. In a recent AMA survey, physicians reported that over one third of their cases required

prior review as a condition of payment (Institute of Medicine 1989). It is not unwmmon for a

physician to receive calls from 10 to 20 utilization review firms a day, with each firm using

different criteria

Costs are contained in any one of the following ways:

. Review (for example, wncurrent or retrospective inpatient review or
ambulatory review) over the telephone by a utilization review company

. Physician profiling

l Regularly providing physicians with comparative practice data so they can
compare their performance with that of colleagues

. Enwuraging efficient treatment by paying providers a percentage of
savings

Much of the anecdotal physician feedback on utilization review by telephone has been

negative. Many of the reviewers are nurses,  retired physicians, or nonspecialists who many

physicians believe are unquah&d  to make clinical judgments in complex  cases. Sometimes

physicians concede to reviewer judgment in questionable cases rather than go through the trouble

of challenging the reviewer’s recommendation. Many physicians believe that utilization review

compromises their professional autonomy and increases their vulnerability to malpractice suits.

Some physicians, however, have found that because of utilization review they now explain their

care more carefully to patients, which has improved patient relations (Institute of Medicine 1989).
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Physician suggestions for improving utilization review include:

. More standardization of pmcesses across organizations

. Better communication of requirements, criteria, and results

. Tiieiier handling of review requests and appeals

. Uniform definition and coding of medical diagnoses (Institute of
Medicine 1989)

4. Discussion

The rapid growth of PPOs in the private sector, physicians’ increasing willingness to accept

assignment and sign Medicare participation agreements, and the projected trends of an increasing

supply of physicians all indicate an increasingly competitive market for physicians’ services. In

this competitive environment, many physicians are likely to view participation in a Medigap PPO

as a way to maintain or increase patient volume. However, it is difEcult  to predict the effects of

physician payment reform on physicians’ receptivity to Medigap PPOs.  On the one hand,

Medicare fees will increase significantly for physicians who provide mostly primary care services

so they may become more williug  to accept assignment, which presumably will be one requirement

for PPO participation. On the other hand, higher fees for primary care may diminish their

concern about reduced patient volume, so they may be less willing to join a PPO. Physician

receptivity to Medigap PPOs may also depend on the utilization review procedures  employed,

which many physicians view negatively, according to anecdotal evidence.

D. COST  CONTAINMENT POTENTIAL OF MEDIGAP PPOS

A central question for government policymakers in assessing the viability of Medigap

PPOs-and  the desirability of implementing policies to stimulate their growth and development-

is whether PPOs will control costs while maintaining beneficiary access to high quality care. We

begin this section by describing the cost containment mechanisms that PPOs use in the private
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sector and by assessing their potential applicability to Medigap PPOs.  We next discuss other ways

that Medigap PPOs could affect Medicare costs. We conclude by reviewing research findings on

the effectiveness of PPOs and other managed care arrangements in containing costs.

1. Possible Auoroaches  to Cost Containment for Mediean  PPOs

The effectiveness of a Medigap PPO in containing costs will depend on its ability to

channel enrollees to network providers and induce those providers to adopt more cost-effective

practice styles, offer price discounts, or both. We discussed earlier the incentives that could be

offered to channel enrollees to network providers and assessed the likely effectiveness of those

incentives. Here, we discuss the approaches potentially available to Medigap PPOs to ensure that

enrollees, once they are channeled into the network, are treated in a cost-effective manner. The

approaches include:

. Obtaining price discounts from providers

. Selecting only providers with cost  effective practice styles

. Utilization management and review

. Provider education, monitoring, and feedback

. High-cost case management

For each approach, we first discuss its use in the private sector and then assess its potential

application to Medigap PPOs.

a. Provider Discounts

During the first stages of PPO development in the early NE%, PPOs sought to control

costs  primarily by obtaining price discounts from providers. But price discounts by themselves do

not ensure savings since providers operating under a fee-for-service payment system can increase
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volume to circumvent lower prices, So, almost all PPOs try to control costs through some form

of utilization management in combination with price diswunts  from providers.

In the PPO survey by AMCRA in 1989, almost all the responding PPOs  reported having

some form of discounted pricing arrangement with the hospitals in their network (AMCRA 1990).

Most PPOs reported having several types of hospital reimbursement contracts. Seventy-five

percent of the PPOs  reported paying at least some of the hospit&  in their network on the basis

of discounted charges, 75 percent had negotiated per diem rates with hospitals, and 31 percent

paid hospitals a rate per discharge based on diagnosis related groups (DRGs). Only 3 percent

of the PPOs reported paying actual billed charges for hospital c8fc. Most PPOs also have

discounted pricing arrangements with the physicians in their networks, and as for hospital

reimbursement, most PPOs reported several types of physician reimbursement contracts. The

most common  methods of setting physician reimbursements (and the percentage of PPOs that

indicated using each method for at least some of their network physicians) are: a negotiated fee

schedule (69 percent), a fee schedule based on a relative value scale (41 percent), and a

percentage discount off the usual fee (39 percent).

Medigap PPOs are less likely than PPOs in the private sector to obtain discounts from

providers because the Medicare program has already implemented policies to control prices-most

notably, the prospective payment system for hospitals, the physician fee freeze, and the incentives

for physicians to accept assignment (Bachman  et aL 1989). In addition, the Medicare program

will begin replacing its current physician payment system in 1992 with a fee schedule derived from

a resource-based relative value scale. This schedule will considerably reduce the fees for many

surgical and diagnostic procedures and raise the fees  for most primary care services. Me&gap

PPOs might be able to encourage some physicians to accept a lower fee from Medicare in

exchange for an anticipated increase in patient volume. But this would require interaction with

the carrier and increase the administrative complexity of the program. In addition, reducing the
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Medicare fee for PPO network physicians would be contrary to the provision of the Medicare

physician payment reform legislation, which rewards participating physicians by paying them a

26higher fee than nonparticipating physicians. Offering physicians higher fees if they sign

participation agreements-but then reducing their fees if they also join a Medigap PPO network-

would create a confusing set of incentives for physicians.

If Medigap PPOs are to obtain discounts from providers, the most likely route would be

negotiated arrangements in which network providers waive the deductible or a portion of the

coinsurance. For example, BCBWAZ  has obtained agreements from hospitals in its network to

waive the Part A deductible for enrollees of its Medigap PPO. This approach is administratively

simple since it does not require involvement by the &al intermediary, and it will yield cost

savin@ for the Medigap insurer.

b. Selectina  Cost Effective Providers

A 1986 survey of PPOs sponsored by the Health Insurance Association of America found

that PPOs were not using cost-effectiveness as a criterion to select physicians for their network

(de Lissovoy et aL 1987). PPOs were drawing their physicians from existing physician panels, such

as those of Blue Weld plans, and from the staf& of network hospitals-without screening for cost-

effective practice styles. Information on the criteria for provider selection was not obtained in

the more recent surveys sponsored by AMCRA and the American Association of Preferred

Provider Organizations (AAPPO), so it is not known whether PPOs have changed their provider

screening practices since the earlier survey. BCBWAZ  indicated that cost-effectiveness is one of

its criteria for selecting physicians for its network

-0 encourage physicians to sign participation agreements with Medicare, nonparticipating
physicians will be paid 95 percent of the fee schedule amount for each setvice,  while participating
physicians will receive the full fee schedule amount (PPRC 1990).
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Selecting network physicians on the basis of prior practice styles may not be critical to

containing costs, since the ability of a PPO to control costs depends not on how physicians

practiced prior to joining the network It depends on how they practice after joining it-and in

particular, on whether the PPO can chance  the physicians’ practice styles.M e r e l y  collezting  a

group of cost-effective providers in a network, and doing nothing to change their behavior, has

a limited potential for cost containment since no savings would be achieved for the existing

patients of these physicians. Savings in this case could be achieved only by inducing enrollees to

switch from high-cost (non-network) providers to network providers.

If Medigap PPOs  are viewed as a potential mechanism for altering physicians’ practice

patterns, excluding physicians who have had high-cost practice patterns in the past may limit the

effectiveness of the intervention in reducing total Medicare costs. Perhaps a more appropriate

selection criterion would be a professed willingness by the physician to abide by the PPO’s

utilization control mechanisms. This strategy would require monitoring the practice patterns of

physicians once they are in the network and expelling those who refuse to comply  with the PPO’s

standards, as BCBSAZ does.

cw Utilization Management and Review

virtually  all PPOs  attempt to control enrollees’ utilization of services through some form

of utilization management and review. The Institute of Medicine has recently sponsored a major

study of utilization management, which it defined as “a set of techniques used by or on behalf of

purchasers of health care benefits to manage health care costs by influencing patient care

decision-making through caseby-case  assessments of the.  appropriateness of care prior to its

provision” (Institute of Medicine 1989, p.17).n In recent years, utilization management

%ilization review is a more general term used in the literature to include both prospective
and retrospective review.

79



procedures have been widely adopted for conventional fee-for-service insurance plans as well  as

for PPOs.

The utilization management programs of most PPOs concentrate on reducing unnecessary

and inappropriate use of inpatient hospital setvices.  The most common utilization management

technique is preadmission review. Such a review requires that physicians obtain approval from

the insurer (or from the utilization management company acting on the insurer’s behalQ before

an elective hospital admission. Failure to comply typically results in lower reimbursement from

the insurer. The 1989 PPO survey sponsored by AMCIU found that 97 percent of responding

PPOs use preadmission reviews. Prior authorization is not required for emergency admissions,

but 81 percent of PPOs responding to the AMCWI survey subject such cases to admission

review-assessing the appropriateness of the admission within the first few days of the stay.

Ninety-live percent of the responding PPOs indicated that they employ concurrent review of

hospital stays, monitoring the course of treatment during the hospitalization and assessing the

appropriate length of stay.

Seventy-four percent of responding PPOs reported having mandatorv  second ooinion

requirements for surgery. The Institute of Medicine study found that second opinion

requirements of PPOs and conventional insurance plans are generally limited to a set of 15 to 30

highxost  surgical procedures. Some second opinion programs fully reimburse the surgery

regardless of whether the second opinion conkns the East; while other programs require a third

opinion if the second opinion conflicts with the first.

Another cost-containment method of many PPOs and conventional insurance plans, that

falls outside the Institute of Medicine’s definition  of utilization management is retrosuective

review of inpatient hospital stays: claims for hospital care are reviewed after discharge to assess

the appropriateness of care, and the assessment can result in denial of payment, Eightyeight

percent of PPOs responding to the AMCRA survey reported conducting retrospective reviews
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of inpatient hospital stays. But the utilization review  programs of most PPOs  place primary

emphasis on the prospective reviews, since these provide  the PPO an opportunity to influence

treatment.

PPOs place less emphasis on controlling the use of ambulatory services than that of

inpatient hospital services. Half the PPOs  responding to the AMCRA su~qr reported that they

employ prior review for selected ambulatory procedures, though no information is available on

the procedures. Physician profIling,  discussed below, is another approach that is likely to become

more common for PPOs in controlling inpatient and outpatient utilization.

Medigap PPOs would likely employ the same types of utilization management and review

procedures as by private sector PPOs. To avoid duplication of effort under Medicare, however,

these activities should be coordinated with the review activities currently performed by the

carriers, fiscal intermediaries, and the PROs.

d. Phvsiciau  Education, Mouitoriue.  and Feedback

An increasing number of PPOs are including physician profiling in their utilization control

program, and this is BCBS/AZ’s  primary approach to cost  wntainment.  We discuss physician

profiling under the heading “education, monitoring, and feedback” since these are the three

elements of an ideal proming  system. de Lissovoy et al. (1987) report that in 1986 nearly half

of all PPOs were developing physician profiling systems, and many others planned to begin

development in the future.

The physician profiling system of BCBS/AZ,  de&bed in chapter II, involves analyzing

claims data to monitor the practice patterns of individual physicians. The objective is to identify

outlier physicians and to notify  them that their practice patterns vary  substantially from other

physicians of the same specialty. This notification can serve an educational function and
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encourage physicians to modify their practice patterns. Physicians whose practice patterns

continue to deviate significantly from the norm are expelled  from the network.

Medigap PPOs with a physician profiling system could complement the initiatives by the

Agency for Health Care P lio cy and Research (AHCPR) to develop and disseminate practice

guidelines and clinical standards based on research on the effectiveness of medical care and the

outcomes of care. The structure and incentives of a physician proSling  system could encourage

physicians to modify  their practice patterns in response to the practice guidelines and standards

to be disseminated by AHCPR Given the evidence of significant variations in physician practice

patterns (Wennberg  and Gittelsohn  1982,  Chassin et aL, 1986),  modifying those patterns could

yield significant cost savings for Medicare.

e. High-Cost Case Management?

The objective of high-cost case management is to promote more appropriate and cost

effective care for individuals with serious, high-cost illnesses. Typically, the patient is assigned

a case manager who assesses the individual’s needs and circumstances and assists in planning,

coordinating, and arranging the most appropriate care. Unlike participation in prior review

programs, high-cost case management is usually voluntary, with no financial penalties for failures

to comply.

High-cost case management programs have developed rapidly, reflecting the growing

recognition that a substantial percentage of an insurer’s benefit costs in a given year are often

attributable to a very small proportion of its enrollees. High-cost case management services are

currently offered by most commercial insurers, Blue Cross and Blue Shield plans, utilization

management lkms, and third-party administrators (Institute of Medicine 1989). Such management

?fhe insurance industry also refers to high-cost case management as medical case
management, catastrophic case management, and individual benefits management.
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programs could offer significant savings for the Medicare program. A Medigap PPO is unlikely

to provide case management services without receiving additional compensation from Medicare

since, as a secondary  insurer, the Medigap PPO’s financial exposure in catastrophic cases is much

less than that of the Medicare program. But Medigap PPOs could provide a useful structure for

Medicare to contract for case management services for catastrophically ill beneficiaries.

2 Other Potential Effects of Mediean  PPOs  on Medicare Costs

The introduction of Medigap PPOs could affect Medicare costs  through mechanisms other

than those just descrii  For example, by offering a low-wst  alternative to traditional Medigap

insurance, Medigap PPOs are likely to increase the percentage of the Medicare population with

supplemental coverage. By reducing the net price of care for newly covered beneficiaries, this

expansion in Medigap coverage is likely to increase their demand for care. In fact, enrolling

additional beneficiaries in Medigap insurance plans runs contrary  to one of the major wst-

containment approaches historically used by insurers: requiring signi.&xnt  cost-sharing by patients

to restrain the demand for care. Reliable estimates of the effect of Medigap insurance on the

demand for care are not available, but the findings  of the Rand Health Insurance Experiment

provide wnvincing  evidence that lower cost sharing increases the demand for care (Manning et

aL 1987).

The growth and development of Medigap PPOs could induce competitive responses from

other market participants, particuhuly  from non-network providers, other Medigap insurers, and

Medi&re  HMOs. These competitive responses could  significantly affect Medicare costs  in the

market areas that the Medigap PPOs  serve.  But predicting those responses is difticult  given the

Medicare physician payment reforms in 1992 and the other major changes in the health care

market.
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Non-network physicians could respond to the threat of losing patients to the Medigap

PPOs in several ways. First, they might increase their willingness to accept assignment, which

would reduce out-of-pocket costs for their patients. Second, they might try to induce additional

demand among their existing patients-say, by ordering additional tests or additional follow-up

office visits. The empirical evidence on whether physicians have the power to induce demand for

their services  is inconclusive, but many health economists believe-that they have such power, at

least to a limited extent. Third,  non-network physicians could choose to compete with the

Medigap PPO by combining with area hospitals and another insurer to create their own Medigap

PPO.

‘L-1.

IPA-model  HMOs are likely to be well-positioned to create their own Medigap PPO,

because they contract with large networks of physicians who treat fee-for-service patients in

addition to HMO patients. Creating a Me&gap  PPO could be viewed by HMO management as

a potential means of increasing its Medicare market share. But allowing a Medicare HMO and

Medigap PPO to operate in the same area under the same ownership would raise problems, since

the HMO would have an incentive to disenroll its sickest patients and enroll them in the PPO,

thus shifting high-cost patients from capitation  to fee-for-service.

3. Effects of PPOs and Other Managed Care Products on Health Care Costs

Since the evidence on PPOs is limited, we also review the available evidence on two other

managed care products-HMOs  and conventional fee-for-service insurance plans that employ

utilization management. A considerable body of literature indicates that HMOs reduce health

care costs for people under 65 (Manning et aL 1984, Luft 1981) and for Medicare beneficiaries

(Nelson and Brown 1989). HMOs  do this primarily through reductions in hospital admissions,

with some estimates indicating reductions of up to 40 percent. Such findings are of limited

relevance for PPOs, however, because of the differences between the two types of organizations.
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Most important, PPO enrollees are not locked in to the provider network, and PPOs typically pay

providers on a fee-for-service basis, without any risk-sharing by the provider, common among

HMO&

Studies of the effects of utilization management in conventional fee-for-service insurance

plans provide more useful insights about the potential effects of PPOs. The most reliable of

these studies are those of Feldstein et aL (1988) and Wickizer et aL (1989) examming  claims data

from 1984436 for 223 employee groups insured by a large private insurance carrier.2g  Winety-

one of the insured groups operated under a utilization review program that involved preadmission

certification and concurrent review for inpatient hospital care. The remaining 132 groups did not

operate under such a program during the study period. For groups operating under the program,

the utilization review procedures were applied to all employees and their dependents; those who

did not comply were subject to financial penalties that reduced reimbursements from the insurer

by 20 percent or more.

Using multivariate procedures to control for differences across groups in employee

characteristics, benefit plan features,  and market area characteristics, the studies found that the

utilization review program reduced hospital admissions by 13 percent, hospital days by 11 percent,

expenditures on routine inpatient hospital services by 7 percent, expenditures on hospitai  ancillary

services by 9 percent, and total medical expenditures by 6 percent. The program did not have

a statistically significant effect on hospital lengths of stay. The authors estimated that the savings-

to-cost ratio of the program was approximately 8 to l-that is, $8 in savings were achieved for

every dollar spent administering the program.  The studies did not investigate the impact of the

program on health outcomes.

?Ihe studies used data from the same source, but Feldstein et al. used data covering 19&I-85
while Wickizer et aL also included data from 1986. The two studies obtained very similar results.
The results in the text are from the second study.



The Institute of Medicine recently sponsored a study of utilization management in the U.S.

that included a review of the literature on its effects on health care costs (Institute of Medicine

1989). This review included the Wickizer et aL and Feldstein et aL studies discussed  above as

well as a number of other studies, most of which  were conducted by the insurers, employers, or

utilization management Cms that had developed the program being studied These  studies

suffered from various methodological flaws, but the Institute of Medicine concluded that the

evidence indicates that utilization management reduces inpatient hospital use and total medical

‘\,’

expenditures.

Little evidence is available on the effects of PPOs on costs. The previously reviewed study

by Hester et aL presented descriptive data on the experiences of a large California bank that

incorporated a PPO in its existing insurance plan, but the study did not estimate the impact of

the PPO on costs. However, since the individuals in this  plan who used PPO physicians were

much healthier than those who did not, and since the PPO was not successful at channeling

enrollees to network specialists and hospitals, it is unlikely that the PPO reduced costs

significantly, if at alL
‘.-/’

The Rand Corporation is currently conducting a study of five PPOs serving private sector

clients. When the 6nal results of this study become available, more will be known about the

ability of PPOs to channel enrollees to network providers and their ability to reduce costs.
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fl IV. CONCLUSIONS

P

This report has given a detailed description of the BCBS/AZ  Medigap PPO, summarized

its early operational experience, and given a preliminary  assessment of its viability, effectiveness,

and replicability. The report was prepared in the early stages of a 42-month evaluation of the

Medicare PPO demonstration, so its conclusions are preliminary. The conclusions are based on

information obtained from interviews with BCBWAZ management, interviews with knowledgeable

industry and government representatives, prior research findings,  and data on recent and

projected trends in the health care market.

The initial experience of BCWAZ shows that a Medigap PPO can be implemented

relatively inexpensively, given an existing provider network Senior Preferred startup costs were

$240,000. The costs to HCFA were virtually nothing. BCBS/AZ  did not receive funding from

HCPA and posed no burden on the Medicare system since no carrier or PRO changes were

necessary. BCBSIA.2  has also shown that its PPO model can attract enrollees. After some early

disappointments, BCBWAZ  now has 5,443 enrollees in its Medigap PPO. Most of these enrollees

switched from BCBS/AZ’s  standard Medigap product after recent premium increases created a

large difference between the two products.

Interviews with knowledgeable industry representatives revealed interest in the Medigap

PPO concept but a perception that the current financial incentives to enter the market are

minimal, since most of the savings generated by a Medigap PPO would accrue to the Medicare

program. Industry representatives expressed the view that any savings captured by the Medigap

insurer would be largely, if not totally, offset by the lower premiums and other incentives needed

to attract enrollees. ‘Ihe industry representatives we intetiewed  identified a number of actions

the government could take to make Medigap PPOs a more viable and effective product. These

include (1) providing the Medigap insurer with easier, cheaper access to the claims data required



for utilization management and quality assurance, (2) clarifying  whether Medigap PPOs are

allowed to negotiate with hospitals to obtain waivers or reductions in deductibles and coinsurance,

(3) modi.Qing  the NAIC model regulations to give Medigap PPOs greater ability to penalize

enrollees for receiving care outside the network (4) covering a portion of the Medigap PPO’s

administrative costs, and (5) paying more than 80 percent of allowed charges when enrollees

obtain care from a network physician. In addition, some insurers have expressed potential

interest in a risk-sharing arrangement with HCFA, in which a greater share of any savings or

losses generated would accrue to the Medigap PPO.

‘\ 1’

The success  of Medigap PPOs nationally will depend to a large extent on the response of

Medicare beneficiaries. Will a substantial number of beneficiaries choose to enroll in a Medigap

PPO when given the opportunity? A&, once enrolled, will they choose providers &-om within

the PPO network? Medigap PPOs are likely to be most attractive to lower income beneficiaries,

since we expect other sponsors to follow the lead of BCBS/AZ  and market them as lower cost

alternatives to standard Medigap plans. The enrollment experience of BCBS/AZ  in early J990

implies that an insurer may be able to shift a sign&ant  number of beneficiaries from its standard

Medigap plan to its Medigap PPO with a large premium differential, however, it remains to be

seen whether Medigap PPOs can attract beneficiaries currently covered by other Medigap

insurers and those without Medigap coverage. The latter may be an important measure of

success from the perspective of the insurer, since achieving an increased market share is likely

to be a motivating factor in offering a Medigap PPO.

A Medigap PPO’s success in controlling costs will depend in large part on its ability to

channel enrollees to network providers. Medigap PPOs are currently very limited in the

incentives they can use to achieve that objective, since the NAIC model regulations require that

they cover the full 20 percent winsurance  on Part B claims. The primary incentive currently

available to Medigap PPOs to influence enrolleea’  choice of physician is to require that network

88



/ ’ physicians accept assignment on all claims, and to provide no coverage for balance billing outside

the network. This is a very weak incentive in many parts of the country, however, because

assignment rates are very high. And the incentive will  become much weaker when the limitations

on balance billing included in the Medicare physician payment reform legislation are implemented

beginning in 1992. Furthermore, prior research findings show that most Medicare beneficiaries

are reluctant to switch physicians to obtain care on an assigned basis. Thus, Medigap PPOs are

unlikely to be successful at channeling enrollees to network physicians unless the NAIC model

regulations are modified to permit them to wver less than the full 20 percent winsurance  when

enrollees obtain physician services outside the network.

To reduce costs,  a Medigap PPO must ensure that, once enrollees are channeled to a

network provider, they are treated cost effectively. The principal mechanism available to

Medigap PPOs for controlling costs within the network is to control the volume of services

provided. Most PPOs try to control volume through various utilization management procedures

involving prior review. The most reliable prior research 5mlings show that utilization

management in conventional insurance plans for an employed population reduces hospital

admissions by about 10 percent and total medical expenditures by about 5 percent. Whether

PPOs can achieve greater savings by combining utilization management with selective provider

contracting is not known. Another approach to wntrolling volume-which is the one used by the

BCBWAZ  Medigap PPO-is physician profiling. Surveys of PPO managers indicate that this

approach is likely to become more common  in the future.  There is no evidence on whether

physician profiling programs cause physicians to modify their practice patterns. But given the

significant variation in practice patterns, this approach has the potential to yield significant cost

savings.

Our preliminary assessment is that there are currently some important impediments limiting

the development and effectiveness of Medigap PPOs. If the government wishes to encourage

89



the growth and development of Medigap PPOs, it should take several actions to address these

impediments.

Fiit, the government should facilitate Medigap PPOs’  access to the detailed claims data

required for utilization management and quality assurance activiti~ and perhaps provide the data

at a lower cost The government should also clarify whether Medigap PPOs are allowed to

negotiate with hospitals to obtain waivers or reductions of deductibles and coinsurance, since the

industry representatives we interviewed are unsure of whether this is permitted under current

Medicare regulations. Such arrangements with hospitals would allow Medigap PPOs to reduce

their claims costs, thus enhancing their ability to reduce premiums or offer additional incentives

to attract enrollees. In addition, the government should act to give Medigap PPOs greater ability

to channel enrollees to network physicians, since this is critical to cost containment. The most

effective approach would be to modify theNAX model regulations to permit Me&gap  PPOs to

cover less than the full 20 percent coinsurance when enrollees receive physician services outside

the network

The introduction of Medigap PPOs may also require government action to help consumers

make informed choices about Medigap PPOs and protect them from abusive or misleading

marketing practices. If enrollees are not fully informed about the financial penalties for using

out-of-network providers and the utilization management procedures employed by Medigap

PPOs-particularly  those involving prior review-many enrollees could incur higher than expected

out-of-pocket costs, become dissatisfied, and disenrolL

Future research to be conducted under this evaluation  will yield much more information

about the viability and efktiveness  of the BCBWAZ  Medigap PPO, Subsequent andysu will

examine a broad range of issues for BCBWAZ  and other participants in the Medicare PPO

demonstration. These analyses include an examination of the beneficiaries’ decision to enroll in

the PPO and potential selection bias of enrollees and an examination of the impact of the PPO
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on the use and cost of services provided to Medicare beneficiaries. Preliminary results of these

analyses will be available in April of 1991 and final results will be available in October of 1992

An additional analysis of the feasibility of PPOs for Medicare will  be prepared in September of

1=
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APPENDIX A

PPO MARKET cHARAcTERISTIcS

Characteristic
Arizona

Maricooa Pima

All Metropolitan
Counties (Mean)

N=707

1900,200 258,183Population

Percentage of the population who are
medicare  beneficiaries 12.5% 13.6%

$15994 $13,401

215 287

49.29 55.10

36.52 35.17

353

120%

$13,626

1.66

45.10

36.45

Per capita income

Active physicians per 1,000 persons

Inpatient surgeries per 1,000 persons

Outpatient surgeries per 1,000 persons

Medicare hospital admissions
per 1,000 beneficiaries 318332

Medicare hospital days
per 1,000 beneficiaries 2,639 2,577 2,734

Medicare part A reimbursements
per beneficiary $1,640 $1,504 $1,450

Medicare part B reimbursements
per beneficiary $912 $859 $758

Medicare prevailing charges as a
percentage of the national meana
(specialist and GE) 1.23 1.15 1.06

SOURCE: September 1989 Bureau of Health Professions Area Resource File @RF’).

The Medicare Prevailing Charges Index is an indexed sum of the charges for selected medical
procedures for specialists and general practitioners combined. The procedures selected are those that
comprise the top 85 percent of expenditures nationally. The entry in the table represents each
county’s value divided by the mean value for all counties in the United States.
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APPENDIX B

INDUSTRY AND GQVERNMENT REPFESE3’ITATIVES  CONTACTED

Joan Ardoin
Director, Sales and Marketing
Senior Plans
Blue Shield of California

Joanne Boyd,  Associate General Counsel
Torchmark’

Paul Cooper, Vice President
Health Care Policy
Prudential Insurance Company

Thomas Faulds
Executive Vice President
Blue Cross and Blue Shield of South Carolina

Elizabeth Willson  Hoy
Consultant

Jean LeMasurier
Policy Analyst
Office of Prepaid Health Care
Health Care Financing Administration

Mary Masland, Staff Analyst
Hawaii Medical Service Association

Gary Meade
Becutive  Director
Alternative Delivery Systems

Product Performance
Blue Cross and Blue Shield Association

Matthew Minor
Coordinator, C Plus and Nongroup  Products,
Blue Cross and Blue Shield of Alabama

,!- ‘Torchmark owns United American Insurance Company, a major provider of Medigap
insurance.



Michael Morrow
Director, Provider Contracting and Payment
Blue Cross and Blue Shield of Minnesota

Edward T. Procaro, Assistant Vice President
Metropolitan Life Insurance Company

Carl Scott, Senior Vice President and
Director of Product Management Division
Mutual of Omaha

Judith Triibett
Program Manager
Alternative Delivery Systems

Product Services
Blue Cross and Blue Shield Association

Julie H. Walton
Program Analyst
Bureau of Policy Development
Health Care Financing Administration

A representative from a large commercial insurance company who wishes to remain anonymous
because the company does not have an official position or statement on Medigap PPOs
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